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PREFACE AND ACKNOWLEDGEMENTS

This book arises out of the Twelfth Conference on Postal and Delivery
Econemics held in Cork, [reland, June 2-5, 2003. Leading practitioners,
postal administrations, and the courier industry, as well as a number of
regulators, academic economists, mailers, consultants, technology suppliers,
and lawyers came together to examine some of the major policy and
regulatory issues facing the industry. Issues addressed included international
postal policy, strategies for the postal sector, the universal service obligation,
regulation, competition, entry, cost and productivity, interaction of law and
economics, and future technologies.

The conference and the book follow our earlier conferences. In 1999, the
first Conference on Postal and Delivery Economics {(CPDE) was held at
Cotoen House, Rugby, England, July 22-25, 1990, in honor of the one
hundred and fiftieth anniversary of the Penny Post and the contributions of
Sir Rowland Hill. The ensuing book, Competition and Innovation in Postal
Services, was published by Kluwer Academic Publishers in 1991, In 1992
2" CPDE was held at Village PTT, La Londe les Maures, France, on March
18-21, 1992. This conference resulted in Regulation and the Nawre of
Postal and Delivery Services, published by Kluwer Academic Publisher in
1993, Both confecrences were recognized by the European Express
Organization with the Hermes Award 1992 at its annual award dinner in
Munich on June 22, 1992. The first workshop, The Workshop on Postal and
Delivery Economics, was held June 23-26, 1993 in Daun, Germany. In 1994
the 3 CPDE was held in Stockholm, Sweden, May 18-21,1994, and a
workshop, in Hakone, Japan, June 1-4, 1994 combined to produce the
volume Commercialization of Postal and Delivery Services, published by
Kluwer Academic Publisher in 1995. A workshop was held in Naantali,
Finland, June 7-10, 1995, The 4™ CPDE was held in Monterey, California,
May 22-25, 1996, and resulted in the book Managing Change in The Postal
and Delivery Industries, published by Kluwer Academic Publisher in 1996,
The next book, Emerging Competition in Posial and Delivery Services was a
direct result of the 5™ and 6™ CPDEs the former was held in Helsingor,
Denmark, June 11-14, 1997, and the latter held in Montreux, Switzerland,
June 17-20, 1998. . The 7" CPDE was held in Sintra, Portugal, June 23-26,
1999, which resulted in the book Current Directions in Postal Reform,
published by Kluwer Academic Publishers in 2000. The 8" CPDE, was held
in Vancouver, Canada, June 7-10, 2000, resulting in the book Future
Directions in Postal Reform, published by Kluwer Academic Publishers in
2001, The 9™ CPDE was held in Sorrento, Italy, June 6-9, 2001, and the
book Postal and Delivery Services! Pricing, Productivity, Regulation and
Strategy, was published by Kluwer Academic Publishers in 2001, The 10"
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CPDE was held in Potsdam, Germany, June 53-8, 2002, and the resulting
book, Postal and Delivery Services: Pricing, Delivering on Competition,
was published by Kluwer Academic Publishers in 2002.  The 11" CPDE
was held in Toledo, Spain, Junc 4-7, 2003, and the resulting book,
Competitive Tranformation of the Postal and Delivery Sector, was published
by Kluwer Academic Publishers in 2004,

The 2004 conference was made possible by the support of the following
organizations: CRRI—Center for Research in Regulated Industries, Rutgers
Business Scheol, Rutgers University; University of Pennsylvania, Wharton
School, Risk Management and Decision Processes Center; Royal Mail
Group; Deutsche Post World Net; United States Postal Service; Canada Post
Corporation ; FedEx; La Poste; La Poste / De Post; R.R. Donnelley & Sons
Company; Swiss Post; United Parcel Service; CTT Correios; IBM Business
Consulting  Services; Pitney Bowes; Postcomm — Postal Services
Commission; Siemens Dematic Postal Automation; United States Postal
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Chapter 1

Competition, Universal Service and the Graveyard
Spiral

Michael A. Crew and Paul R. Kleindorfer

Rutgers University and University of Pennsylvania

1. INTRODUCTION

This paper provides another examination of the issuc of competition and
universal service in the postal sector. While there has been much interest in
the issue, most of the debate so far has had the effect of generating more heat
than light. This paper, while having lolty objectives, is unlikely to prove an
exception. There have been two main camps. The one camp argues that
further competitive entry will have a deleterious effect on a PO’s ability (o
remain financially viable. The other argues that competitive entry conveys
so many benefits in terms of increased efficiency that the risks of
undermining the financial viability of the POs are very small compared to
these benefits and should be ignored, The two camps agrec on one thing: that
the universal service obligation (USQ) should remain. There may be some
willingness to allow the USO to be relaxed, but this has proved difficult for
POs to achieve in practice, as public outcry is the usual responsc to
praposals to shut down post offices or relax the USO in other ways. The
protagonists of liberalization usually cite the successful experience of New
Zcaland and Sweden. The problem is that both sides make powerful

We are grateful for the programming assistance of Ralph Ahn for the simulation modeling
results presented in Section 2. We also acknowledge helplul comments from Tan Reay and
Frank Rodrigucz on an carlicr draft, and the support of Royal Mail and the Russell L.
Ackott Endowment for this rescarch,



2 Chapter 1

opposing arguments and there scems little prospect of any meeting of minds.
Moreover, neither side has yet been able to show convincingly the
superiority of one policy over the other. This arises primarily because of the
rather complex nature of the issues involved.

This paper aims to inform the debate by providing a model of entry and
access that integrates earlier contributions and provides seme perspectives
on the factors underlying the financial viability of a PO with a USO and
facing various forms of competitive entry. Section 2 will review the debate
so far on cntry and access with a USO. It will relate the situation in posts
with that in other industries, for cxample, telecommunications where these
types of issues are also currently being addressed. This section notes factors
identified in earlier papers that have been argued to affect the viability of a
PO under entry. Section 3 will provide the motivation, underlying
assumptions and a discussion of the principal results of a simulation model
developed to study the issues. The intended contribution of the model is to
synthesize a number of approaches and attempt to throw additional light on
the impact of entry en POs facing a USQ. Section 4 will be by way of
conclusions and implications for entry and access policy. The Appendix sets
out the analytical model underlying the simulations of Section.

2. THE DEBATE ON ENTRY

The USQ drives the debate on entry. It provides the basis of a credible
case against unrestricted entry. The USO is the obligation to deliver letters
and parcels ubiquitously and, in the case of letters, at a uniform price. In
addition, there is an obligation to provide some uniformity in service quality.
While outlying areas get lower quality service, the general consensus is that
delivery standards should not be drastically different from those of
accessible arcas. To meet these obligations POs have typically been granted
a reserved aresz, a weight or price limit, where they are the only legal
providers,  Absent the obligation of the uniform price and some service
uniformity, the ubiquity requirement could be satisfied without a reserved
area. The question is then if a USQ is to continue whether a reserved area is
required. Crew and Kleindorfer (2000, 2001) have argued that a meaningful
USO is unlikely to be feasible absent a reserved area or some other method
of funding. This argument is (urther claborated in Crew and Kleindorfer
(2004) to accommodate cconomics of scope between letters and parcels.
However, even with revenues derived from significantly increased parcel
volumes, it secms unlikely for most countries that the lettermail USQ can be
supported without a reserved area, unless service standards are relaxed.
Entrants would price below the incumbent in the low cost markets. The
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incumbent would raise its (uniform}) prices making a larger market more
altractive to the entrants. The process may result in a graveyard spiral of
increasing prices and continuing losses.

The graveyard spiral is a dynamic process. Entry is allowed and entrants
take some of the incumnbent’s most profitable business. The uniform price is
then raised further with the result that previously unprofitable traffic now
becomes profitable for entrants. This in turn attracts more entry as the
increase in the uniform price again fails to raise sufticient revenue to break
cven. This process continues through more iterations, with the PO
contimuing to fail to break even, until cumulative losses cventually lead to
the financial collapse of the PO.

Although this is a rather complex dynamic process, it can be illustrated
by a simple numerical example. Consider a PO with two types of letter,
urban and rural. Urban costs 4 to deliver and rural costs 12. Fixed costs are
50. The demand for urban and rural respectively is 10 and 5. At a uniform
price of 10 the PO breaks even, since 50 = 10x15 — 4x10 — 12x5. However,
if entry is allowed, the urban mail is lost to entrants and, assuming an
clasticity of demand of zcro, the PO now breaks even by charging a uniform
price of 22, since 50 = 22x5 — 12x5. However, if demand is not completely
inelastic, there may be no price that will yield the necessary revenue {o cover
costs, thus forcing the PO out of business, thereby ending or curtailing
service to rural areas, or requiring a direct subsidy.

Although this is the essence of the concern about the effect of entry, the
process in reality is much more complicated than this. Indeed, it is the
complexity of the problem that makes consensus on entry policy difficult to
achieve. While protagonists on etther side agree on many of the pieces of
what is quite a complicated puzzle, they find it hard to agree on a policy on
entry because of the complexities involved. Some of these major
complexities are now examined briefly.

The first issue concerns whether there should be a USO or not, and here
there is probably the greatest agreement. Very few economists argue against
a USO with the possible exception of Geddes (2003) who argues that
inefficiencies implied by the USO outweigh the benefits it provides. While
this is distinctly a minority view, there is a broader debate as to what form
the USO should take, A number of proponents of entry, notably Cohen et al.
(2000), have argued that relaxation of some of the requirements of the USO
in outlying areas might be considered as part of a strategy for financial
viability under entry. These could include reducing the frequency of
delivery to five days a week or less for remote areas. However, reducing the
obligations of the USO amounts to reducing benefits for fairly large groups
of postal customers and this is politically not readily achievable. This is
illustrated by the European Postal Directive, which has increased obligations
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in some instances. So even on the nature and extent of the USQ there does
not appear to be agreement. A further issue is whether reducing the
obligations in an acceptable manncr would result in sufficient cost
reductions to enable POs to stay viable under various entry policies, let alone
what these changes should be.

A second issue concerns the extent of liberalization. Should the entire
market be opened up and the incumbent PO still face a USO? If this were
the case, would the PO be required to provide access to its networks to
entrants? Presumably, deregulation would imply that POs would only be
required to provide access on a freely negotiated basis and would not be
compelled by a regulator or the government Lo provide access. More likely,
even if a PO’s reserved area were eliminated it might be required to provide
access through an access tariff or otherwise be subject to regulation of
access. An alternative might be to provide a small reserved area and tariffed
access. Yet another would be not to have a reserved area in terms of weight
or price but to provide a PO with a delivery-only monopoly below a certain
price or weight limit but require access to be provided basced on a published
tariff. In some respects this resembles an extension of the sitnation faced by
USPS, which allows more downstream access than any other major PO,

A third issue affecting financial viability under liberalization is the
pricing and product flexibility offered to a PO. If a PO finds that price
flexibility is denied by regulation and product introductions are significantly
delayed through lengthy regulatory proceedings, then financial viability will
be more difficult to achieve under entry (see De Donder ¢t al. (2002) for a
discussion of pricing flexibility and the USQ). However, a system of
regulation in the form of price caps, allowing a PO more pricing flexibility,
might enable it to be more effective in competing both in price, quality and
variety.

A {fourth issuc is the nature and extent of contestability. Following
Baumol et al. (1988), contestability of particular customers or mail volumes
means that eoven though the incumbent may be serving these
customers/volumes now, these could be subject to capture by entrants under
entry. Contestability of particular customers or volumes depends on many
factors, including underlying switching costs and brand loyaity to the
incumbent, service quality and scope of product line.  The term
contestability is used broadly to mean the vulnerability of an incumbent to
losses in revenue or volume from a specific customer segment to entrants,
which is similar to the usage by other authors in addressing competition and
the USQ. There is considerable agreement that contestability plays a major
role in determining whether a PO can remain viable in the face of entry. The
disagreement is over its nature and extent. The more of its mail that is non-
contestable, the more likely it is that a PO will be financially viable after
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entry. There is no disagreement about this. At one extreme all the mail may
be contestable. At another almost none would be. Cohen et al. (2004) view
a large percenfage of the mail being non-contestable while d’Alcantara and
Amerlynck (2004) argue the opposite for the case of Belgian Post. Other
possibilities include mail in the low-cost delivery areas being contestable but
that in the high cost areas being non-contestable, The latter would leave the
incumbent PO with the high cost mail! and make financial viability more
difficult to achieve. The model and simulations developed in this paper
attempt to address the issues of contestability in a more general manner that
enables the views of Cohen et al. and d’Alcantara and Amerlynck to be
addressed and their impact on the graveyard spiral evaluated.

An overarching issue is that once entry is allowed, traditional ways of
viewing the problem no longer apply. In simplistic terms, this might be
thought of as going from “monopoly” thinking to “competitive” thinking.
This means that traditional approaches to problems have 1o be re-cvaluated.
As noted by Cohen et al. (2004), some routes are profitable while some arc
unprofitable at the uniform prices charged by the PO. It seems reasonable to
believe that the profitable roulcs will be lost to entrants leaving the PO with
the unprofitable routes. However, this notion is an oversimplification. As
argued in Crew and Kleindorfer (2001), competitors are going {o compete
directly for customers and only indirectly for routes, In particular, the USO
will require that the PO continue to deliver some mail to all routes, whether
or not they are profitable. What this means is that traditional concepts of
route profitability might not be very helpful in analyzing overall financial
viability of the PO in the face of entry. Unless profits are rather uniform for
routes, it is very difficult to conclude what route profitability implies for the
likelihood of a graveyard spiral, as route profitability curves arc only
meaningful ceteris paribus.

The matter of route profitability is illustrated in Figure 1. The curve
shows gross profits (excluding non-route-specific fixed costs) from routes
ranked in order beginning on the left with least profitable with the break
even point shown at A. The original route profit curve is shown by curve
ABC. As a result of entry, some revenues are lost to entrants and the PO
raises the uniform price to achieve breakeven operations. Many cases are
possible, and we show only one of these in Figure 1, with a new route-profit
curve A'B’C’. In the instance illustrated in Figure 1, the PQO’s initial gross
contribution to cover its non-route-specific fixed costs F, including those
associated with the USQ, are F = G — L, where G = BCD are the gross
profits from profitable routes (those to the right of route ry) and L = ABO are
the losses from unprofitable routes (those to the left of rp). After entry and
the price increase, gross profits from profitable routes are G* = B’C’D and
losses from unprofitable routes (those to the left of ), L' = A’B’0. If the
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PO, as illustrated in Figure I, fails to achieve financial viability with the
initial price increase (L.e., if F > G’ — L"), which is clearly the case in Figure
1, then the PO would have to raise its uniform price again, and if this
resulted in continuing losses, the PO would be on the way to a graveyard
spiral,

Flgure 1; Route Gross Profits Pre-Entry and PostEntry
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The consequences for routc profitabilily [rom cntry may be more
complicated than as represented in Figure 1 (which alteady entail problems
of forecasting demand responses and competitive reactions). Indeed, the
curve A’B’C’ need not even have the same ordering as the curve ABC;' the

" Although generally it scems reasonable to expect that the loss area, A’B’0 and the profit

arca, B’C'D will both be smaller than the corresponding pre-ontry loss and profit arcas, the
number of routes that arc profitable may be greater or less. (In Figure 1, there are



{. Competition, Universal Service und the Graveyard Spiral 7

magnitude of losses arising from entry for specific routes might be
considerably greater than for other routes; and issues of brand loyalty and
pricing may further complicate the matter. Thus, historic route profitability
is only one indicator of the ability of a PO to sustain the USO post-entry, and
it is likely not to be a very good indicator. Indeed, it seems highly likely that
route profitability will change dramatically in the face of entry,

It is not easy to provide a graph that represents clearly the situation in
which the PO retains all its routes but finds that its route profitability
changes with entry as a result of raising the uniform price.> What is likely to
happen is that the high cost routes actually lose less with the increase in the
uniform price but the formerly profitable routes either become less profitable
or even unprofitable. The shape of the profit curve would change but the
area representing profits to the right may still be still less than the losses to
the left. Raising the uniform price further may not climinate the losses and
may exacerbate the problem as more entry is gencrated. How to address
these issues is complicated. This is particularly true when it comes to
addressing dynamic effects, and graphical analysis is limited in its ability to
illustrate such effects.

Since competitors will compete for customers, not routes, they will
compete initially for large mailers. How profitable a customer will be will
depend on the percentage of the customer’s mail the entrant delivers. The
entrant has the option of delivering the mail himself or handing it to the PO,
Absent any special access pricing regime the entrant will hand all mail that
he does not deliver to the PO at either the single-piece rate or a presort rate
or quantity discounted rate. Depending on the pricing regime of the PO,
different ontcomes can oceur for the entrant and for the PO, All cases have
a different impact on a PO’s ability to fund its USO. In all cases, only letters
and not parcels are considered. Some possibilities include the following
where entrants deliver some of the mail themselves and use PO facilities for
the rest.

(a) PO Charges Single-Piece Rate Only

All mailers pay the single-piece rate and there are no discounts of any
kind. If a competitor uses PO facilities it can only access them at the single
piece rate. This has the effect of encouraging the competitor to deliver as

actually fewer routes incurring losses, and a greater number of routes making profits, post
entry.) Note also that the routes are ordered in terms of initial profitability so that the curve
through ABC is necessarily menolonic increasing. The same need not be the case for the
post-entry curve A’B’C” though we show it as monotonic for graphical clarity in Figure 1.
Although not modeled here, there is likely to be a loss of scale economies on profitable
routes.
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much as possible even when its cost arc higher than these of the PQO. 1t also
means that it has to be more selective of customers. A large customer with a
significant portion of mail for delivery by the PO may not be very attractive,
as the competitor has to absorb the entire costs of handing the mail over to
the PO and has no discounts to defray such costs. Under this arrangement
the entrant’s own delivery will be inefficiently large. Several effects are at
work in conflicting directions. Failure to compete may cause loss of
business but making entrants’ access to its network costly works in the other
direction.?

(b) PO Offers Presort and Possibly Quantity Discounts but
no Downstream Access Rates

The competitor has a reduced incentive to develop excessive delivery
facilities but may find more customers attractive relative to (a) in that he
now has a discount to help defray the costs of handing mail to the PO.

(¢) PO Offers Discounts in (b) plus Downstream Access
Rates

In principle, this option seems to offer the greatest promise of economic
efficiency. It has the potential to retain scale and scope economics in that it
will result in the most efficient supplicr delivering the mail if prices are set
efficiently. Additionally, it gives the PO the greatest opportunity to compete
successfully and to explore whether, indeed, it is financially able to provide
a USO under entry. Here downstream access rate are assumed to be set at
least approximating efficient prices, along the lines, for example, of delivery
access pricing (DAP) developed by Crew and Kleindorfer (2002) In
principle, this arrangement provides the potential for access rates to be set
efficiently, Of course, if access rate are set too low there will be an
economically inefficiently large amount of access provided by the PO and
vice versa if they are set too high.

While (¢) has the greatest potential for economic cfficiency and financial
viability it does not necessarily guarantee financial viability any more than

* We do not consider this case further in the rest of the paper. At least for

telecommunications in the U.S,, it is of potential interest, ‘The Regional Bell Operating
Companies {RBQCs), the owners of the local networks, have resisted offering access to
their networks to competitors at the rates set by regulators and have recenily won a
significant wviclory in the case United State Telephone Association vs. Federal
Communications Commission , decided by 1.5, Circuit Court of Appeals of the District of
Columbia, March 2, 2004, The approach puts considerable pressdre on competitors to
build their own facilities, the so-called “facility-based entry™.
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(a) and (b} do. In terms of achieving financial viability, {a) has some
benefits at deterring entry and promoting PO profitability. However, the PO
does not provide entrants with opportunities to build up traffic on a route to a
level where it could deliver directly, so there is a potential loss in welfare
resulting from decreased scope of product offerings. It is not possible «
priori to provide an answer to the question of which of the above alternatives
best promotes the dual objective of maximizing total welfare subject to
maintaining a viable USQO. Indeed, our simulation results show that there is
no gencral answer to this question; the outcome depends on the parameters
of the context in question,

The model in the Appendix and the simulations in Section 3 will attempt
to address these kinds of issues. Some important issues can only be
addressed indirectly. In particular, dynamic issues are address when
examining conditions that result in a graveyard spiral. Another issue is the
current situation of declining demand facing postal service. This may mean
that entry has fewer benefits than might be expected. It is salutary to note
that even in telecommunications, where demand and technologic change
were growing strongly, a serious meltdown has nonetheless occurred®, In the
postal scclor there are fewer potential gains given declining demand and
minimal technological change. As we will see in the next section, this
implies increased risk from entry for the viability of the incumbent. Such
issues will be addressed again in the concluding discussion of Section 4.

3 DISCUSSION OF THE RESULTS OF THE
SIMULATION MODEL

The purpose of the simulations, whose results are reported and discussed
here, is to throw light on the effects of entry generally and to explore the
issue of the graveyard spiral in particular, The analysis makes it possible to
examing not only the directions that entry policy might take but makes it
possible to compare the approaches to entry being considered by varicus
countries. TPG, for example, is opposed te mandating access, while
Postcomm, the UK regulator and Royal Mail are putting in place
comprehensive mandatory access offerings. In the US highly developed
upstream access arrangements have been available for many years and
downstream access policies are being introduced.

The technical details of the analysis are explained in the Appendix. The
idea is to produce a model incorporating incumbent’s and entrants” demand

* “Meltdown™ here refers to the bankruptey of MCIl WorldCom and the huge loss in asset

values across the telecom sector.
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and cost structures that is sufficiently simple to interpret but at the same time
captures the essential aspects of the problem. For example, the modet
should allow for cases where the PO provides downstream acocss to its
network and instances when it does not. Inevitably, given the complexity of
the problem, such an approach can never be completely successful.

The model we propose to analyze these issues has an incumbent PO and
a competitive fringe.® There are two mail products, residential mail and
business mail where class of mail is identified by the originator. Residential
mail is assumed to be completely non-contestable in that the entrant does not
enter that market. For business mail, the demands for the PO’s mail and the
entrants demand are not only functions of each other’s prices but also
incorporate “loyalty”. The term should not be interpreted literally. The idea
of “brand loyalty” or “switching costs” captures the effect of a consumer’s
cost of switching to another supplier, and incorporates both elements of
familiarity and knowledge of purchasing arrangements as well as
relationship-specific investments by customers in working with a particular
supplier. In the literature on the graveyard spiral, the cffects of loyalty were
incorporated by d’Alcantara and Amerlynck (2004); their notion of loyalty is
essentially what is used here. Namely loyalty (to the incumbent) is
represented as the level of price discount that must be offered by entrants to
compete on an even footing with the incumbent. Such loyalty effects will, of
course, depend on the customer segment, and on the delivery zone of mail
arising from this segment, and is taken account of the model. The technical
representation of loyalty in the demand equations has the same effect as
quatity of the incumbent’s service being better perceived relative to
entrants. In practice, brand loyalty to the incumbent is therefore related to
the notion of contestability of a particular product. For example, the
ubiquity and the brand name of a PO may mean that it can charge a
somewhat higher price than an entrant without suffering significant demand
erosion, and the loyalty variable is intended to capture such effects. Over
time such advantages may diminish, especially for business cuslomers, and
loyalty parameters could be adjusied accordingly.

The cost structure of entrants and the incumbent are likely to be different.
The incumbent is expected to have higher costs because of the USO and
these are incorporated through higher fixed costs. [n addition, the incumbent
may have labor agreements that result in higher costs. Putting this together
it seems likely that the incumbent will have a cost advantage in the high cost
routes because of ubiquity and the entrant on the low cost routes becanse of
his ability to employ lower priced labor. We use a cubic cost structure to
represent the high likelihood that there will be significant departures from

> A compelitive fringe is a simpler aliernative to a Cournot or Bertrand approach. See De

Donder ¢t al (2001) for a discussion of alternative models of competition.
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average costs in both the low-cost and high-cost areas. While the same
cubic cost structure employed is employed for both the PO and for entrants,
it can be readily adjusted to take into account such differences in costs by
adjusting the parameters of the general cost function in the appropriate
manner. To allow for zonal cost differences, we assume 10 zones, with the
highest cost zone being 10 and the lowest 1. The details of the parameter
values and the cost structure can be found in the Appendix,

Pricing decisions are made within the framework of these demand and
cost structures. Three pricing approaches are used. Avoided Cost/ECPR
(ACE), Approximate Delivery-Zone Access Prices (DAP) with Limited
Information and Approximate Delivery-Zone Access Prices with Full
Information (DAPFI). The first two are recognized in the literature and in
the case of the first in practice, as ACE is actually employed by some POs in
some form. ACE is a close approximation to DAP as indicated by Crew and
Kleindorfer (2002). ACE is defined in the usual maunner and is somctimes
referred to as top down efficient component pricing, It is the single-piece
price less the value of the cost savings of the incumbent as a result of the
entrant performing upstream work (typically collection, barcoding and
presortation). One problem with ACE is that it assumes implicitly that the
top down price is close to economic cost. Given that the single piece
uniform price is too high in the low cost areas and too low in the high cost
areas, ACE is going to perpetuate these inefficiencies. Take the case of a
high cost area costing 50 cents a letter but the uniform price is 30 cents and
the presort discount 10 cents. To charge an access price of 30 minus 10 = 20
cents would exacerbate the funding problem. The correct (DAP) price
would be 40 cents but the entrant would not pay this, as the single picce
price is 30 cents. So DAP takes the cost of delivery in the area concerned
and deducts any presort discount as long as the resulting access price is 30
cents or less. Otherwise the access price is the single piece price of 30 cents.
It is based, in effect, on the value of the work still required when the letter
enters the mail stream. DAPFI is an extension of DAP in the sense that it
assumes perfect knowledge of the costs of the competitive fringe. Thus, it
takes entrants’ costs into account and adjusts access prices accordingly.
DAPFI enables the PO to compete more effectively and therefore provide
more funding for the USO. As perfect information about entrants” costs is
not available DAPFI cannot be cmployed in practice. However, it does
indicate that there may be some potential benefit to an incumbent in making
an estimate ol entrants’ cost justifying some departure from simple DAP.

The base casc employs the values of the cost function provided in the
Appendix. The assumptions are intended to be rather conservative. The PO
is assumed to set prices to break even. The entrant has a significant
advantage in the lowest cost area, namely Zone 1, relative to the incumbent.
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As the zones get higher cost the advantage to the PO increases. So in Zone
10 the entrant has a cost of 83.2 cents and the incumbent has a cost of 64.3
cents, whercas in Zone | the situation is reversed at 7.6 cents and 11.2 cents
respectively. The parameter values are set so as to imply moderate loyalty to
the incumbent in the low cost zones, growing to significant loyalty to the
incumbent in high-cost areas,

Consider Table 1, where four variations of the base case are examined.
Case 1: Pure Monopoly is a case that rarely exists anymore, It is the case
where entrants have nothing to do with mail. The PO has the entire
vertically integrated value chain. The entrants produce nothing at all, This
is modeled in our simulations by making loyalty to the incumbent absolute.
Case 2: Upstream Access is where the entrant is permitted to enter mail
upstream as in the case of collection and presort. This case corresponds to
the current situation in many countries, and we rcfer to this “partial
liberalization™ case as our Base Case (using ACE as the access pricing
method). Case 3: Downstream Entry allows the entrant not only to feed mail
into the PO stream at any stage but also to bypass it completely. Case 3 (full
liberalization) will attract most attention in the discussion of oufcomes since
it represents the most liberalized view of entry policy and is at the heart of
the current debate on entry and the USQO. Finally, in Case 3GS, we show
the level of fixed costs F for the incumbent that give rise to a graveyard
spiral for our base case under full liberalization, [n what follows, we will
not compute all graveyard spirals to their conclusion, but will truncate the
process whenever the required price for breakeven either does not exist or is
in excess of 100¢,

Table 1 shows the single-piece price, fixed costs for 1, the ratio of these
fixed costs to total costs (or total revenue since breakeven operations are
maintained), ['s market share {measured as the ratio of I’s revenue to total
revenue of both I and E), and total welfare for the three cases (with welfare
measured in the standard fashion as the sum of consumer surplus plus total
profits). It is interesting to note that welfare actually decreases under full
liberalization relative to the Base Case (upstream entry and worksharing
only). This reflects the fact that the incumbent PO has to increase
substantially under full liberalization because of loss of revenues from the
low-cost zones. This substantial increase in price is not made up by the
decreased cost of delivery occasioned by entry, with the result that welfare is
slightly decreased.
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Table 1: Outcomes of the Model for Three Entry Scenarios and
Graveyard Spiral

Case | Case 2 Case 3 Case 3
(ACE) {ACE) (ACE/GS)
Single-Piece Price 47.6¢ 49.6¢ 64.1c >100c¢
Incumbcent’s Fixed Costs (F) | 30,000 30,000 30,000 41,700
F/{fncumbent’s Revenue) 0.246 0.368 0.412 NA
Incumbent’s Market Share 100% 66.7% 59.3% 0%
Taotal Welfare 609,169 | 699,113 698,619 | NA

Case | might be considered the case that some really old timers still
dream about. Herc there is effectively absolute loyalty to the incumbent in
that the PO literally handles all the mail from each end of the value chain,
collection, processing, transportation and delivery. Interestingly, upstream
entry in Case 2 results in a lower single picce price and higher welfare.
Complete freedom of entry in Cage 3 results in a much higher single-piece
price. If fixed costs increase significantly (from 30,000 to 41,700), a
graveyard spiral results.

Comparing access pricing methodologies, these have two effects. One is
to increase welfare in going from ACE to DAP to DAPFI. The other is to
increase the viability (or survivability) of the incumbent, Tables 2 and 3
present compare the outcomes of the three access pricing methods for the
Base Case (upstream entry only) and for Full Liberalization (end-to-end
service by entrants is possible as well as upstream entry and use of I’s
delivery services). As expected based upon Crew and Kleindorfer (2002)
DAP offers only a small gain over ACE, but DAPFI offers a significant gain.
Again this is not very surprising. The benefits of competitive intelligence
are usually considered to be significant.

Let us now investigate the graphically the various factors that might
influence the occurrence of a graveyard spiral, Comparing Tables 2 and 3,
Jjust for the level of fixed cost at which a graveyard spiral is induced, we sce
that the PO has considerable leeway when only upstream entry is allowed
(Table 2) versus full liberalization.® The contrasting levels of fixed cost
necessary to induce a graveyard spiral under these two regimes are,
respectively, 70,800 and 41,700. Given this relative robustness of the PO
under the Base Case, we will be primarily focused on the results of Full
Liberalization. We will also consider only the DAP method of access
pricing, as it is clearly feasible and slightly more efficient than the ACE
approach.

% Note that DAP and DAPFI give identical results in this case sinee no benefit arises to the
Incumbent from knowledge of the entrants’ delivery cost, since entrants do not deliver in

the Base Case,
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Table 2: Outcomes of the Model for Three Access Pricing Methods’
(Base Case)

Case 2 Case 2 Case 3

{ACE) (DAP) (DAPFI)
Single-Piece Price 49.6¢ 49.2¢ 49.2¢
Incumbent’s Fixed Costs {F) 30,000 30,000 30,000
F/{Incumbent’s Revenue) 0.368 0.367 (.367
Incumbent’s Market Share 06.7% 66,9% 66.9%
Total Welfare 699,113 699,294 699,294
Fixed Cost (F) at which Graveyard 70,800 70,800 TO,800
Spiral is Induced

Table 3: Qutcomes of the Model for Three Access Pricing Methods

(Full Liberalization}

Case 3 Case 3 Case 3

(ACE) {DAP) {DAPF])
Single-Piece Price 64.1c 63.8c 61.8c
Incumbent’s Fixed Costs (F) 34,000 30,000 30,000
F/{Incumbent’s Revenue) 412 0411 0.409
Incumbent’s Market Share 59.3% 59.5% 50 8%
Total Welfare 698,619 699,039 701,574
Fixed Cost (F) at which Graveyard 41,700 41,700 43,900

Spiral is Induced

Several factors could affect the existence of a graveyard spiral, and we
illustrate the effects of several of these for our Base Case data. In each of
the Figures 2-5 below, we graph on the X-axis a particular variable of
interest, and show its effects on two sets of outcomes. On the left Y-axis, we
show the effects of the variable on the Incumbent’s and entrants” prices. In
the case of the incumbent, this is just the single-piece price. In the case of
the entrants, as their price varies from zone to zone, we compute a quantity-
weighted average price. On the right Y-axis we show the effects of the
variable on I's market share. In each instance, a graveyard spiral is shown as
a price in excess of 100. When a graveyard spiral occurs, I ceases to be
viable and its market share becomes zero. Although the chaos that would

7

While our Base Case results show no increase in the sustainable level of fixed costs F at

which the Graveyard Spiral is induced between ACE and DAP pricing, in gencral DAP
will provide additional protection, especially under Full Liberalization. Indeed, as the
formulae in the Appendix make clear, DAP access prices in any zone & will be higher than
ACE prices precisely when Cy, + Cipfk) > Py, i.c., whenever end-to-cnd vnit costs for 1
exceed the single-piece rate. For very high fixed costs F, the single-piece rate needs to be
very high so that Cpy + Cipfk) < P will held for F (or Py} sufficiently high. Thus, as
graveyard spiral conditions approach, there is no difference between ACE and DAP under

Partial Liberalization.
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develop when the incumbent PO becomes non-viable would be significant,
we continue to show the entrants’ weighted price, though entrants may serve
high-cost zones only at very high prices when a graveyard spiral occurs.
This price is cost driven and not demand driven, of course, as we assume
that the entrants form a competitive fringe. However, entrants’ price is
somewhat affected by the increasing price of the incumbent via access prices
that are driven, in part, by the single-piece price,

Figure 2 (see also Tables 1-3) shows that an increase in fixed cost of
about 20% will induce a graveyard spiral under DAP and full liberalization,
It is to be expected, of course, that the magnilude of fixed costs will be a
fundamental factor underlying whether or not a graveyard spiral will result
from entry. Other determinants include factors the level of demand, which is
facing absolutes declines in most developed countries.

Figure 2: The Effects of Fixed Cost (¥) on Price and Marketshare
{Full Liberalization)
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We show in Figure 3 the consequences of demand decline by
manipulating the multiplicative constant H(B, k) in the demand equation for
the business segment, which accounts for about 80% of the incumbent’s
revenues (se¢ the Appendix for details on the siructure of detand). Figure 3
shows that about a 25% decline in business sector demand is cnough to send
the PO into a graveyard spiral under our Base Case conditions.
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Figure 3: The Effects of Level of Business Segment’s Demand
on Price and Marketshare (Full Liberalization)
Results obtained by varying X, where H(B, k) = X5 - kY, (Y5 = 2000)
.
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Other factors that could clearly impact on the existence of a graveyard
spiral include underlying cost differences between the incumbent and
entrants, as well as the contestability of customer mail destined for various
zones (especially the low-cost, profitable zones). On the former issue, we
show in Figure 4 the effects of entrants’ upstream cost on prices and market
share. As expected, competing against higher cost cntrants leads to a
greater incumbent market share and a lower single-piece price (although
the effect is not dramatic).

Figure 4: The Effects of Entrants’ Upstream Cost (Cg) on Price and
Market share (Full Liberalization)
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An interesting factor underlying demand is brand loyalty, which may be
thought of as a central driver of contestability, If the market is more
contestable, then a graveyard spiral could be induced more readily, To
illustrate this, we show in Table 4 below the consequences of eroding loyalty
for prices and market shares, again for the full liberalization case under DAP
access pricing. Recall that the Base Case assumes a slight loyalty advantage
for the incumbent, with a loyally premium of about 10% in the low-cost
zone 1, growing to 40% in zone 10. To see the effects of brand loyalty, we
show what would happen if the incumbent’s brand loyalty were significantly
reduced, namely to the case where entrants now enjoy a 10% loyalty
premiurn in the low-cost areas eroding to a 10% loyalty premium for the
incumbent in the high cost zone. Clearly, brand loyalty is a major
determinant of contestability and survivability of the PO,

Tabie 4: The Effects of Incumbent Brand Loyalty (L(k)) on Price and
Marketshare
(Full Liberalization)

Base Case (Maore Loyal to Incumbent)

Zone k ) 2 3 4 5 6 7 8 9 10
Lik) 111 .14 | 116 i.19 1.22 1.25 1.28 1.32 1.35 1.35
P 63.8 63.8 | 38 63.8 63.8 63.8 6.8 63.8 638 63.8

Prik) 24.6 342 [ 403 44.8 49.3 334 63.0 79.5 92.1 103.3

Alternative Case (Less Loyal to Incumbent)

Zone k 1 2 3 4 5 6 7 8 9 {1
Lk} .91 093 | 094 0.96 0.98 1.00 1.02 1.04 1.06 [.09
P 72.8 728 | 728 72.8 72.8 72.8 2.8 7248 728 72.8

Pe(k) 24.6 342 | 403 44.8 49.3 55.4 65.0 79.5 | 1008 | 1068

Perhaps the most critical clement of this analysis is the complex
interdependency of all of the factors underlying the sustainability of the PO
and the USO under entry® As noted above, these factors include
comparative cost advantages, demand characteristics, including brand
loyalty, the level of fixed costs, as determined in great degree by the
definition of the USQ, the pricing flexibility of the PO to respond in a timely
fashion to entry before losses accumulate, the structure of revenue and cost
determinants across routes and customer segments, and the type of access
policy (both in terms of access pricing and the terms of access). Any of
these factors, singly or in combination, and statically or dynamically, could
provide the essential vulnerability of a PO to entry. To illustrate one set of

¥ We illustrate here only one of the interdependencies, bul obviously a number of others

could be examined. For example, if incumbent’s price elasticily of demand is decreased or
if brand loyalty to the incumbent is increased, then a higher level of fixed costs can be
supported without giving risc to  graveyard spiral,
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interdependencies, we show in Figure 5 below the interaction between
sustainable fixed cost {or the incumbent and entrants” markup, [ntuitively,
the larger the entrants” markup (reflecting larger fixed costs for entrants), the
less vulnerable the incumbent is to cream skimming from the profitable low-
cost arcas.

Figure 5: The Effect of Entrants® Required Markup (Mg) on the Value
of Incumbent Fixed Cost (F) that can be supported under Full
Liberalization (Access Pricing = DAP)
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Considering Figure 5, two things are interesting to note. First is how
little difference significant changes in entrants’ fixed costs (and
corresponding markups) makes to the level of sustainable incumbent fixed
costs under full liberalization. This is because the largest damage to [’s
revenues 15 done in the lowest cost zones, and this remains the case even
under significant markups. Second, under the Base Case, where end-to-end
delivery is prohibited to entrants, there is actually a decline in sustainable
fixed costs for I as E’s required markup increases. This is because less
cfficient upsircamn operations by E causes [ to have to bear a larger portion of
the upstream cost and, in addition, there is an overall demand erosion
because both I and E, as a result, charge higher prices. Here we see the
interaction of cntry policy, sustainable fixed cost and entrants’ markup
policy that indicates one of the several complex interdependencies in this
arena.
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4, CONCLUDING DISCUSSION

From the results of these simulations, it is clcar that a graveyard spiral
can be relatively easily induced by a number of factors. The most obvious
direct effect would be through an increase in fixed costs. One implication of
this is that a graveyard spiral might be aveided if the USO is weakened and
fixed costs decreased. Variables driving contestability of demand, especially
on currently high-profit routes, are also clearly important. These include
brand loyalty to the incumbent (whether driven by perceived quality
differences or the ubiquity of the incumbent’s service outlets). Thus, as
entrants build up their business and brand loyalty, the incumbent PO will
face a more difficult problem maintaining the USO and financial viability.
With declining demand and eroding brand loyalty, it may take a few years
for the graveyard spiral to develop, but once the spiral is entered, it will be
difficult if not impossible to reverse the process.

Alternatively, the pressure from entrants may induce the PO to
rencgotiate more economical labor contracts, become mare efficient, and
offer more attractive products thereby not losing significant loyalty and
perhaps even stimulating new sources of demand with product innovations,
However, this does not seem very likely with a public enterprise structure
that cannot go bankrupt. This may imply continuing losses. The effects of
stagnant or declining volumes, together with increasing price elasticity,
clearly make the likelihood of a graveyard spiral greater and further
complicate the matter of achieving a smooth downsizing of the incumbent’s
operations. Of all the access and entry policies examined here, the safest
from the point of view of most government-owned PQOs is partial
liberatization (with final dchivery retained by the PO), which roughly
corresponds to the statns quo. POs would retain a statutory monopoly in
delivery with entrants performing more and more upstream operations. As
we have argued elsewhere, this should be coupled with DAP access pricing
to ameliorate subsidization of access to high-cost areas.

Current trends, in the EU particularly, are not going in this direction, but
rather towards greater liberalization. Given the actual or anticipated
downturn in mail volumes, the results of this paper would suggest that there
will be a growing tension to relax the USQ or to provide subsidies to support
it. The nature of the changes required in the USQ is unlikely to be in the
form of a trivial adjustment. Indeed, even conceivable changes such as the
frequency, uniformily and reliability of delivery, will almost certainly not be
enough, absent significant changes in management and labor practices.
These concerns about financial viability and the USQ are serious, and
especially so if their effects arise in a crisis mode and after irreversible
choices have been made. If there were the prospect of great benelits in the
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form of efficiency, innovation and customer satisfaction from liberalization,
then perhaps it would be worthwhile to take on the risks arising from the
concerns raised here. However, it has yet to be demonstrated that the gains
from liberalization in the letter mail area are likely to be significant, Indeed,
quite the reverse; letter mail volumes are stagnating or declining the world
over, bypassed or substituted by electronic means, and it seems hardly likely
that liberalization will bring the sort of innovation that will reverse this. In
contrast to the academic world, where small stakes give rise to vitriolic
arguments, there may be a case for accepting something close to the current
system for letter mail, warts and all, rather than in engaging in chaotic,
costly and unnecessary radical surgery.

A, TECHNICAL APPENDIX: MODELING THE
GRAVEYARD SPIRAL

General Framework for the Model

There is an incumbent PO (referred to as I) and a set of entrants (referred
to as E}), both offering postal and delivery services. There are two customer
segments, a residential (R) and business (B) segment. 1 offers two products,
end-to-end service, priced uniformly for all delivery zones (k =/, ..., K), and
an access service for each zone. The access service is offered by I to E for
each zone at a price Pyk), priced separately for each zone £,  We assume
that there are no differences in upstream collection and processing costs
across zones £, but there may be significant differences in delivery costs to
different zones.

E only serves the business segment B, leaving R to be served by I, Under
full liberalization, E is allowed to provide end-to-end service. Under partial
liberalization, E may collect and consolidate upstream mail, receiving a
discount from 1 for so doing, but E must then hand over all mail to I for final
delivery.

E is assumed throughout to be a competitive fringe so that pricing across
all entrants is equal to the average cost of the service provided, i.e.
competition is assumed to drive prices down to the zero profit level. We
assume that entrants’ fixed costs are recovered through a constant markup
over marginal costs. 1 is assumed to maximize welfare subject to a
breakeven constraint. Since significant fixed USO costs will require that the
breakeven price is above marginal cost, welfare increases as price decreases,
and we will therefore only be looking for the breakeven pricing point, and
computing the welfare at this level.
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A graveyard spiral will be said to take place when the profit-maximizing
price for I (subject to whatever restrictions on entry and access pricing are
assumed) is still not sufficient to allow breakeven operations. We will not
study the dynamics of the spiral itself here, but only the conditions when the
USQ is unsustainable.

Cost Specifications

Cry + Cppfk} = unit cost for incumbent PO of servicing mail and delivering
it lo delivery zone k = 1, ..., K, where Cy, = cost of upstream
collection and sortation by I and Ciu(k) = unit cost of
downstream delivery by L :

C. + Cipfk) = unit cost for incumbent PO to scrvice mail destined for
delivery zone & = /, ..., K, thal has been pre-sorted by an
entrant and remailed through the PO, We call C, the
acceptance cost (per unit) and it reflects the cost of putting
mail collected and presoried by cntrants into I"s mail stream
for delivery. It is assumed that there are some benefits from
collection and presortation in that C, < Cy,.

F = fixed cost (per period) of the incumbent to maintain the
uso

Cgiy + Cgptk) = unit cost for entrants of servicing mail and delivering it to
delivery zone &£ = /, ..., K, where Cry = cost of upstream
collection by E and sorting and Cgpfk) = unit cost of
downstream delivery by E

Mg = markup above marginal cost, charged by entrants on all
products (Mg > 0),

We assume that unit delivery costs for T and E followed a general structural
form given by the following cubic equation;

Co(k) =afk— b))’ +ek+di, ie {LE; k=1,2,..,K

where the parameters a;, b, ¢, d; may be varied to achicve various zonal cost
structures. The Base-Case values used in the runs reported here are given in
the Table below.

Flow of decisions:

Let P; = unit price (assumed uniform) for USO-service anywhere. Then
the basic timing and sequence of decisions, both in reality and in this model,
is as follows,
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The “regulator” determines the extent of entry (full or partial
liberalization) and the method (we consider 3) of pricing access.

Incumbent sets uniform price P; for end-to-end single-piece service.

Based on P, access prices PyP; k) for zones k = 1, ..., K are
determined according to I of 3 methods given below.

If partial iiberalization only is allowed, then Entrants hand over mail
collected upstream and pay an “access fee” to have [ deliver this mail.

Under full liberalization, Entrants determine for each zone k, which is
the cheaper of Pyf%k) and Cuprk). They then choosc to hand over all
mail (serviced by E} destined for zone k to 1 for delivery if Py(k) is
the cheaper way of doing this and they deliver themselves if Cgpfk) is
the cheaper way.

Entrants priccs are assumed to be set, for all zones, as Pgk) = (1 +
MglCostk), where Cost(k) = full unit cost for the delivery method
chosen and My > @ is the entrants’ markup to recover their fixed cost.
See (A3) below for the exact pricing expression used for Pgfk}.

Profits are computed. If Py is too low for breakeven operations, it is
increased. [f too high, it is decreased, until ultimately I's profits are
zero. If no such breakeven Py exists (in the sensc that even for the
profit-maximizing price P,, negative profits result), then therc is no
breakeven price and a graveyard spiral would result from attempting
to reduce losses through increased prices. Note that binary search can
quickly identify the Ramsey-optimal breakeven price P; by searching
between the profit maximizing price Py, as the upper bound on price
and the price P;m;,, = MIN{C;@ CEU} + MIN{C}D(k), ng(k) k=1, ..,
K}, ag any breakeven price Py must always exceed Pry,.

Finally, welfare is computed for any feasible case (any case in which
there is a breakeven price )
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Base Case Values for Cost Parameters

Upstream Cost for 1 (Cyy) 10

Upstream Cost for E (Cgy) 10

Adaptation Cost (C,) 2

USO Fixed Cost (F) 30,000

Zone k Ciolk) Crp(k)
k=1 11.2 7.6
k=2 13.9 14,4
k=3 16.0 18.8
k=4 18.1 220
k=5 20.8 25.2
=6 24.7 29.6

k=7 30.4 36.4
k=8 38.5 46.8
k=9 49.6 62.0
k=10 64.3 83.2

Access Price Rules

Three access-pricing rules will be used, as described in Section 3. The
first is the well-known avoided cost or Efficient Component Pricing (ECPR)
Rule. The second and third derive from Crew and Kleindorfer (2002, 2004)
and our analysis of Delivery-Zone Access Pricing (the DAP Rule).

(1} Avoided Cost/ECPR Rule: Access prices are determined (for all & =
i, .., K)by:

Pak) = Pr—Cpy+ C,

This amounts to finding the lowest uniform single-piece letter rate P, for
which breakeven operations are possible, with access prices determined by
the avoided cost rule.

(2) Approximate Delivery-Zone Access Prices (DAP)} with Limited
Information: Access prices arce sct according to the rule {for all £ = /,

s K

Py(k)=Min[Py, Max[P; —Cpyy + C. Co + Cpp ()],

This access-pricing rule follows the logic of charging ECPR rates unless
these are less than adaptation and delivery costs, in which case the latter will
determine access rates. Of course, access cannot be greater than 1’s end-to-
end rates.



24 Chapter !

{3} Approximate Delivery-Zone Access Prices with Full Information:
Access prices are set according to the following (forall £ = /, ..., K):

Py(k)=Minl Py, Maxd Py — Cypy + Cy, Cp + Crpli))|[7- 1k )]

+ Mir[ Py, Cep(k)~t, Max{Py — Cyy +C,, Cy + Cp( k) (k)

where Atk) = 0 if Cepth)-C-Cipfk) < @ and [ otherwise, and where the
tolerance t > 0 is suitably small (in clfect, a tic-brcaker). The essence of this
summary rule is to separate two cascs, one in which the incumbent is more
efficient than entrants (the case where A(Cpg, — Cy — Con) = 1) and the case
where the entrants are more efficient than the incumbent (the case where
A Crpg — Cy — Cow) = 0). In the former case, this rule assures thatl access
prices will be set so that the more efficient incumbent does final delivery, In
the latter case, the rule assures that the access price for zone k is set to
provide incentives for the more efficient entrants to deliver mail in zone k
(unless the ceiling price of the incumbent’s end-to-end service becomes
active and entrants then use the PO’s services).

Demand Specification

For demand, I gets all residential (R) demand. There is competition for
the business (B} demand betwecn I and E.

We assume two products, a product offered by I and an imperfect
substitute offered by entrants (E). We use the following model
specifications to describe outcomes for market shares and total sales for each
product.

Residential Customers (R)

Residential customers use only the incumbent’s end-to-end services, We
assume underlying preferences for residential customers sending mail to
zong k are quasi-linear of the form UfD, m, R, k) = V(D R, k) + m, with the
willingness-to-pay ¥¢D, R, k) given by:

VID;Rk}=

Dr(Fy.R k) € _ Ap (A1)
BRH(RA) 18 (6~ DB RIS ) H(R RS E
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where ¢ > [ is a parameter influencing elasticity (computed explicitly
below). The standard demand problem of maximizing ¥(D, R, &} — P;D then
gives rise to the demand from residential customers for services in zone k =
/.., Kas:

Di(P;,Rk)=H(Rk)Ap +BpP )" (A2)

where Ap and By are positive parameters, and H(R, kj > 0 is a further set of
parameters determining the demand level in zone k. We assume the
following:

Base Case Values for R-Demand Parameters

Ay 100

By 5

E 1.2

Demand Level H(R, k) 42,000 — 2,000%Kk

Business Customers (B)

We use the demand model developed in Crew and Kieindorfer (1998) for
this case. Business customers use the services of both 1 and E, which we
assume are imperfect substitutes. We assume that entrants can offer different
prices for delivery zones and that competition drives these prices down to
the zero profit level, so that for cach & = £, 2, .., K entrants’ prices are
determined as:

Pr(k)=(1+ Mg )|Cry +Minf Cgp(k ), Py(k)]] (A3)

Recall that M, is the entrants’ markup to recover fixed costs, We assume
underlying preferences for business customers sending mail to zone k are
quasi-linear of the form UfD, m; B, k) = V(D; B, k) + m, with the WTP
function ¥¢D; B, k) given by:

V(D; Dp:B.k)=

Dy( Py Pe(k) k) | (Ad)
L(k)

H(B,k)iog{D,r(P,r.Pg(k)-k)a +

where Dy and Dy are, respectively, the demands of business customers for
delivery services in zone k& = {, ..., K for the products of I and E, and where
H(B, k) > 0 and « £ (0, 1) are parameters, and where
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Lk} = loyalty coefficient, a positive number representing the advantage
enjoyed by 1 relative to E. The effect of L) is discussed further
below on the basis of the demand curves resulting from (A4),

The demands Dy P, Pu(f), B, k} and Dg(Py, Perk), B, k) are derived from the
standard demand problem of maximizing [V¥D,, Dg; B, k) — PrDr— Pefk)Dy]
with respect to Dy and Dy and are given by:

oH(B,k)
Py P

Dy(Pr.Pp(k)Bk)=
(2
Lik) \L(k}Pp(k)

][a/(l-—a)]

(AS)

aH(Bk) — 1L
Lk )Pp(k)

[a i l—ea )]
P+ [ Fr _][ _______ £y ]
Lk ) A\ L{k)Pg(k)

(AG)

]!'1/(1"0)}

Dg(Pr.Pg(k)B.k)=

with Pefk} given by (A1), The rcader may verify from (A5)-(A6) that if
Peh) = Py/L(E), then D, = Dy in zone k, Thus, the loyally cocfficient
represents the price discount (if Z¢k} > I) that must be offered by entrants to
offset brand loyalty of customers to the incumbent (or the premium the
entrant can charge if Lfk) < 7). Loyalty is therefore zone-dependent (and
would more generally be expected to be dependent on customer segments as
defined by large and small customers, types of business mail involved and
other segmentation drivers). As can be seen from the table just below, we
will assume for our base case that the incumbent still enjoys considerable
brand loyalty, with the loyalty premium in the lowest cost arca being about
11% = (1/0.9) (zone & = 1), which grows to a very significant Toyalty
premium in the higher cost zones, with e.g., L(710) = 140.72} = 1.39 in the
highest cost zone k£ = /4.

Base Case Values for B-Demand Parameters

4 0.35
Lovalty Coefficients L{) /(s —4),8=082;¢=.02
Demand Level H(B, &) 42,000 — 2,000%% '
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Price Elasticities

The absolute valucs of own-price elasticities and cross-elasticities are
computed as for each zonc k=1, 2, ..., K as follows:

Bpby
AR +BRPI

ol
a ] L(k) \L(k)Pg(k)

l-o fa/1-a)}
(| o)
L(k) \L(k )Py (k)

ﬁEB(k):f"'( ¢ J i

e +[ {’_1____]( i _J[a/”'“”

[_ﬁ_I_ B )”"”“"”’
g_nifgm_( o J Lk) \ L(k)Pr(k)
oPr D \U-a fa/(1-a)]
S Pﬂ_[_ _PI_I L J
Lik) \ L(k)Py(k)

&Dg A e A
??EIB(k)=—E—L=[ ) !

8P, Dy \l-a e P [al(1-a)]
Lok N Lok )Pg(k)

From these cxpressions, we can sce that for our specific demand functions
the following two identities hold for sum of the (absclutc valucs of)
elasticities and cross-clasticities in zonc k:

niplk)=¢

??IB(k)=1+{

niep(k}=

o
nEp(k)+ W{B(k)=2+l—_;

o
nEp(k)+npp(k)= P
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Delivery Volumes for Entrants and the Incumbent

First note that 1 delivers all of the mail it collects upstream, which
includes R mail and all of its own customers’ B mail, i.e., | delivers all of
DyP, R, &) + DyP, B, kj. Concerning mail collected by entrants, denote by
Ouw(P, k} and Oup(P, k) the quantity of mail collected upsiream by entrants
and delivered by T and E respectively in zone k. In regimes in which
cntrants are prohibited from delivering mail, | delivers all mail, whether
collected by E or I upstream, so (k) = D in such regimes. We adopt the
convention that when regulation prohibits downstream access by E then
Ceptk) = e, so that T will always be used by entrants for downstream
delivery. With this convention, we may write:

Qre(P.k)=Dg( P, Pg(k).BE)1=WPy(k)=Cpp(k))]

and
Qpp(Pk)=Dg(Pr,Pp(k),B.k)[h(Py(k)-Cgp(k))]

where the price vector P = (P, Pi(1), ..., PefK)) and hfx) = 1 if x > G and 0
else. Note that the effect of the A function above is that E makes
downstream delivery in zone k whenever the aceess price is higher than the
entrants” downstream delivery cost,

Incumbent Profits

By canstruction, E’s profits are zero. 1’s profits are derived from the above
Demand and Cost specifications as the sum of zanal profits across zones & =
I, ..., K, minus USQ fixed costs F, L.e.:

,(P)=
K
[P - Cry = Ciptk)XDr (P R )+ Dy( P, Py(k),B.k))]
ke
(A7)

X
+ kz [(Pik)-C,—Cip(k))Qri(P.B.k)]-F
=i
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The Welfare Function

Since (in instances in which a feasible breakeven solution exists), the profits
of both E and [ will be zero, the standard welfare function WP} reduces to
net consumer surplis, which from (A1) and (A4) can be written here as:

K
W(P)=3 V(Di(Pr Pg(k),Bk) Dp(P; . Pp(k)Bk} B k)
k=i

X
+ 2. V(Di(Fr.Rk)R k)
k=1
(A8)

P/ (Dy( P Pg(k), Bk )+ Dy( Py, R K))

b
[Rngle

K
- X Pgp(k)Dg(FP;, Pg(k) B k)
k=]

In the above, as noted in the “Flow of Decisions”, Pefk} = Pg(P, k) is
determined from (A3) once #; and the access pricing methodology is
specified. Thus, our problem is complete. We need only specify: (1) The
access pricing methodology, and (2) The allowed form of entry {upstream
only, or complete liberalization). Therealter, the Ramsey-optimal price is
easily determined by iterating on F; to determine the breakeven price, if one
exists, subject to access pricing and entry policies. If no such price exists
(i.e., if for the access and entry policies concerned the profit-maximizing
price, Py, result in negative profits), then a graveyard spiral would be
triggered by the given scenario. The discussion in section 3 highlights the
many factors that can lead to a graveyard spiral.
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Chapter 2

Will Entrants into a Liberalized Delivery Market
Attract Investors’

Robert H. Cohen, Matthew Robinson, Renee Sheehy, John Waller,
and Spyros Xenakis

{75, Postal Rate Commission

1. INTRODUCTION

The purpose of this paper is to examine the question of whether entry
into a liberalized letter delivery market would be attractive to venture capital
investors. At the outset it should be recognized that such an enterprise
would be quite risky. Competition by a startup against an established
incumbent who enjoys significant scale economies could be quite difficult.
For example, CityMail, an enfrant against the incumbent Sweden Post, began
operations in 1991 and has twice gone into bankruptcy. It has had several
primary shareholders including most recently Norway Post and prior to that
Royal Mail. While CityMail is currently profitable, we can say with perfect
hindsight that it would not have attracted investors if its original business
plan had been analyzed correctly by them,'”

The views expressed in this paper are those of the authors and do not necessarily represent
the opinions of the Postal Rate Commission.

Publishers Express in the United States is another delivery startup. It had an all star lineup
of investors (including Time, Tne., Meredith Corp. American Express and R.R. Donnelly).
Publishers Express delivered mail excluded from the letter monopoly for a couple of years
before it folded in the mid-ninetics.

An investment in a business like CityMail might bec more attractive after bankruptey than
as a startup. This could happen if at time of bankruptey the business had built significant
scale or the starlup losses were wiped ofl the books.
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In this paper we develop a financial model of an entrant into the U.S,
letter mail delivery market in order to evaluate the economic feasibility of
the required investment. The cream-skimming meodel from our graveyard
gpiral paper (Cohen ¢t al. 2004) provides inputs to the financial model. We
conduct sensitivity analysis on the variables wsed in both models to
determine their relative importance, We then calculate the infernal rate of
return (IRR)® for specific values of the most important varizbles. This
provides insight into the likely success of an entrant in altracting adequale
startup capital, which is a precondition for successful entry.

2. THE SWEDISH EXPERIENCE

Sweden has the only liberalized letter mail market with an entrant that
has garnered significant portions of the market. It thus provides the only
source of information for a financial analysis of entry into a newly
liberalized market. CityMail reports that it was in the black for the first
quarter of this year and for the first time it is heading for a positive result for
a full calendar year (2004).*

Table 1: CityMail Volume and Shares
(1992-2003)

Share of Share of
Volume  Total Swedish Yolume  Total Swedish
Year (Millions) Mail Volume Year (Millions) Mail Volume
1992 18 1% 1998 152 4%
1993 19 1 1999 167 5
1994 29 | 2000 148 4
1995 36 1 2001 174 5
1996 54 2 2002 192 6
1997 116 3 2003 216 7

Average Annual Volume Growth
1992.2003 25.6%

Table 1 displays CityMail’s growth and market share.  Delivery
operations began in 1991 with 1992 being the [irst complete year of
operations. CityMail targeted bulk computer-generated mailings destined
for the city of Stockholm. In 1996 service expanded to the areas

IRR is a standard financial measure used (o evaluale investment opportunities. Sce
Section 3.2 for a definition of IRR and Section 5.3 for a discussion of minimum valucs
considered necessary Lo justily investments.

* Email from CityMail, May 12, 2004,
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surrounding Stockholm and to Sweden’s second and third largest cities,
Malme and Goteborg. In 2000, service began to the surrounding areas of
Malmo and Goteborg. A slight dip in volurme occurred in 200¢ as CityMail
scaled back operations while new financing was being obtained. The
Swedish postal regulator (PTS) has observed that “CityMail’s [recent]
increases in volume are from the Malmo and Goteborg areas, while the
Stockholm volume is rather stable.”

The growth patietn exhibited by CityMail is fairly typical of new
companies. It can be characterized by an initial peried of slow growth
followed by rapid expansion before loveling off as the entrant nears its
maximum market share. The annual incremental growth often approximates
a normal distribution and the cumulative growth an S-shaped curve.
Figure | plots both the cumulative and incremental volumes for CityMail
and it can be seen that the annual incremental curve has a normal shape and
the cumulative curve is S-shaped.

Figure 1: Bass Model S-Curve Fit to CityMail Volume
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A fit of a Bass business growth model to the initial growth cycle of
CityMail in the Stockholm area is included in Figure 1.* CityMail estimates
that the amount of bulk mail destined for the areas it currently scrves is
approximately 900 million pieces per year. After more than ten years of
operation CityMail has been able to capture 216 million pieces of mail.
Based on the Bass Model growth curve, volume for the market currently
served should stabilize around 287 miliion pieces, which is slightly less than

Email from Swedish postal regulator, May 14, 2004

® To model the growth of the enirani, we use the diffusion model proposed by Frank M.
Basg {1969). The Bass model describes the growth of new product sales as an S-shaped
curve defined by cocfficients for innovation, imitation, and total sales potential. See
Section 4.6 for a discussion of the application of the Basgs model,
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30 percent of all bulk mail in the areas served by CityMail.” A spokesman
from CityMail has observed that capturing “volume in this market is a very
slow process. . . . one can expect a lot of conservatism among the customers,
This is especially true about administrative mail (bank account statements,
invoices, etc.). It takes time to prove your quality.™

CityMail currently delivers every third day on a rotating basis over the
service area versus five days per week by Sweden Post.  CityMail uses
carriers that belong to the same union as the incumbent and they receive
comparable compensation, Separalc contract provisions reportedly allow
flexibility to improve efficiency.

Some lessons can be drawn from the CityMail experience. Growth has
extended over more than ten years and has reached approximately 24 percent
of the bulk mail in its market. An upper bound of its market share is
predicted to be about 30 percent. In addition, we can report that Sweden
Post has differentiated its bulk mail tariff along geographical lines with
lower prices in the cities served by CityMail. It maintains a uniform tariff
for First-Class mail. Prices for single-piece letters have approximately
doubled, whereas prices for bulk letters have remained roughly constant over
the last decade. Sweden Post has reduced its employment by more than 40
percent since it began preparing for competition in 1990.

3. THE MODELS

Figure 2 presents a diagram of the interrelation of the two models and
their parametric inputs. The cream-skimming model examines the 229,000
USPS delivery routes to determine the ones the entrant could serve
profitably. It provides the fixed and variable costs of these routes and the
revenue that the entrant would receive from them.” The financial model lays
out a year-by-year projection of route profits/losses over the time period that
it will take the entrant to reach its maximum level of profit.

The model includes a parameter (#5) for unprofitable routes because we
believe that an entrant would have to serve entire contiguous arcas and could
not serve only the profitable routes in an arca. This is the pattern we observe
with CityMail, which serves entire cities. Apparently, CityMail cannot
simply serve profitable routes and turn over mail for unprofitable routes to

Sec Section 4.6 for a more detailed description of estimating the ultimate size of
CityMail's market size using the Bass model.

¥ Email from CityMail, May 12, 2004,

In this paper we develop prices by upstream and downstream activities and by shape. We
asswnie that all costs of upstream activities (mail processing and trangportation) are
recovered by upstream prices. See Appendix.
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Sweden Post, a model some cbservers think is feasible for entrants. We
believe that several factors would prevent this as discussed in Scction 4.5,

Tt should be noted that the model inplicitly assumes that there are only
two players in the market: the incumbent and the entrant. If a second
entrant were to appear, then the model would overstate the IRR.

Figure 2: Inputs and Cutputs of Cream-Skimming and Financial Model

Parametric Inputs Parameiric Inputs
1. Podion of bulk mail that is 6. Volume growth based on Bass
contestable mode!
2. Delivery days per week 7. Reduction of fived costs ingirred
(level of service) in nitad years of operation
3. Labor compensation of entram %, Pre-delivery operation costs as a
relative to incumbent percentage ot initial delivery
4. Tintrant's price discount from year costs
mcumbent's 2. Marketing and other overhead
5. Unprotitable rovtes served as costs
percentage of profitable routes l
g
SE.re“"." Revenue, Fixed Cost, Financial
Lmming & Wariable Cost Madel
Model trom Skimmed Routes

v

Tlernal Rate of
Return {LRR)

3.1 Cream-Skimming Model

In our Graveyard Spiral paper {(Cohen et al. 2004} we presented a model
to caleulate the total volume that an entrant would expect to skim from the
incumbent under the assumptions implied by parametric inputs, The model
uses data from U.S. Postal Service delivery operations to identify the routes
on which an entrant will be able to price at a given discount from the
incumbent’s price and be profitable. The model assumes that on those routes
the entrant skims all of the contestable mail.' The model reduces the
incumbent’s contribution to overhead by the amount lost due to the skimmed
mail and calculates a new breakeven price for the incumbent, The remaining

" This is a “best possible case” assumption. It is highly favorable to the entrant. Just
because an enfrant can price ifs service below the incumbent does not mean that every
mailer who sends coniestable mail to the recipients on that route will switch.
Considerations including the importance of frequency of delivery, dealing with a single
vendor, loyalty to a vendor, the need for the cntrant to prove quality, and the practical
issue of physically transporting mail to the profitable routes from all over the nation make
this assumplion quite [avorable Lo the entrant.
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routes are examined at the new price to see which additional ones can be
skimmed. The iterative process continucs unti! equilibrium is achieved.

The entrant captures mail, not routes, from the incumbent. The
incumbent is assumed to continue to provide service on all routes and satisly
all universal service obligations. The cream-skimming model can be viewed
as an empirical model because it uses actual delivery route data to calculate
the maximum possible volume or profit that an entrant could achieve at
given values for the input parameters,

Significant improvements have been made in the revised version of the
cream-skimming model. Most important is a shape-based delivery charge
replacing the content-based charge.'" Sce Appendix for further discussion.™

3.2 Entrant Financial Model

As with many startup businesses, the entrant can expect to lose money in
the first few ycars of operation before reaching a period of sustained
profitability. The viability of the business depends upon the final profit
level, the magnitude and duration of unprofitable operations, and the risks
involved. To evaluate a business for investment, disciplined investors look
at the projected stream of cash flows and apply suitable discount rates to
calculate the net present value of the stream, and this accounts f[or the time
vaiue of money.

To analyze the viability of the entrant’s business model, we generate
estimated cash flows over the life of the firm. Our model calculates revenue
based on a constant percentage discount from the incumbent’s price.
Expenses include the fixed costs for each route served plus the variable costs
of delivery (which are determined by the volume captured each year).”
Expenses also include all capital equipment and space costs, which the
model agsumes are handled as leases.'” In addition, an amount is added cach
year for marketing and administrative expenses equal to a percentage of
annual revenue from the volume ultimately captured. The final year’s profit,
reflecting the ultimate state of the entrant, 1s valued as a perpetuity. The
analysis thus includes the value of expected profits over the life of the firm.

Our colleagues at La Poste (Joglle Toledano, Bernard Roy, Stephane Bernard and others)
pointed out ihe distortions caused by content-based (subclass) pricing differentials, as
opposed 10 cosi-based (aclivily and shape} pricing. We also note that CityMail has a
shape-based charge.

Further description of the models including a mathematical presentation and a comparison
to our previous paper can be found at www.pre.gov.

At current USPS velume levels about half of route costs arc fixed. Fixed cost as a
percentage of total cost is inversely related to volume,

We use the depreciation expenses of USPS to approximate the rents paid by the entrant for
the lease of equipment and facilities.
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Once the future stream of cash flows has been estimated, a metric must
be applied to allow comparative analysis among scenarios and with
competing investment opportunitics. One of the most common methods of
valuing a stream of cash flows is Net Present Value (NPV), where a discount
rate 18 used to find the present value of the future cash flows, The
appropriate discount rate is the return that investors will demand for their
investment in the project, known as the project’s cost of capital.

Estimating the cost of capital for the entrant presents many difficulties.
For a specific project, it is largely determined by prevailing conditions in the
capital markets {e.g., intercst rates and inflation) combined with the
perceived risk of the investment. As we have sgen, gaining market share
from an entrenched monopoly is difficult. In addition, the regulatory
environment of a newly liberalized delivery market is likely to be prone to
unforesceable changes. Finally, given the widespread belief that First-Class
mail volume per household in the U.S. has begun a permancnt deeling, the
limited upside potential for long-term growth would also place upward
pressure on the return demanded by investors.

Our model calculates the internal rate of return (IRR) of the entrant,
which is the discount rate that results in a net present value of zero for a
stream of future cash flows."* As such, it is the break-even discount rate, the
rate at which the present value of cash cutflows equals the present value of
cash inflows.' If the entrant’s cost of capital (discount rate) is less than the
IRR, then the NPV of the venture is positive. Conversely, if the cost of
capital exceeds the IRR then the NPV is negative, and the entrant’s business
model is not viable. The IRR allows the reader to judge whether the
entrant’s cost of capital will justify the investments necessary (o enter the
market. In the discussion of the results in Section 3.3 we will provide some
guidance as to a reasonable range for the entrant’s cost of capital.

4. PARAMETRIC VARIABLES

Nine variables are used as parametric inputs in the interrelated cream-
skimming and financial models. We select a base case value for each input
and an optimistic and pessimistic value for use in a sensitivity analysis.

15 Since the stream of cash flows in cvery scenario changes sign only once, a unique TRR can
be calculated. .

1% The IRR is known by other names such as the Marginal Gificiency of Capital, True Yield,
Interest Rate of Return, and Expected Rate of Return.
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4.1 Contestable Mail

Single-piece mail is excluded from contestable volume since it would
require an entrant to develop and invest in a collection and upstream
infrastructure.

In Cohen et al. (2004), we defined as contestable the mail that could be
presorted to the carrier route and dropshipped to a delivery unit or a regional
sectional center facility (SCF). This corresponds to 30 percent of all bulk-
entered mail delivered by the Postal Service in 1999 (Cohen et al, 2004,
126-129). The upstream market is competitive in the U.S. as a result of the
Postal Service offering worksharing discounts equal to the costs it avoids.
When a mailer or third party can reach the carrier route level of presort and
dropship to the local {or regional} level with costs equal to or less than the
Postal Service, it does so unless other overriding factors deter it. The most
important factor is the need to present whole mailings to USPS in such a
way that the delivery window can be estimated with a high degree of
confidence. Whatever the reason, the market provides evidence that the
volume of mail likely to be conlestable for delivery by entrants is less than
30 percent of bulk mail.

The U.S.-based estimate is corroborated by the CityMail experience.
CityMail estimates that it could in theory deliver all of the 900 million bulk-
entered pieces of mail destined for the areas it serves this year, but
experience to date demonstrates that this is not likely to occur. Some
mailers may not be able to prepare their mail economically for delivery by
an entrant such as CityMail, just as mailers in the U.S. currently do not find
it economically feasible to take advantage of discounts for presorting mail to
carrier route levels. In the absence of structural knowledge of the Swedish
mail market, we estimate the contestable mail volume in the markets served
by CityMail to be the maximum volume predicted by the Bass model. It was
calculated in Section 2 to be 287 million or slightly less than 30 percent of
all bulk mail in the market. This matches our U.S. base case (i.¢., 30 percent
of all bulk mail is contestable). To explore the sensitivity of the IRR to the
amount of contestable mail, we analyze situations where the percentage of
bulk mail considered contestable ranges from 135 percent to 100 percent,

4.2 Delivery Days (Level of Service)
The entrant can reduce its fixed costs by reducing the number of days a

week on which delivery occurs.” The model is designed to allow for any
number of delivery days ranging from one to six. The most pessimistic case

U In the U.S. delivery is six days a week, but many countries deliver onlly five days per
week. Some deliver even fewer times per week Lo some rural areas.
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for the entrant is delivery six days a week, the middle value is every other
day (three times a week) and an optimistic value is delivery twice a week, It
should be noted that delivery days are r¢lated to the amount of contestable
mail. Many mailers of bulk mail require next day service or delivery more
rapidly than a reduced number of delivery days would allow.'® Thus, it
would seem that the higher the percentages of contestable mail the more
frequent the delivery.

4.3 Labor Compensation

The entrant can also reduce costs relative to the incumbent by paying its
employees less. It is not obvious that this will occur as Sweden Post and
CityMail draw upon labor from the same labor union at similar
compensation rates. Likewise, the compensation paid to delivery personnel
by UPS and FedEx in the U.S. is not below that paid by the Postal Service.
In some countries, such as the United Kingdom, the incumbent already has
low compensation rates that may be difficult for an entrant to undercut, Yet,
in many countries it is likely that the entrant’s labor will be compensated at a
rate lower than the incumbent’s. For this reason, the model uses entrant
laber costs that are 100 percent (pessimistic case), 90 percent (base case) or
80 percent (optimistic case) of the incumbent’s labor compensation costs.

4.4 Entrant’s Price Discount

The cream-skimming model assumes that the entrant offers delivery
services at a discount from the incumbent’s uniform price in order to attract
customers. Because the entrant follows an umbrella pricing strategy, both
the incumbent’s and the entrant’s prices will increase over lime as the
entrant skims inereasing amounts of mail and forces the incumbent to raise
prices in order to break even. This price adjustment occurs on each iteration
of the cream-skimming model. In the analysis presented here we examine
price discounts of 5, 10, and 15 percent with 10 percent taken as the base
discount, The cream-skimming model caps the entrant’s final price at twice
the initial price. Higher prices would attract additional entrants that would in
turn lead to lower prices.

" Delivery less frequent than every day implies the delivery of some mailings would be
staggered, as carriers serve diflerent roules depending on the day of the week. This also
would reduce volume, as some mailers require all items to be delivered on the same day.
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4,5 Unprofitable Routes

The entrant ideally would like to delivery mail only on routes where it
makes a profit. Theoretically, this could be accomplished in two ways. The
entrant could accept mail only for recipients on profitable routes in a given
contiguous area or it could accept mail for the entire area and turn over mail
on unprofitable routes to the incumbent, In reality neither option seems
practical, and an entrant would be forced to serve some unprofitable routes.
An important concern of many mailers is maintaining the integrity of their
product before delivery to ensure a given delivery day or window. Thus,
having different delivery providers handle a mailer’s product in an area is
unlikely. Additionally, neither the mailer nor the entrant could take full
advantage of the incumbent’s upsiream presort discounts if only some of an
area’s volume was given to the incumbent.'

CityMail has employed an arca-by-area strategy, first Stockholm, then its
suburbs, then the next tweo largest cities. Arca-by-area delivery would also
be feasible in the U.S. since large numbers of high-income familics, and thus
high-volume mail recipients, tend to cluster in and around the major
population centers, These areas primarily contain profitable routes on which
an entrant could expect to profitably capture contestable mail. These would
be the primary service areas for the entrant. [t would be advantageous for
the entrant to serve areas corresponding to those designated by the five-digit
ZIP code, the basis for many presort discounts, Taking all mail for such
areas would preserve the upstream presort discounts a mailer could earn.

The cream-skimming model ranks all routes according to profits from the
most profitable to the least. The result is the curve displayed in Figure 3
which has a refatively small number of routes with large profits and losses
(the tails of the figure) and a broad, flat middle section in which losses are
close to zero.” The model assumes that the entrant will provide service on a
number of unprofitable routes equal to a certain percentage of the number of
profitable routes it serves, starting with the least unprofitable routes (i.e., in
Figure 3, the routes in the region immediately to the right of the point where
the profit curve crosses the horizontal axis). This assumption is quite
favorable to the entrant since it implies the entrant will not have to serve
highly or even moderately unprofitable routes. The base casc assumes that
the entrant serves one third as many unprofitable routcs as profitable routes.
The pessimistic case assumes half as many unprofitable routes as profitable
routes, and the optimistic case assumes ene fourth as many. To account for
the need to provide service on these unprofitable routes, profit is adjusted
downwards in the financial model by subtracting the losses generated by
serving them.

¥ The level of presort depends on density which in turn is a [unction of volume.
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Figure 3: Routes Ordered by Entrant’s Profit (Base Case)
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4.0 Yolume Growth Based on Bass Model

Based on the experience of CityMail and entrants in other industries, we
assume that the entrant’s volume growth will follow the Bass model (1969).
The annual volume of the entrant is defined as

Y(£)=mF(t)= m((l - e_(‘””)!)/(l + (qffp)e—(pw)r))

where p is the coefficient of innavation, g is the coefficient of imitation, m is
the entrant’s final volume, and ¢ is the time period.

The values of p = 0.00981, ¢ = 0.71706, and m = 210.9 million* are
estimated econometrically by fitting the above equation to CityMail’s annual
volume data from 1992 through 1999. Volumes from 2000 to 2003 are
excluded from the estimation process because during this time CityMail
underwent changes that affected the pace of its expansion. Including these
years would preclude the selection of a single S-curve Bass model to fit the
volume growth of CityMail. Figure 1 shows a comparison of the actual and
forecast volumes,

In each scenario, the maximum potential volume (MPV) of the entrant is
substituted for m, with p and g held constant at their estimated values. The
volume forecast by the fitted Bass equation for Year 10 exceeds 95 percent
of the final amount captured (i.e., MPV). The financial model assumes that
in Year 11 and beyond the entrant fully captures the MPV.

To evaluate the sensitivity of the IRR to the speed with which the entrant
captures volume, we also use five and fifteen years to capture 95 percent of
the MPV. In the five-year scenario, the value of cach ¢ is divided by 0.5, and

_20 The estimaled maximum volume for CityMail (287 million) cited in Scction 2 is
calculated by increasing this estimate (211 million) in proportion to the increase since
1999 in houscholds served by CityMail,
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in the fifteen-year scenario it is divided by 1.5, This maintains the shapc of
the S-curve while compressing the growth period to five years or extending
it to fifteen years.

4.7 Reduction of Fixed Costs in Initial Years of
Operation

[f the entrant i3 assumed to start operations on all routes that eventually
will be profitable, the entrant will encounter the same total fixed costs in
each year of operation as delivered volume slowly builds. This is the major
source of unprofitability in the initial years. Faced with the prospect of large
losses for several years, the entrant might find ways to reduce the fixed costs
in the early years of operation by altering the route structure. To
accommodate these potential adjustments in route structure, we build up the
fixed costs in the early years gradually. For the base case, where the period
of growth to achieve maximum potential volume is assumed to be ten vears,
fixed costs for the first, second, third, and fourth years of delivery operations
are set at 20, 40, 60, and 80 percent respectively to obtain a reduction. For
the five-year growth period, the reduction factor for the first and second
years of delivery operations is set at 40 and 80 percent. For the fifteen-year
growth period, the initial year factors are set at 20, 30, 40, 36, 60, 70, 80, and
90 percent. For a given growth period, these factors are not varied in the
sensitivity analysis.

4.8 Pre-delivery Operation Costs

New business operations do not start instantaneously; they require a pre-
operational period. The cost of this would be significant for a postal
delivery operation. These costs include marketing and sales, hiring and
training a large number of letter carriers, setting up a transportation network,
and acquiring facilities and sorting equipment. The model uses 25 percent of
the total costs in the initial year of delivery operations as an estimate of pre-
operation costs, Fifieen percent and 35 percent are the optimistic and
pessimistic values. This variable is strongly attenuated by the reduction of
fixed cost in the initial years of operation.

4.9 Marketing and Other Overhead Costs

The cream-skimming model uses only the direct and overhead costs
associated with delivery to determine whether the entrant will capture the
contestable mail on a route. In other words, it assumes bare-bones
operations without marketing, administrative, or other non-delivery overhead
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costs that a business must incur. To make the analysis more realistic, these
non-delivery costs, expressed as a percentage of revenue, are included as a
parametric input variable in the financial model. The base case value is 10
percent of projected revenue on profitable routes when the cntrant’s
maximum level of volume is achieved. The pessimistic case value ig 15
percent and the optimistic value is 5 percent. These costs are reduced in the
early years of operation by the same factors applied to fixed delivery costs.

5. RESULTS

5.1 Sensitivity

Above we discussed cach variable and its pessimistic, middle, and
optimistic value. We designate the middle values as our base case. Table 2
displays these values.

Table 2: Values of the Model Inputs Used in Sensitivity
Analysis Variables

Pessimistie Base Optimistic

Slzli'llt)estable Mail {percentage of delivered bulk 15% 30% 65%
Growth Period {years) 15 10 5
Marketing & Other Overhead (percentage of 15% 0% 5%
maxinum annual revenug)

Delivery Days 6 3 2

: fitabi

zzfsg)ﬁtable Routes (percentage of profitable 50% 339 25%
Labor Compensation (percentage of L00% 90% 0%

incumbent’s)

Enlrant’s Price Discount (percent) 15% 10% 5%
N .

Pre-delivery Operation Costs (percentage of 35% 259 15%
Year 2 costs)

The variables are listed in the order of their impact ¢n the sensitivity of
the IRR. Table 3 displays the [RR when an optimistic or pessimistic value
for a variable is substituted ceterus paribus into the base case (which has an
9.5% IRR).

Contestable volume is the most important variable. The optimistic value
causes a more than three-fold increase in the base case IRR. It can be seen
that changes in the values of this variable cause decidedly non-linear
changes in the IRR.
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Growth period is the next most important variable. The {RR doubles in
the optimistic case as compared to the base case. Again, the effect on the
IRR of changes in the values of this variable is also highly non-linear.

Table 3: Sensitivity of IRR to Changes in the Values
of the Inputs Variables®

Benchmark 9.5%
Pessimistic Optimistic

Contestable Mail T7.1% 32,1%
Growth Period 6.7 191
Marketing & Gther Overhead 6.9 12.5
Delivery Days 7.3 12.0
Unprofitable Routes 7.0 10.8
Labor Compensation 8.5 10.7
Entrant Price Discount 8.9 1041
Pre-delivery Operation Costs 9.5 9.6

® The IRR is displayed for a change (from the basc casc) in a single variable.

The IRR is much less sensitive to changes in the remaining individual
variables, but, as is seen in the next section with delivery days, there can be
significant interaction with the conmtestable volume variable.  Thus,
estimating the amount of contestable volume and the number of years
necessary for the entrant to achieve its maximum volume are most important
in evaluating an investment in the venture, A complcte sensitivity analysis
would examine changes in all combinations of variables, and some variables
would exhibit greater variation than shown in Table 3.

5.2 Selected Business Strategies

In this section, the model is used to analyze scenarios of general interest
involving various combinations of the input variables. In all cases we
assume that the growth period to achieve maximum potential volume in the
area served is ten years. We believe shorter time periods are overly
optimistic and longer time periods are of little interest to most investors
because of the lower IRRs that result. Table 4 presents the results of the
model assuming 18 combinations of two significant paramcters: the amount
of contestable mail and the number of delivery days. The resulting IRRs are
also displayed as a surface graph in Figure 4. As the contestable mail
increases, the sensitivity of the [RR to the number of delivery days increases
as can be seen from the slope of the surface for contestable mail
corresponding to percentages of bulk mail greater than 65 percent.™

2! An exception te the monotenic changes in IRR in Figure 4 occurs at the extreme point
corresponding 1o low contestable volume and six-day-u-week delivery, This is due to the
fact that in this scenario only routes with extremely high profits are skimmed. When a
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Table 4: Internal Rate of Return Resulting from Varying the Level of

Contestable Volume and the Number of Delivery Days

Contestable Mail Delivery Days

Volume (% of Delv. Bulk) 2 3 ]
18 tullion (14.7%) 7.6% 7.1% 14.1%
36 billion, benchmark (29.4%) 12,0 9.5 7.3
46 billion (37.6%) 20.8 11.6 8.0
78 billion (64.2%) 41.5 321 13.2
102 billion (83.3%) 47.2 38.2 216
122 billion (100.0%5) 510 424 26.1

Figure 4: Internal Rate of Return (IRR) Resulting from Varying the
Level of Contestable Volume and the Number of Delivery Days
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If the amount of contestable mail is greater than 63 percent it is
reasonable to expect that the entrant will have to provide a high quality of
service and make sizeable expenditures in marketing. To reflect this
situation, a stand-alone scenario is modeled where the amount of contestable
mail is very optimistic (65 percent of bulk) but other variables assume
pessimistic values (6-day delivery, 15 percent price discount, 100 percent of
incumbent’s labor compensation, 15 percent of revenue allocated to
marketing and administration, and first year costs at 35 percent of Year 2
costs). The model produces an IRR of 8.5 percent for this high-volume

Scenario.

profit curve similar to Figure 3 is produced for ihis case, the entrant captures primarily the
vertical part of the curve. The profitability of these routes may be exaggerated due to the

use of average costs for the city carrier routes in the cream-skimming model.
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On the other hand, a market with low or very low contestable volume
suggests a possible niche service in which scrvice quality and marketing
costs are less than in the base case. Model inputs reflecting this scenario are
contestable mail at 15 percent of bulk volume, 2 delivery days per week, 5
percent price discount, 8¢ percent of incumbent’s labor compensation, low
marketing expenses at 5 percent of eventual revenue, and low first year costs
at 15 percent of Year 2 costs. This niche market scenario produces an IRR
of 11.7 percent.

Interestingly, the large contestable mail and niche market scenarios have
similarly low IRR values yet they would require substantially different
operations with substantially different capital requirements and profits.

53 Assessing Model Results

In order to interpret the results of the medels presented here, it is
necessary to put the calculated IRRs in context. In each of the scenarios, the
entrant experiences losses in the early years of operation before reaching
profitability as delivercd volume grows. Therelore uplront capital is nceded
to cover the losges in the early years of the project. This capital may come
from a number of potential sources, but regardless of the source, the project
must compete for capital resources with other investment opportunities. To
successfully attract the necessary capital investment, the entrant must pay an
adequate return to the investors. From the entrant’s point of view, this is the
cost of capital for the project. As discussed in Section 3.2, if the project’s
IRR exceeds its cost of capital, then it can be considered viable; if not, the
returns will not be sufficient to attract investment. In this way, the cost of
capital for a project can be viewed as a hurdle rate that must be exceeded by
the IRR,

The required rate of return for investment in a project (i.e., the project’s
cost of capital} compensates the investor not only for inflation and the time
value of money, but for the relative risk of the investment as well. As
discussed in Section 3.2, an entrani to the postal delivery market would face
substantial risks in challenging a well-established monopoly with huge scale
economies for a contestable market of unknown size while taking on
considerable regulatory risk.

Many startup businesses receive early stage financing from venture
capital firms. In consultations with Wall Street venture capital analysts
rggarding investments in startups, we have been told that the minimum
return that would be required (i.e., the entrant’s cost of capital) in the current
investment environment is 25 percent, and could exceed 40 pereent
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depending on the perceived risk.” Greater uncertainty in the estimates of the
medels’ variables implies greater risk, and therefore a higher required rate of
return {cost of capital). Business scenarios treating sizeable portions of bulk
mail as contestable may produce relatively high IRRs, but the risk is also
greater. For instance, experience to date in the U.S. with worksharing
discounts provides evidence that the maximum amount of contestable mail
for an entrant (i.e., bulk mail that ¢can be economically carrier route presorted
and dropshipped regionally) is less than 30 percent of the delivered bulk-
entered mail, Assuming a higher percentage would represent a significant
risk in the calculation of the IRR.

Based on venture capital market requirements, our models predict that an
entrant must have a contestable mail market that is greater than 60 percent of
all bulk mail delivered in the geographic area served. Capturing this amount
of mail would likely require sizeable startup and marketing costs, with deep
discounts, and better service, which implies everyday delivery by skilled
staff paid at compensation rates equal to the incumbent’s. All these factors
contribute to lowering the IRR to 8,5% percent. This is similar to the IRR
that a niche market entrant would achieve, but with much higher capital
requirements and profits in absolute terms,

While the estimated IRRs demonstrate that it will be very hard for an
entrant to attract the necessary capital and thereby limit competition for an
incumbent post, liberalization can still affect the postal delivery market in
severa] ways. On the positive side, if competition does develop, even in a
Limited market, it can lead to innovations in service, giving more choices to
customers. More importantly, even the mere threat of competition can lead
incumbents to cut costs and to improve efficiency and service. On the other
hand, entry will cause a loss of scale economies. The issue is whether the
gains in innovation, efficiency, and service quality outweigh the costs of
entry.”

6. CONCLUSIONS

Based on the results given above, we make the following conclusions
concerning the potential for obtaining venture capital for an entrant delivery
service.

2 1f an entrant were not a startup firm, but a new division of an existing company, its cost of

capital would likely be somewhat lower. A well-run firm with experience in the arca of
entry would have a lower risk and hence a lower cost of capital. However, it is likely that
the cost of capital for this type of project would still be high.

For more discussion of the tradcoff in positive and negative impacts of ]IbCrElll?dilOrl see
Cahen et al. {2004) and Cohen and Chew (1997).

sy
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1. Itis uniikely that a realistic business plan will attract capital for an
entrant delivery service in a liberalized postal market with
characteristics like the U.S. market. Thus, liberalization is unlikely to
trigger a graveyard spiral,

2. In order to achieve an IRR sufficient to attract venture capital, about
two thirds of bulk mail would have to be contestable. This is highly
unlikely.

3. The most significant variables in a business plan are:

a) the amount of contestable mail in the market served

b} the rate at which the business grows to its maximum volume
¢) marketing and overhead expenses as a share of revenue

d) the numbecr of days of delivery per week.

More scenarios can be examined with the models presented here. In
addition, the models can be enchanced with new input variables for future
research.

A. APPENDIX: THE MODELS*
Al Cream-Skimming Model

The cream-skimming model used here is a modified version of the model
originally presented in Cohen et al. (2004). An important improvement in
this version of the cream-skimming model is the use of cost-based prices by
activity and shape instead of full-service, content-based subclass prices.
This affects the revenue from contestable mail and the loss of dclivery
profits by the incumbent as a result of cream skimming.

Content-based subclass prices cause the price of coniestable mail to be
artificially low. By using cost-based prices for delivery of three mail shapes
(letters, flats and parcels), we have eliminated the downward distortion in the
price of contestable mail caused by subclass prices.

The higher delivery prices for contestable mail ¢nable the cntrant to
capture more mail. They also increase the delivery profit lost by the
incumbent for a given amount of captured volume. The combined effect of
the new activity- and shape-based pricing is to make cream skimming more
painful for the incumbent. Our conclusions in Cohen et al. (2004) remain
largely unaffected.

2 A mathematical deseription of the cream-skimming model, an interactive version of the
financial modcl, and a comparison to our previcous paper (Cohen et al. 2004) is available
on WWW.DIC. 0V,
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Al Model Overview

1. The model examincs individual routes to identify the ones where an
entrant can profitably deliver the contestable volume,

2. The incumbent’s profit from these routes is reduced by the contribution
to overhead from the lost contestable volume.

3. The incumbent’s delivery prices are raised to recover the profit lost to
“cream skimming and the subsequent effect of demand price elasticities.

4. The rise in the incumbent’s delivery prices creates additional cream-
skimming oppertunities for the entrant. The model returns Lo step 1
unti! equilibrium is achieved.

A2 Data

U.S. delivery data are from the USPS City Carrier Cost System and the
Rural National Mail Count System (USPS-LR-I1-448 and USPS-LR-1-474
2000). City carriers make up 72 percent of the routes and rural carriers make
up the remainder.

The City Carrier System contains a stratified sample of 8,300 routes and
the 1999 Rural National Mail Count System provides data on 39,737 rural
routes. These sources provide the subclass volumes delivered on each route.
City carrier time is derived from the USPS Cost Segments and Companents
Report for FY 1999 and the average time is calculated and used for all city
carrier routes. Rural carrier time is included in the rural mail count system.

To develop variable and fixed costs, we divide out-of-office delivery
cogls into activity components using the method developed by USPS (USPS-
LR-1-404 2000), Load time is included in the variable costs. For simplicity
the variable portion of access and travel to and from the beginning of the
route are ignored. Variable costs on a route are cstimated by multiplying
route volume by average variable costs.® The remaining time is fixed and
includes the time between stops (route time and the fixed portion of access)
and the fixed portion of travel time.

The initial unit prices for the delivery function are calculated to be 19.9
cents per letter, 22.2 cents per flat, and $1.49 per parcel.

B Approximately 30 percent of rural routes serve non-rural urban suburbs,

™ Tor a few high-volume routes, this results in variable costs that exceed ihe average total
route cost. Average costs may not accurately rellect the cost characteristics of thesc
routes.
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A2 Financial Model

The financial model spreads over time the cntrant’s growth in volume,
revenue, and costs to calculate annual profits and losses and the IRR from
the resulting cash flows. The calculations are performed in a series of Excel
worksheets that reflect different parametric values for the input variables,
The model for the base case is given in Table A-2. An interactive version of
the model is given at www.prc.gov.
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Chapter 3

Liberalization and Regulation of the Swiss Letter
Market

Helmut M. Dietl,' Uts Trinkner"’ and Reto Bleisch'?
Untversity of Zurich' and Swiss Post

1. INTRODUCTION

The Europcan Union is gradually opening up its domestic letter markets
for competition. Complete liberalization is planned for 2009. In contrast to
the Europcan developments, the United States developed worksharing as a
means to introduce competition in the postal sector. However, despite the
examples of the EU and the U.S., in most countries letter services are still
national monopolics.

In Switzerland, the universal service provider (USP) is Swisg Post, which
currently enjoys a monopoly on addressed letters up to a weight of |
kilogram. The Swiss government has the power to open up the letter market
if the provision of the universal service obligation (USO) remains
guaranteed. Hence, prior to any further market opening, it is crucial to know
how competition affects the financial viability of Swiss Post with or without
a liccusing system. Such a licensing system has been introduced in the
recently liberalized parcels market. The regulatory authority PostReg is
entitled to collect licensing fees that amount up to 3% on an entrant’s
turnover to compensate Swiss Post for its universal service provision if
needed.

The views expressed in this paper are those of the authors and do not necessarily refleet
the opinion of Swiss Post.
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Our paper provides insights on the consequences of different kinds of
liberalization or regulatory rules of the Swiss letter market. W¢ examine
welfare effects and financial consequences for both Swiss Post and potential
market entrants. We start with an analysis of what would happen if the
current regulation of the parcels market were applied to the letter market,

The paper proceeds as follows, In Section 2, we devclop and tailor a
game theoretic model to the Swiss postal system. In Scction 3, we calibrate
the model with Swiss data. Section 4 presents our results on end-to-end
competition and compares them with an evaluation of the regulated
monepoly of 2003, We show that end-to-end competition results in lower
welfare and problems to finance the USO even if a licensing system is
introduced. Building on these results, we expand the model in Section 5 and
analyze alternative regulatory scenarios. We show that worksharing will
increase economic welfare. The last section contains a discussion and our
main conclusions.

2. BASIC MODEL AND FORMAL RESULTS

In order to analyze the effects of liberalization in the Swiss letter market,
we use a standard game theoretic approach. On the supply side, we let Swiss
Post as incumbent [ compete with a representative entrant £. The demand
side links the two operators. Customers value the available products with
respect to quality and prices. Strategic interaction takes place, where one
operator’s behavior affects both operators’ profits. For example, when the
incumbent raises its prices, some consumers will switch to the entrant and
boost the entrant’s sales.

Technically speaking we use a Dixit-like approach to model price
competition with product differentiation and assume that there are no
information asymmetrics.

21 Basic Model

On the demand side, we assume a representative sender with quasilinear
preferences with respect to money.! The quasilinearily implics a cardinal
utility measure that enables us to compute and compare overall welfare of

! Having in mind that most senders are businesses, quasilinearity is a reasonable assumption

in the modeled riskless world. Businesses invest into mail as long as the NPV of an
additional mailing is nonnegative, i.e. marginal ulility of mail is greaier than or equal o 1.
Further, in an economy like Switzerland where postal consumplion is small compared to
total expenditure, postal consumption will be independent of the initial wealth endowment
¥
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different market structures. To obtain linear demand curves, we assume a
quadratic utility function over every quantity of mail ¢, sent in segment s of
region r through the network of operator i/, Formally, we follow De Donder
et al. (2001) and write total utility U as

Uam)=ms S5 atar -2 lar} vaga; - larf -earar |
where a, b, e > (} and m is the amount of money spent on other goods. The
last term reflects the fact that the mail services offered by the two operators
are not perfect substitutes but rather differentiated products. The higher the
degree of differentiation, the closer to zero is parameter ¢. Parameters a and
b determine the market size and the slope of the demand curve.

A consequence of this utility specification is that demand in one market
does not affect demand in another one. That is, cross-pricc elasticities
between the market segments are zero and operators cannot increase demand
in one market scgment by serving an additional segment, i.e. no network
externalities are directly included. '

Utility maximization implies that our representative consumer satisfics
with equality the budget constraint ZX( p;” ¢;* + pg” g5 )+ m < Y, where p;”
is the price the consumer has to pay to operator (€ {I ,E} for the mail

product s delivered to region r. Y represents the initial wealth endowment of
the economy. By computing the first-order conditions of the Lagrange
function and solving the resulting equation system, we obtain the demand
functions for the incumbent and the competitor as

¥

g (p]". p) )=m(a,-' —eal —p’ +ep;'°]‘ 1))

The slope of the demand curve in a given market is equal for both
operators. Quantities arc negatively related to the own price and positively to
the price of the competitor (dg/dp; < 0; dgi/dp; > 0). Furthermore, quantities
increase with a higher degree of product differentiation (i.e., a smaller e).

On the supply side, pricing possibilities and cost structures determine
profit functions. In the case of unregulated competition, where the
incumbent and the entrant face no regulatory restrictions on pricing and
production decisions, the operators are able to differentiate prices for every
market segment and hence take into account demand properties specified in
{1). We assume that therc are no economies of scope between products,
segments or regions, This assumption allows us to treat the production
decision in each market segment independently.
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Total costs per segment consist of a fixed and variable part. Entry occurs
if entrant E’s earnings exceed variable costs cg and fixed costs F. In contrast,
the incumbent’s fixed costs are sunk and cannot be avoided, The
introduction of fixed costs is equivalent to increasing economies of scale, so
the market has the property of a natural monopoly especially in those
segments where fixed costs are high.

2.2 Regulated Competition with Swiss Licensing System

So far, there was no political or regulatory authority captured in the
model. When such authorities set market rules, they usually change the
underlying cost structures of the various operators. In Switzerland, the
incumbent Swiss Post must provide universal service. This USO contains
uniform tariffs across regions and service provision in every market
segment, Additionally, the mail section of Swiss Post has to pay a transfer T
to cover the deficit in the postal offices. [f the incumbent does not break
even due to cherry-picking entrants, the regulatory authority is entitled to
charge licensing fees. Such fees are collected as a fixed fraction i of the
entrant’s turnover. We treat g as an exogencus parameter. Under such a
regulatory regime, the profit functions in a given market segment are

fr;(p;)=Z[(pf —CF) q?(pnp’f)+#'PLQ£(JJ;,PE)"1'}"]*T1

@)
welpp) =Y maxlo,(pi(—p ) <L) qilp,. p))— FL).

Profit maximization yields s{r+1) first-order conditions (FOC).
Substituting the demand functions (1) into these first-order conditions, we
obtain the reaction functions for the two operators. For the case of two
regions D {dense) and R (rural), the two reaction functions in a given market
segment s are
!JRI_EI}D —eay vepp(l+p)+cf j+bnlaf —eap +ep§(l+,u)+cf]

2HT +h*) > (3)

Ay ME
pé(pﬂ:%(ag —~ea}'+ﬁj+ep}') re {D,R}.

The incumbent’s reaction function is much more complicated because it
must average its price over the two regions. By solving this equation system,
we obtain the equilibrium prices for each operator given that entry occurs,
i.e. the entrant’s revenues exceed variable and fixed costs:
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1 {
bﬁ[cf+a?—eﬂg oo m[a —eaf + H]:|+b‘{|: +af —eaf +¢(1+,uJ r el 4 8 "H (4
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Py =

Once this price is caleulated, we obtain the price of the entrant by
appropriately substituting this result into (3). I the entry condition is
satisfied, the corresponding quantities can be calculated with the demand
functions in (1).

If entry is not profitable at the incumbent’s price in (4), the above
formulae no longer hold. For example, if the entrant fails to break even in
the dense area, the incumbent can improve its profits by increasing the price
up to the limit at which the entrant just breaks even.? This ‘opponent break
even price’ is limited by the monopoly price p*. However, because of
uniform pricing, any increase in the incumbent’s price affects both regions
and it is not clear how to balance the two different ‘opponent break even
prices’ in every situation. In our simulation, we solve this problem
numerically through appropriate use of the entrant’s reaction and profit
functions. With the resulting equilibrium prices, quantities and profits we
can compute overall welfare by subtracting industry expenses from gross
utility. Doing so is equivalent to summing consumer net utility and the
operators’ profits.

2.3 Licensing fees lead to higher prices

Expressions (3) and {(4) yield a first interesting resuit. Because the first
derivative with respect to the licensing rate u is positive under reasenable
calibration, the incumbent will increase prices the more the regulator tries to
finance the incumbent’s USQO through the licensing system. Intuilively, onc
would expect exactiy the opposite. To sce the intuition behind this result, we
first study the impact of an increase in g on the price of the entrant. To offset
the negative effect of higher unit costs, the entrant must respond with an
increase in prices; a higher licensing fee reduces the competitiveness of the
entrant in equilibrium. Now the incumbent can charge a slightly higher price
without losing any volume and thus further increases profits.

The financial effects to the incumbent can be identified by analyzing the
marginal effect of g on ils profit function:

2 This limit price p™ can be calculated as follows:

T, (pLimll,p;(p:.lmil))zo o p}.,i|:|ii =a;- _%a;-; +‘[] — iizv}br 1t ILJ

1w
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dz,(pr,pp i) _ O,  Bm dp;  Om dp.
dy du  dp, du  Op, du

The first term is the direct effect and represents the positive impact of the
collected licensing fees. This direct effect equals pege and is positive. The
second and third terms represent indirect effects arising from price responses
of both operators. The second term is zero at the optimum (because of the
FOC). The third term is positive because both parts are positive (prices are
strategic complements and both optimal prices increase with the license fee).
We can therefore conclude that the incumbent’s profits increase with a
higher licensing fee. Thus, the licensing fee will help to sustain the USQ, but
will lead to a higher overall price level.

3. CALIBRATION WITH SWISS DATA

In order to predict price and welfare effects more precisely, we simulate
the model using Swiss data. In Switzerland, geographic characteristics have
a major impact on the cost structure of services. Differences in delivery time
per household between dense and rural areas are significant and vary
between delivery offices as much as 1:6. Accordingly, we divide the market
into a dense region D and a rural region R.

To reflect the market structure we segment the market into five basic
market segments s. The two basic sender groups, “businesses” and
“households,” can choose between two products “slow mail” and “fast
mail.” In addition, businesses have the option of mass mail. Crossing regions
and segments yields ten submarkets.

To estimate the demand functions (1) for each operator in each
submarket, we must calibrate the parameters ¢ and b with market data from
2003, when Swiss Post was still the only operator in the letter market and
charged regulated prices. Rewriting (1} for the case of this regulated
monopoly (RM) we get in every segment

dpis = o . 1 P
—RMP2003 wwith priceelasticity 32003=~—-ﬂi- ()

T9003{ P2003) =
RM bun 42003
After rearranging (5), we can directly calibrate parameter & with prices,
quantities and elasticities from 2003.
Parameter g; influences the size of the market of the two operator’s
services. By setting ar > gz, we can include effects like customer inertia,
reputation effects, switching costs, or even quality differences like universal
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service provision that work in favor of the USP, Formally, we deline x as the
percentage of total demand the incumbent receives if the entrant were to
offer the same price for its services. [n the remainder of the paper, we will
refer io x as “incumnbent advantage.” For calibration we ¢valuate demand
given in (1) at 2003 prices for both operators and solve the resulting equation
system. We obtain

qr
d; =d . A= Lo pr=p - = Py
{ RM I E 2003
9 +2g 0
1 1
a5=l_ﬁi(a‘,(e—1+;)+p(l_e)(2—i)).
X

Table 1 summarizes the major demand characteristics of the model.
According to its 2003 annual report, Swiss Post delivered about 2.8 billion
pieces of addressed mail, of which we assume 23% was destined to rural
areas. The price ¢lasticities arc a delicate issue for two reasons. First,
econometric studies report significantly different price elasticities. See
Cazals and Florens (2002) for an overview and discussion. Second, price
elasticilies determine the slope of the demand curves; competition would
result in larger welfare gains if price elasticities were higher, ceteris paribus.
The most recent data of Swiss Post 2004 suggests that the values in Table 1
are overestimated. These reflect our assumptions based on estimations from
former Swiss data, studies from other countries, and industry experts.
However, we expect mail elasticity to grow over time due to an increase of
substitutes. Therefore, we stay on the safe side with the overestimation. The
main intuition behind the differences between segments are a substantially
higher value per sent item for households (so businesses are more price
sensitive), and an increasing variety of urgent communication possibilities
such ag e-mail resulting in a higher elasticity of fast mail compared to slow
mail.’

The incumbent advantage x is assumed to be higher for households than
for businesses because of higher relative switching and information costs.
The experiences from other liberalized postal, telecommunications or
electricity markets support our assumptions; recent cxamples in Switzerland
include Swiss Post in the parcels market.

This assumplion is consistent with recent observations that customers are willing to switch
to slow mail products after price increases.
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Table 1: Major Demand Characteristics

Market size Prices 2003 Price clasticity [ncumbent

2003 {in€) advantage
Fast Mail B 21 % 0.56 -0.5 70 %
Fast Mail HH 6 % 0.60 -0.4 75 %
Slow Mail B 26 % .43 -0.4 65 %
Slew Mail HH 6 % 0.47 -0.3 70 %
Mass Mail B 39 % 0.33 -0.4 60 %

For the production side of the economy we estimate variable and fixed
costs for collection, processing, delivery and overhead. This detailed
attribution is somewhat artificial, as some economies of scale and scope get
lost. Such effecis could be included numerically, but then we could not
compute unique equilibrium formulac anymore.

Table 2 shows how costs differ in the various market segments. In a first
step, we map total costs based on data from Swiss Post’s 2003 annual report
onto processes. Thereby we first corrected total cost by subtracting the € 234
million contribution that the addressed lefter products paid last year to
finance the postal outlet network’s deficit. In line with empirical and
technical estimations from comparable countries in Europe, Table 2 shows
that delivery accounts for the largest portion of total costs.

In a second step, we attribute these process costs to market segments and
regions. The figures are estimates and cannot reflect the economies of scope
between the various segments and processes. Implicitly, we assume that
collection costs are much higher for househelds and slightly higher for fast
mail segments. Processing is slightly more expensive for fast mail but
cheaper for mass mail because of extended presorting possibilities. Delivery
costs are mainly determined by the quantity per segment and are slightly
more expensive for fast mail and household segments. Overhead spreads
equally over all segments.

Table 2: Major cost characteristics

Collection Processing Delivery Overhead
10 % 0% 5% 3%
Cost attribution to market segments
Fast Mail B 15 % 20% 24 % 20 %
Fast Mail HH 8% 17% 8% 20%
Slow Mail B 10 % 18% 26 % 20 %
Slow Mail HH 0% 10% 6% 20%
Mass Mail B 7% 29 % 36 % 20 %
100 % 100 %% 100 % 100 %
Fraction of variable costs
[ncumbent 50 % 80 % 40 % 0%
Enirant 75 % 85 % 0% 30 %
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For the implemented scale effects, the fraction of fixed costs is important.
In Switzerland, the number of letters per capita is the second largest in the
world. Hence, the total time the mail carriers need to reach the various
delivery points is almost fixed and the economies of scale in delivery are
large. In accordance with most of the literature, we assume that processing
costs are much more elastic. In total, about 50% of the incumbent’s total
costs are fixed. Compared to the incumbent, whose infrastructure is designed
for private customers and more capital intensive (postal outlets, sorting
centers, delivery offices), the entrant’s percentage of variable costs is higher.

So far, the main difference between the two operators was the entrant’s
lower fraction of fixed costs. According to current observations in the Swiss
parcel market, competitors pay lower wages. As stated by the labor unions,
the wage premium is currently around 16% and hits the incumbent especially
hard because about 80% of total costs are labor costs. The network design
tailored to business customers further reduces the entrant’s cost. We assume
the upstream efficiency advantage (collection and presorting) of about 30%
to reflect the savings realized by computerized sorting in the printing stage.
In delivery, this advantage is much smaller (5%). Most business mailings are
business-to-consumer. Consequently, one large customer causes a great deal
of delivery points. Hence, a delivery network similar to that of the
incumbent is needed with limited ways of cost innovation {the work is
mainly physical).

4, RESULTS & DISCUSSION

With the calibrated model, we are now able to give some ingight into the
overall welfare consequences of various regulatory framewaorks. In addition,
we can perform sensitivity analysis and derive recommendations for postal
operators on the strategies they should pursue under specific market mles.
We focus on the first question and carry out sensitivity analysis only to judge
the robustness of the results, In a first step, we evaluate the regulated
monopoly of Swiss Post of 2003. Next, we analyze different forms of end-
to-end competition (complete liberalization without access possibilities) and
change the introduced model slightly where needed. The monopoly
scenarios serve primarily as a benchmark.

The quantitative results presented in this scction serve as rough
guidelines in which directions the examined regulatory regimes influence the
market equilibrium in terms of prices, quantitics, surpluses, and profits.
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4.1 Monopoly: Positive effects of a price freeze

It is straightforward to evaluate the regulated monopofy (RM) of 2003,
gince the model was calibrated with data of 2003, Swiss post charged
uniform prices at an average of 44 cents, With the underlying cost structure,
the resulting loss was € 54 million, thus Swiss Post was close to break even
despite of the USO. From now on, we will use this scenario as a benchmark
reflecting the status quo.*

As a second benchmark, we examine the case of an wmregulated
monapoly (UM). What would happen, if the incumbent charged profit
maximizing uniform prices? The results are interesting, The monopolist
almost doubles its prices to 82 cents on average and thereby boosts its profit
up to € 349 million. Prolits are positive in all market segments except fast
mail for houscholds in rural areas. However, the higher price level reduces
consumer welfare dramatically: despite the high profit, a net welfare
decrease of € -4%7 million results. Table 3 presents the details.

We conclude that Swiss Post did not charge monopoly prices in 2003.°
For that reason, one could view the legal framework of 2003 as an effective
price cap combined with a break-even constraint. However, one does not
know whether the regulated monopolist produced efficient.

Table 3: Results monopoly cases

Legal Monopoly Regulated Unregulated
Average Price 0.44 0.82

Quantities {in Mio) 2836 1'787

Consumer Surplus 1491 591

Profir alter transfer -54 349

Welfare 1'437 540

Welfarc change -497

4.2 End-to-end Competition: Universal service at risk

In theory, competition leads to positive welfare effects mainly due to
marginal cost pricing, improved efficiency, and product innovation. To
reflect these potential benefits, we cquipped the catrant with a subsiantial
efficiency advantage. Additionally, we assume that the cntrant improves
product diversification, technically we set ¢ = 0.75.° However, it is not clear
for two main reasons, whether these positive effects lead to an increase in
overall welfare. First, economics of scale are sacrificed when entry occurs,

* At this point, we note that there was a price increase in Switzerland in the beginning of

2004 due to the deficit in the postal network.

Only if clasticitics were assumed to be 3.5 times larger than the values in Table 1, the
madel would predict monopoly pricing for Swiss Post in 2003,

¢ Inline with De Donder (2001) and Dietl/Waller (2002).
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so the market ends up with larger industry wide production costs. Second,
the combination of a relatively inelastic demand with product differentiation
possibilities could lead to cligopolistic pricing rather than marginal cost
pricing. It will be interesting to sce whether the model predicts prices above
or below the ones from 2003.

[n our first cad-to-end competition case, hereafter referred to “Regulated
Competition (RC)”, there are no restrictions on market entry, The incumbent
must fulfill the universal service obligation as presented in Section 2. In
return, the entrant must pay a licensing fee of 3% of its tumover,

The model predicts an overall welfare decrease with universal service at
risk. Despite an 18% increase in the overall pricc level, the incumbent’s loss
rises to about € 189 million. Entry occurs in all three dense business
segments. Both operators make substantial profits with single-piece business
mail, The incumbent enjoys its highest margins in rural business segments
where no economics of scale are lost. The main losses occur in the
household segments. The results are straightforward and support similar
findings from Panzar (2001, 2002), Crew/Kleindorfer (2002), De Donder
(2004) and Dietl/Waller (2002).

Table 4: Results End-to-End Competition

Regulated {uniform pricing for [) Unregulated (non wiform pricing)
Licensing Rate w=0% =3 pH=20% u=0% =13% 1= 20%
Average Price (€)
Incumbent (.56 .57 0,48 0.43 0.45 0.50
Entrani* 0.39 0.39 043 .38 0.39
Average .49 0.50 0.48 0.43 0.44 0.30
Quantities (Mio #)
Incumbent 1'632 1'631 2'408 2'544) 2503 2571
Entrant 1'176 1177 350 322 323 -
Tolal 2828 2808 1754 2863 2826 2'571
Welfare (Mio €}
Consumer Surplus i'351 1'331 '356 1481 i'444 1"246
Prafit | after =217 -1496 =27 -124 -97 82
lransfer
Profit Cntrant 168 159 30 41 39 -
Welfare 1'302 12094 1"365 1'393 1'386 1328
Welfare change** -135 -143 =72 -39 -5 -109
Other
Licensing Fees (€) - 14 i - 4 -
Entry in # segments 3 3 1 1 1 -

* The valucs in this row represent weighted averages in aclive market segments.

** Yalucs compared to the regulated monopoly case.

The incumbent’s main problem arises from the combination of universal
gervice provision and uniform pricing. The eatrant is able to undercut the
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incumbent in the dense segments and “picks the cherries,” offered by the
incumbent’s tariff balancing act between the dense and rural region. This
chetry-picking effect is much stronger than the cure for it, the licensing
system. The entrant has to pay no more than € 15 million in licensing fees, a
sum that represents less than 10% of its profits (and the incumbent’s loss).

We observe a lot of price differentiation between the various market
segments, Prices for households rise about 50%, whereas the average price
in business segments rises about 10%, despite the entrant’s cheaper prices.

One promising strategy for the USP against this kind of cherry picking is
to aboligh the uniform price. In such an Unregulated Competition (UC), the
incumbent can differentiate its prices between regions. To implement this
regulatory framework into the model, we make appropriate changes to
expressions (2), (3} and (4). Doing se results in major change. The USP can
now prevent entry in all segments except slow mail business. In the three
market segments in which the entrant cannot enter anymore, we observe
predatory behavior. The incumbent sets prices below the optimal prices in
(4} to turn the entrant’s profit into a deficit; the cntrant cannot break even
anymore and no entry occurs. The incumbent is better off because he
defends 100% of the market. From this combination of predatory pricing and
price discrimination belween regions, consumers gain a € 100 million net
surplus; the incumbent’s prices are much lower on average, €.2. mass
mailers gain about € 70 million net surplus {on the cost of rural regions).
Nevertheless, there are also losers, namely the entrant and the less price
efastic households in rural areas where tariffs explode by more than 100%.

Compared to the regulated competition, the model predicts an overall
welfare gain of € 92 million and a better financial situation for the
incumbent. Still, the results are worse than in the case of the regulated
monopoly of 2003. Table 4 summarizes the results.

4.3 Ambiguous effects of the licensing rate p

For the above results, we assumed a licensing rate of 3%. If no licensing
fee were collected (i = 0%), the results would change only slightly. As
predicted in section 2.3, both operators offer lower prices. Consequently, the
incumbent’s loss rises by an additional € 21 million, which is more than the
foregone licensing fees (€ 14 million). Thus, the indirect effect of the
licensing system is in this case € 7 million (caused by price changes). The
lower rate increases the entrant’s potential profit margin, weakens the entry
barrier function of the licensing system and leads to higher losses for the
incumbent.

If the licensing rate is set to 20%, we observe a further important aspect
of the licensing system, In the case of RC, we observe now only one market
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entry instead of three. The licensing system turns into a batrier to entry. In
this special case, the entry barrier is desirable because the threat of entry
forces the incumbent to charge low prices, As a result, overall welfare
increases and the incumbent almost breaks even due to the indirect effect
warth € 156 million (direct elfect = additional 16 million). These good
results are only one side of the coin, as we can see for the case of UC, where
the incumbent’s prices rise and welfare decreases. If the licensing rate is too
high, the threat of entry is too low and the incumbent improves profits at the
cost of overall welfare.

Figure 1 gives further insight into the mechanism of the licensing system.
Under Regulated Competition, the incumbent breaks even with a licensing
rate of 23%. Welfare is maximized at 26%. This is the point at which the
entrant has to give up service even in the last segment (slow mail
businesses). Still the threat of entry persists and sels the upper bound for the
incumbent’s prices. Any further rate increase would decrease the threat of
entry and the incumbent {(now a monopolist) can adjust his prices towards
the profit maximizing unregulated monopoly solution.

Figure 1: Impact of the licensing rate on welfare and profits
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in the case of UC, the optimal licensing rate is 0% where entry occurs in
only one market segment. Up to a rate of 10%, the entrant stays in. At 10%,
the incumbent is able to push the entrant out of the market by profitable
predatory pricing. This discrete drop in prices yields the welfare jump that
can be seen in the graph. From now on, any increase of the licensing rate
reduces welfare.
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4.4 Comparison of the four regulatory regimes and first
conclusions

Having calculated overall price levels as well as the wellare of the
different market rules, we are now able to make normative statemenis about
which of the four scenarios a wellare-maximizing regulator should prefer,
None of the competitive scenarios described above could reach the welfare
of the Regulated Monopoly of 2003, even if a regulator maximized welfare
with an optimal licensing rate. The model gives the following ordering in
terms of welfare” RM > RC vy, = UC juy, » UM .

¥

If we apply these results to Switzerland, neither of the discussed
competition scenarios is efficient. End-to-end competition does not
necessarily lead to lower prices because of strategic interaction and the
natural monopoly in delivery. Welfare is likely to decrease, and Swiss Post’s
ability to fund its universal service obligation iy heavily reduced. These
conclusions include positive effects of competition, such as higher product
choice and a highly more cfficient entrant.

In a dynamic context, Regulated “Competition” with a licensing rate
between 20% and 25% might still be best because a profit-maximizing
incumbent has direct incentives to reduce costs further, Suppose a regime in
which the regulator reduces the licensing rate yearly by 1% for ten vears. If
the incumbent is able to reduce his costs appropriately, it can lower prices
further to prevent a competitor’s entry and thereby secure a 100% market
share for exploiting the scale effects in distribution. From this point of view,
a regulatory system similar to the one in Finland is reasonable.

4.5 Other ways for competition

There are wvarious other ways to introduce competition in the letter
market. One could relax universal service restrictions further, find other
mechanisms for financing the USO (taxes, fixed licensing rates, etc),
infroduce various forms of access regimes, copy U.S. Worksharing, or
combine the discussed competition designs with price cap regulation,

Combining end-to-end competition with some form of downstream
access, where entrants can hand over mail to the incumbent’s delivery
network if wanted, will provide entrants with additional possibilitics of
cherry picking by focusing on processes {in addition to customers and
regions). Crew/Kleindorfer (2004), De Donder (2004} and Panzar (2003)

7 Only if elasticities are assumed al least 50% higher than the ones in Table 1, both

competilion scenarios lurn oul Lo be beller than RM. As poinled out in section 3, the most
recent market dala rejects such high elasticity values.
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show that these “bypass possibilitics™ will have negative effects on welfare
and USO provision. We leave the Swiss access issue for further research and
focus directly on worksharing as a means to introduce competition in the
letter market.

5. WORKSHARING AND PRICE CAP
COMPETITION

Worksharing aims to minimize the costs of industry-wide service
provision in the U.S. letler market. The incumbent United States Postal
Service (USPS) is granted a monopoly in delivery (“downstream
monopoly”), whereas competitors can perform upstream services like
collection and presorting just as well. For these upstream services, USPS
gives “worksharing discounts” on the official retail prices, depending on the
value of the competitor’s services for USPS. The system makes sense in
economic terms if delivery has the property of a natural monopoly and its
inovation pelential is limited in contrast to upsiream services, Worksharing
evolved over the last 30 years. Today, about 70% of total U.S. mail volume
is workshared and the sum of all worksharing discounts is about US§ 14.

5.1 Modeling Worksharing

To compare Worksharing (WS) with the regulatory frameworks
discussed above, some small changes of the medel are needed. We change
the demand side only to the extent that two calibration values are slightly
changed. First, we reduce the incumbent advantage x in all segments by 50%
(1.&. Xpew = VX + ') because the entrant takes some advantage of the
incumbent’s downstream reputation and quality. Customers will switch
faster to the entrant, Second, product differentiation possibilities are smaller
because the entrant cannot deliver anymore. Therefore, we assume the
product differentiation factor e fo rise 1o 0.85. In other words, the two
services of the two operators are still considered as two different products
and demand is still described by (1).

The major changes are on the cost side, as the entrant is legally obliged to
buy the downstream services from the incumbent. In return, the entrant
receives a discount of & (the “worksharing discount™} for his collection
and presorting ¢fforts in market segment .* In other words, the entrant pays

F Le. the modeled worksharing system is very stylized. In the U.S., there are various classcs

of worksharing discounts, and private operators nced not to do ali the uf)strcam work as
one block, They can specialize in any single discount.
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the access price 4 = p; - J to the incumbent for final processing and delivery.
The entrant’s variable costs for its upsircam activities are cg,, whereas the
incumbent’s variable costs split up in an upstream and downstreamn part, L.e.
O =Cypt Cra

Since the universal service obligation can now be financed by the
downstream monopoly, there is no reason for a licensing fee anymore, i.e.
p=0. We thus rewrite the profit functions (2) as follows (for any given
market segment):

7008 = 2 lps =eh —en) s o+ b, 8-y dart, pp) - F7 - T, (

Incumbent Wail Warkshared Mail 6)

s (pe) =Y max{0,(pf ~cp, - p, +6)qi(p, ) - FL, |

5.2 U.S. Worksharing

In the U.S., both retail prices and worksharing discounts are regulated.
The Postal Rate Commission (PRC) is entitled to give its recommendations
about pricing issues raised by the USPS. Worksharing discounts are
calculated using ECPR, where discounts equal USPS® cost savings for the
regpective worksharing activity (“avoided costs™).

I[n the model, the incumbent’s savings are exactly the upstream variable
costs cp. We rewrite {6) accordingly and set ¢p, = d for the worksharing
discount and py = pagys for the retail prices (i.e. again a price freeze to
compare with the other price freeze scenarios). To obiain the profit-
maximizing price for the entrant, we compute its first order condition, In
equilibrium, optimal prices are

+

P = Pawa- (7)
2

p,:: = (a.iE _ea; +€Poyn +Cy + Pao _C;.u] Fe {D’R}'

The results are straightforward. If entry occurs, there is a Pareto
improvement compared to the Regulated Monopoly. The incumbent is
indifferent whether to workshare or not and is better off if the entrant
generates additional valame., Consumers only buy the products of the entrant
if they gain net utility, The entrant can only enter if it charges lower prices
due to more efficient production and/or it generates additional demand
through product differentiation. In both cases, volumes increase when
demand is downward sloping as assumed. Empirical findings from Cohen et
al. (2002) support this argument.
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In line with the theory, the model predicts an increase in overall volume
of 2.2%. In total 640 muillion letters are workshared. The welfare
improvement is € 77 million and the sum of werksharing discount totals € 97
million. Entry occurs in 5 segments (all business segments but rural fast
mail). We note that these results do not hold anymore if worksharing
discounts were set above avoided costs.

It is interesting to observe that the entrant charges a higher price than the
incumbent does. Parameter analysis with different values for ¢ shows that
only for high values of e are the entrant’s prices lower. l.e., only if the
entrant cannot differentiate its products relative to the incumbent’s ones, it
must charge a lower price. If the entrant reaches to do product innovation, it
might benefit from higher prices. In this case, consumers also benefit {their
needs are betler served) and, of course, so does the incumbent, who gets the
additicnal volume for downstream delivery.

Table 5: Results Worksharing and Price Cap Competition

1J.5. Worksharing Price Cap Competition
e=085 =075 pu=0% u=3% u=20%
Average Price {€)
Incumbent 044 044 0.44 0.44 043
Entrant 0.46 151 0.33 0.36 0.41
Average 0.45 0.46 0.41 0.41 042
Quantities (Millious #)
Incumbent (*upstream} 21291* 2307 2073 2079 2'432
Entrant 640 705 1'016 1008 538
Total 2032 3'012 3'090 3088 2'970
Welfare (Millions €)
Consumer surplus 1'515 1'533 1's12 1'610 1'560
Profit [ after transfer 22 -1 =300 -287 -165
Profit Entrant 21 48 90 79 21
Welfare 1'514 1'580 1402 1'402 1'416
Welfare change (RM) +77 +143 35 =335 21
Welfare change (RC) +100 +108 +51
Other
Discounts/Fees (Millions €) 97 118 ] 10 44
Entry in # segments 3 7 3 3 2

Table 5 presents detailed model results and illustrates the positive welfare
and profit effects of a further increase in product differentiation.

The model supports the cxperience from the U.S.: Successful entry
occurs in business segments, the USP gains and can better sustain the USO
at low prices. There is only one group, which is worse off, namely the
workforce who represents the avoided upstream variable costs. However,
they lose much less than in the case of regulated competition.
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53 Price Cap Competition

The two end-to-end competition cases from section 4 yield much lower
overall welfare than worksharing. One reason is the price-driving effect of
the licensing system. To offset this price-driving effect, we supplement the
RC case with a price freeze.

Table 5 reports the results of such a “Price Cap Competition.” The price
freeze has a positive effect on overall welfare compared to the Regulated
Competition case (but not compared with the Regulated Monopoly) because
the overall price level drops. The incumbent is worse off. He has no further
possibility of responding competitively and its deficit increases up to € 287
nillion — the USQO burden is not covered at all. Once again, this regulatory
regime is not feasible for Switzerland from a legal point of view. Similar to
the findings in section 4, only a sufficiently high licensing rate can stabilize
the financial situation of the USP. It prevents entry, and if the rate is set
accordingly, it gives the incumbent incentives to reduce costs and to avoid
potential entry.

5.4 Discussion

Both the regulatory regimes presented in this section did help to improve
overall welfare compared to the competition cases examined in section 4,
However, Price Cap Competition is desirable for consumers (higher net
utility), but not for the ones who must pay the higher burden of the universal
service obligation. If this burden would have to be paid by the consumers
through a special postal tax, they are again worse off compared to the
Regulated Monopoly of Swiss Post in 2003.

In contrast, Worksharing seems to be the only system that can improve
economic efficiency in the sector. Worksharing realizes the benefits of
competition without sacrificing the economies of scale in delivery and
putting universal service af risk.

Empirically, one could try to find out how tariffs and volumes do vary
between the different regulatory regimes applied in practice today. The
model predicts that the United States should have large volumes per capita
ceteris paribus, In liberalized markets, postal operators should have problems
sustaining the USO due to smaller volumes. In regulated monopolies (or
licensing regimes with very high rates) tariffs and volumes should lie
somewhere in between. However, such a comparison is difficult, because
demand and supply factors vary heavily across nations,
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6. CONCLUSIONS

Like the member states of the European Community, Switzerland is in
the process of liberalizing its domestic postal markets. In 2004, a new postal
ordinance fully opcned the parcels market by introducing end-to-end
competition using a licensing system to help the incumbent fund its universal
service obligation.

We asked, what would happen if the letter market were liberalized in the
same way? To gain deeper insight on this issue, we adapted a price
competition framework from D¢ Donder ¢t al. (2001), tailored it to Swiss
circumstances and extended it further to include worksharing. The model
enables quantitative comparisons between monopoly, competition and
worksharing scenarios. Despite the limits of such a quantitative model, we
believe that the main results are robust and straightforward.

We identify U.8. Worksharing” as a Pareto improvement compared to
monopoly regulation. Moreover, our model predicts higher welfare and
much better USP stability than various ways of end-to-end competition with
different levels of licensing rates. End-to-end competition with its full
liberalization of the postal value chain is leading to serious difficulties for
the incumbent o’ sustain the Universal Service requirements. The more
restrictions are imposed on the incumbent’s pricing flexibility (uniform
price, price freeze), the worse becomes the financial situation of the
incumbent.

We conclude that Switzerland should be very cautious when copying
European plans of end-to-end competition. We believe caution is especially
indicated when the assumption of high cconomics of scale in delivery truly
reflects the industry. Our model predicts that complete letter market
liberalization will lead to higher prices, to much more price differentiation
between regions and customers (in favor of business customers and cities),
to an erosion of Universal Service due to Swiss Post’s attempts to adapt its
business model to the underiying market forces and to continuous financial
problems of the incumbcent. Some of these problems could be mitigated by
combining liberalization with a mandatory access regime under which
competitors could use the ingumbent’s delivery network when needed.
However, the financial consequences to the USP will remain serious because
the entrant’s competitive advantage gets even larger. We leave an evaluation
within our model for further research.

The model cannot cope with some dynamic advantages of competition.
For example, there were no possibilities for Swiss Post for dynamic
efficiency gains over time. If one believes those efficiency potentials 1o be

?  The Pareto improvement is only achieved if retail prices stay regulaled and worksharing

discounts are equal or less to avoided costs.
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large, end-to-end competition could still be a desirable solution. However,
postal services already face increasing indirect competition through digital
means of written communication. The overall volume in single-piece mail is
shrinking in most highly developed countries, including Switzerland despite

1

growing written communication markets. This rapidly evolving “e-
competition™ threatens the postal services as cnd-to-cnd competition does.
Regulated “monopolists” and worksharers are “hit” only once, whereas
incurnbents competing in fully liberalized letter markets are “hit” twice.
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Chapter 4

The Financial Equilibrium of Universal Service
Providers in a Liberalized Postal Market'

Roger Hill, Richard Robinson, and Frank Rodriguez
Royal Mail Group

1. INTRODUCTION

In their paper on liberalization and universal service, Crew and
Kleindorfer introduced the concept of a “graveyard spiral” (Crew and
Kleindorfer, 2000). Under certain circumstances, liberalization of the postal
market could lead, despite successive price increases, to an undermining of
the financial equilibrium of a universal service provider (USP). The financial
position of the USP could become so adverse that the universal service
obligation (USO) would need to be significantly compromised, entry
restricted or a subsidy provided. In trying to determine the likelihood of such
an outcome, Crew and Kleindorfer conclude their paper by stating that “The
sixty four billion dollar question is how big a USO and how much entry?
The cutrent state of knowledge is inadequate in answering it”.

It is clear that if little entry occuors then a graveyard spiral will not arise.
This is the central case developed in Cohen et al (2004, 2005) for the USA.
Cohen et al (2004) in their benchmark case estimate that less than 20% of
muail is contestable and, unless entrants are assumed to be very much more
efficient than USPS, most of the contestable traffic would remain with USPS
if delivery were open to competition. Furthermore, limited entry and the
implied low level of financial return would make it difficult for entrants to

* We wish to thank the editors, Helmuth Cremer, and Philippe De Donder for valuable
comments and suggestions on earlier versions of this paper,
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attract funding from capital markets. Earlier work by the USPS suggested
that the risk of entry would be higher (Kolin and Smith, 1999). Cohen et al
(2004) also examine cases where much more entry is assumed to occur and
here find that price increases, in some cases very large ones, would provide
sufficient revenue to allow USPS to maintain financial equilibrium after
entry, By contrast, Crew and Kleindorfer (2005) and D’Alcantara and
Amerlynck (2004} develop models which indicate that a graveyard spiral is
possible in the absence of a subsidy or significant relaxation of the USQ.

In this paper we examine the prospects for a graveyard spiral in the UK,
focusing on the case where the USC remains unchanged so that the key
issues involve the second of Crew and Kleindorfer’s uncertainties, namely
the extent and implications of entry, In this we use Roval Mail data and
apply it to a model of competitive entry. We follow a similar approach to
that adopted by Cchen et al (2004) and calculate the scale of price increases
necessary to offset losses in contribution due to entry where entrants do not
react to changes in Royal Mail’s prices and the definition of universal
service is unaitered. Clearly, there are other ways to try to recover the losses
in contribution arising from competitive entry, most notably through
improvements in the underlying efficiency and cost level of Royal Mail, and
although these are not considered further in the paper they impact on the
prospect or otherwise of a graveyard spiral. Royal Mail’s prices are subject
to price controls on their overall level and at product level through sub-caps.
However, the UK regulator’'s primary duty is to ensure the provision of a
universal postal service so we report results in the paper which allow prices
to change to required levels irrespective of the terms of the current price
control.

The paper is structured as follows. Section 2 outfines our approach and
results are reported in section 3. In a final section we draw conclusions and
implications from our results regarding the requirements for financial
equilibrium of USPs in a liberalized postal market. An appendix sets out a
brief statement of the model used to evaluate the prospects for a graveyard
spiral.

2. OUTLINE OF APPROACH

With an unchanged USO, liberalization and ensving entry are likely to
lead to a loss of contribution by a USP which is required to meet the fixed
costs of universal service provision. How significant this loss of contribution
is likely to be is an empirical question. In terms of a forward-looking
assessment of whether such a loss is likely to lead to a graveyard spiral, it is
necessary as a minimum to formulate and calibrate a quantitative model of
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entry and to specify clearly the form of liberalization in a well-defined
scenario.

In this paper we address this question using Royal Mail’s entry pricing
model (EPM). A summary of the model is set out in the appendix which
contains the technical detail and calibration of the base case underpinning
the results presented n the main paper. The EPM models entry to the postal
market as betng cream-skimming in nature with entrants choosing to enter
most where contribution or margins are highest. Such differences in margins
are created by a lack of full cost reflectivity in the overall level of prices of
Royal Mail products and by various characteristics of the postal market,
most notably the existence of uniform (geographically averaged) tariffs for
products in the universal service. The EPM incorporates the option of entry
through downstream access {DA) to Royal Mail's network both by entrants
and by final customers (customer direct access (CDA)). Both the EU
Directive and Royal Mail’s License mandate access to Royal Mail’s network
by both types of user.

The model is used to analyze a particular liberalization scenario which is
evaluated, first, for the base case calibration values set out in the appendix
and then for various sensitivities on these parameters. The scenario
examined in the paper is one of full liberalization which allows entrants {0
offer, if they find it profitable, end to end (E2E) services through their own
delivery network (or bypass) to any segment of the market. The prices
entrants can charge are not constrained to require uniform pricing.
Additionally, entry can occur through DA. As shown in the appendix, the
EPM models the impact of variations in access prices and different access
prices result in different patterns and levels of entry. For the purpose of the
current paper, the scenaric adopts the access prices proposed by the UK
postal regulator in May 2003 (Postcomm, 2003).' Above the basic weight
step, these prices were set at approximately avoided cost levels (although
well below this at the basic weight step) and nationally averaged. Access at
these prices would also have been available to customers meeting the criteria
for being able to obtain access as well as to entrants.”

Under this liberalization scenario, entry ieads to a loss of contribution
and this is estimated by the EPM. This loss is calculated on the assumption

U A different sct of access prices would lead to a different outcome in terms of the cxtent to

cntry and hence Lo the possible development of a graveyard spiral. The impact of access
prices is a large subject in itsell and we do not consider allernalive access pricing scenarios
in the current paper. For an extensive analysis of the impactl of allermative access pricing
rales on the financial viability of USPs, welfare impacts and related issues see Crew and
Kleindorfer (2004a) and De Donder et al (2004).

This set of access prices had been proposed by Postcomm for consullation in response Lo a
request for a determination on access prices by a mail operator. Subsequently, in February
2004, Roval Mail agrecd separately an aitcrnative set of access prices with this operator.
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that there is no response to entry and, in particular, that prices remain at their
pre-entry levels. For simplicity and to gain insights into the likelihcod of a
graveyard spiral, it is assumed in the modeling that all effects occur instantly
as if applied in the base year of the model, FY2001/02. In practice, the
impact of liberalization takes time to develop before reaching its full effect.
QOver this period other factors are likely to change including cost levels; the
mix of traffic from public tariff or single piece mail towards presorted mail,
which increases the likely extent of entry; a risk of total volumes declining;
and potentially also the values of some of the key parameters in the model,
Furthermore, the graveyard spiral as originally conceived by Crew and
Kleindorfer is a dynamic process where price increases in response to
financial losses due to entry lead to further price increases which cumulate
into growing and unsustainable losses over time. However, the primary
focus of the paper is on the circumstances under which a graveyard spiral
might occur and the phasing and precise timepath of such a development is
of subsidiary interest. Considering a one year effect in this way provides
valuable insights although it is by no means a complete approach for this
purpose. In particular, it may provide a good understanding of the possibility
of a graveyard spiral in the near term but understate these risks over the fong
term,

Figure 1: Example of Switching Function

| Share of Segment
i taken by Entrants 5
|
| 100% -
!
boso% -

80% o

40% -

20% o

00{,—’0 R e T .- . . . -
o 0.1 0.2 0.3 0.4 0.5
Entrants’ Value Ratio, £,

The loss of traffic arising from entry is modeled using switching
functions (Robinson and Rodriguez, 2000). A greater share of traffic is taken
by entrants when the “value” they offer through their services is higher and



4, The Financial Equilibrium of Universal Service Providers 77

this is the basic concept reflected in a switching function. An example is
shown in figure 1 and the technical underpinning is set out in the appendix,

The lower the price and/or the higher the quality of service offered by
entrants relative to Royal Mail, the higher the “value ratio” of entrants and
the greater their share of that segment of traffic. However, because mail
services are differentiated services and some customers, at least, are likely to
show a considerable amount of inertia or loyalty, entrants will gain less than
100% of the market even if their value ratio is high. This can be mapped
through a switching function which is cumulative Normal in form where the
precise shape is defined by the mean and variance of the distribution, The
calibration of the switching functions varies across segments of traffic and
the parameters are set by making assumptions about the amount of traffic
switching to entrants at an equal/price quality offering (the point at which
the switching function crosses the vertical axis) and the value ratio at which
the maximum rate of switching occurs, The loss of traffic by segment due to
competitive entry, under the assumption that Royal Mail prices remain
unchanged, is used to calculate the loss of revenue, reduction in costs and
loss in contribution arising from hbcralization®,

The approach followed is then to seek to recover the loss of contribution
arising under this scenario by applying an algorithm in the model which
raises prices on all Royal Mail products, initially by an equal percentage
amount. The use of equal percentage increases follows the approach adopted
by Cohen et al (2004) and applies both to the prices of all E2E services and
to access prices. As shown in the appendix, an increase in Royal Mail prices
has no impact on prices for postal service offered by entrants through bypass
but it raises the prices of entrants using DA as part of their service. Note that
the switching functions and elasticities in the model differ across products
and this implies that prices reach their contribution-maximizing level at
different increases compared with their starting points.

Tn the algerithm, prices continue to be increased either until the pre-
liberalization scenaric level of contribution is regained, which indicates that
a graveyard spiral will not take hold, or ever increasing price rises cause
contribution to fall back, which indicates a turning point in contribution with
respect to prices at below the pre-liberalization scenario level. The latter

* Note that implicil in the formulation of ihe switching functions is the assumption that in

principle, at least, all mail is contestable. However, in practice, for many 1ypes of mail the
prices entranls would have to charge would be very high (their value ratio would be very
low) while cuslomers would be reluctant to move (the switching function would cut the
vertical axis in figure 1 close to the origin and be very flat}. For these types of mail,
entrants would be modeled to take close 1o 0% ol that segment and hence effectively that
mail would not be contestable (hrough a bypass service although the existence of DA
implies that cntrants have a lower cost alternative to offer service to such segments. This
would improve the valuc they offer but not affect the switching functions.
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case implies a graveyard spiral in the specific sense that price increases
alone are unable to secure financial equilibrium. Of course, as noted earlier,
there may be other, non-price means to try to ensure the cost of continuing to
provide the USO is met but these are not considered further here.* Additional
information on the algerithm is set onf in the appendix but the basic
methodology is outlined here. Let &% represent Royal Mail’s contribution
from its postal network pre-entry, 7
at pre-entry prices (implying thatz™ <z*) and B, represent a factor

represent its contribution after entry

indicating a proportionate increase in the price of product ;j (j=1,...J).
The algorithm adopted increases f3, for each product in small increments
until 73" =7z* so that the pre-entry level of contribution is recovered

where:
E;a.w_iﬂ_ku_i RM RM(1+ﬁ )—C] (1)
8 Tolia= ol 1P e :

and 7% is the contribution on product j after the pre-entry price of

product j, p, is increased by the proportion f,; ¢;" is the volume of
product j after the increase in price; ¢; is the unit cost of an item of product
j and the term inside {] measures the contribution from an item of product
7% As noted above, the algorithm does not attempt to model the dynamic
timepath of price rises leading to losses which lead to further price rises
which then either lead to 7" regaining the level 7" or become ever larger
to produce a graveyard spiral. Instead it adopts a sequential approach to
identifying the 8, which yield the lowest price increases to recover loss of

contribution or those yielding the maximum level of contribution if the loss
cannot be recovered in full.

We apply two metheds in determining the set of J,. First, 5, = £ or that
all products are increased in price by an equal proportion, S . As prices are
increased, contribution per item rises (the term inside [] increases) but
traffic switches to entrants through the switching function {s¢ that volume,

4 A fuller discussion ol alternative means of funding the USO under liberalization and the

wider issues involved in this is contained in De Donder et al (20{2a).

Expression (1) is a simplified version of EEM lo allow the methodology Lo be outlined
bricfty. The algorithm uses a more detailed formulation at the grealer level of
segmentation which identifies separately entrant access and CDA (expression (14} in the
appendix).
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g;", declines). Under this approach, when the value of £ is sufficiently
high the volume cffect will begin to dominate and contribution will start to
fall on some products. We therefore apply a second approach which
differentiates /3, across products. Define ﬂ: as the value of #, which

maximizes contribution for product j. Then price increases vary according
to the following rule:

B, if aa’;;' >0
B; = o @

o
! if i,
g i 5

or that #; is adopted if contribution for product j rises following a small
rise in B, but that if contribution falls for a small rise in ., then /5’! is used
instead to calculate that product’s price. Given the nature of the profit
function in prices,® this implies that £, is given by min ,b’:} so that
where price increases can be differentiated across products prwes are raised
only to their contribution maximizing level’. If prices need to be increased
further to regain the pre-liberalization level of contribution then these
increases are applicd enly to those preducts where prices remain below their
contribution maximizing level.

As will be seen, the second approach can produce lower average price
increases and, indeed, allow a greater level of losses to be recovered. It
leads, however, to significant differences in price rises across products and
implies that the differences in contribution per item prior to entry can be
changed significantly by these price changes.® In the paper, an improvement
in contribution can be achieved by applying this differentiation at a level that
is still highly aggregated and assumes geographically averaged prices.
Within the model it would be possible, as a benchmark exercise, to
differentiate prices far below this to the level of the individual segment or

¢ This is approximately quadratic in form although because the EPM is an operational

model using business data rather than mathematical functions there may be lack of
smoothness in some of the outputs from the model.

In the differentiated prices application of the algorithm we do not model potential cross
price cffects where the change in relative prices might lead to 4 movement from higher to
lower priced products other than the cffect of changing the relative price of access and
E2E services which is an explicil part of the model, Because the change in E2E relative
prices would probably imply some swilching {rom higher Lo lower contribution products
the omission of cross price impacts understates the necessary rise in prices Lo reach JIEM .
although probably by quitc a small amount, :

A formal analysis of this subject is contained in De Donder ct al (2001).
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route to identify, in theory, how much contribution could be recovered
through complete differentiation of prices. * This would also provide some
insights into the extent to which averaging and uniformity of prices leads to
higher prices overall given the requirement to achieve financial equilibrium.

3. RESULTS

3.1 Base Case

Results for the base case scenaric using the EPM and the methodology
outlined in section 2 are summarized in table 1. Volumes, prices and
contribution levels are indexed to pre-liberalization scenario values equal to
100 to simplify presentation.' For the scenario of full liberalization with
access as outlined in the previous section and applying the model and
parameter values set out in the appendix, delivered volumes fall by 19%
(index at 81). Within this amount, E2E volumes decline further than this
from their pre-liberalization scenario base but delivered volumes also
include access, either by entrants or CDA, and this reduces the fall in total
delivered volume. The decline in contribution 1s substantially more than the
drop in delivered volumes. Partly this is due to access on which the
contribution per item is less than for E2E items at the basic weight step,
given that this scenario includes the access prices from Postcomm (2003).
However, it is due also to the differential entry projected by the EPM across
segments of traffic and cream-skimming,

The results reported in table 1 indicate that, for this scenario of bypass
and access, if prices were to be increased equally across the board (4, = §
for all B;) an average price rise of 50% (index=150) would be required to
recover the loss of contribution. Price increases on this scale would cause
delivered volumes to halve, partly through swatching to entrants but also
through price elasticity impacts of higher prices on segments of traffic where
entry is unlikely even at these prices. The final row of table 1 also shows that
if price increases were to be differentiated (4 = min{ﬂj, B 1) it would be
possible to raise prices overall by less than if equal increases were applied.
In the scenario evaluated prices would rise on average by 37% rather than
50%. Furthermore, within this average of 37%, the required price increase
for every individual product group would be less than the across the board
average price rise of 50% using the approach of equal price increases. The
reason for this is that products with a higher price elasticity would not have

The complex nature of cross price effects would lead to an exercise of this kind producing
results which were only approximate in nature,
1 That is to the base year {2001/02) values of the modal.
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their prices raised above their contribution maximizing level for to do so
would worsen contribution. Hence the contributicn to be raised from other
products is less so that price increases on these other products can also be
less, a beneficial effect which would be likely to increase with the degree of
price differentiation. Delivered volumes, although significantly lower than at
unchanged prices, would be higher than in the case where prices rise equally
across all products.

Table 1: Liberalization Scenario of Bypass and Access: Base Case
Index Numbers, Pre-liberalization Case = 100

Lelivered
Price’ Volume® Contribution

Pre-liberalization scenario 100 100 100
Following liberalization
scenarto:

- at unchanged prices 100 8l 68

- recovery of contribution by 150 50 100
equal price increases )

- recovery of contribution by 137 51 106

dilfercntiated price increases

!The index numbers for prices arc calculated as 100.{1+4) where post-cnity values of Fare found
using the algorithmn described in the paper.

2 Delivered volume is the sum of end-to-end items and downstream access. Accoss prices used are
as set out in Postcomm (2003).

The results reported in table | do not support the proposition that
graveyard spiral will arise in the base case for the liberalization scenario
under review, However, the prospects for entry are inherently uncertain and
some of the variables and parameters in the model may change over time.
This raises the issue of how sensitive the results in the base case are to the
parameter values and under what circumstances a gravevard spiral might
arise.

3.2 Sensitivities on switching function

There are 4 number of elements in the model where sensitivities show a
significant range of possible outcomes and we focus, first, on the calibration
of the switching functions. For products that are commodities and have low
switching costs, a relatively small change in price results in entire volumes
switching from one supplier to another so that switching functions are much
more like a step function in form. For differentiated products where
switching costs are likely to be incurred, such as mail services, an S-shaped
formulation is more appropriate but the question remains of how steep or flat
the switching functions are in practice. The steeper the switching functions
are, the greater the underlying propensity of customers to switch supplier
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and hence the more likely a graveyard spiral. However, while market
research and contingent valuation techniques can provide useful information
on this key sensitivity, there is uncertainty about the precise shape of these
functions and whether they will change in the future and these will only be
confirmed as the impact of liberalization unfolds into the future,

Far the purpose of formulating sensitivity testing of the parameters of the
switching functions in the EPM, unfortunately it is quite difficult to provide
a simple, intuitive summary indicator which reflects fully changes in the
shape of the switching functions collectively for all products. However, we
have focused on testing the effect of varying the mean of the distribution, at
the same time adjusting its standard deviation such that the functions
continue to imply approximately the same market share for entrants at an
equal price/quality offering as in the base case. In figure 1, this is equivalent
to steepening the curve but holding the point where the function cuts the
vertical axis constant. A summary of our results is reported in table 2. The
first column of the table is a summary indicator of the propensity of
customers to switch which is a (volume) weighted average across all
products of the price discount relative to RM prices that entrants would
require to offer to be able to take 50% of the total market."! This does not
mean that entrants will take 50% of the market as their prices will almost
certainly be higher than this value compared with RM prices. Rather, if
customers were to be more responsive to price than in the base case then the
percentage discount that would be necessary to gain 50% of the market
would be smaller than if they were less responsive to price differences. In
the base case, this percentage discount is 37%. Successive rows of table 2
record lower values of the average discount and hence that customers would
have a higher propensity to switch than in the base case. In the final row, an
average discount of only 21% in entrants’ prices relative to RM’s prices
would be required for 50% of the market to be taken by entrants.

The second and third columns of table 2 report results for the case where
prices of all products are raised equally in order to try to recover the loss of
contribution due to entry. At higher propensities to switch, summarized
through the indicator of a lower discount to RM prices for customers to
switch to entrants’ services, the average price increases required to recover
the loss of contribution rise quite sharply. When this indicator is 32%, the
average price rise required would be 120% (index = 220). If customers have
a higher propensity to switch than this case, price increases alone would not

""" This is perhaps the simplest way (o inlerpret the mean of the distribution underpinning the
swilching {unction. However, qualily enters the value ratio as well as price so that the full
interpreiation is more complex (see appendix). Noie also that this indicator is closely
related to price clasticitics which would be more intuitive buf are complex to extract and
summarize across products and segments of traffic,
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recover the loss of contribution which given the assumptions in the paper
then implies the existence of a graveyard spiral. In the case with the highest
switching propensity (indicator at 21%) only about two thirds of contribution
would be recoverable. Note also that the contribution maximizing price
increase becomes lower at higher switching propensities,

The remaining columns of table 2 repont results for the differcntiated
price increase case, reporting also the highest price increase applied to any
product. As in the equal price increase case, the price increases required to
recover the loss of contribution due to entry arc higher at higher switching
propensities.

Table 2: Liberalization Scenario of Bypass and Access:
Sensitivity Testing on Parameterization of Switching Function

Index Numhers, Pretiberalization Case = 1{({}

Summary Todicater

of Switching _ EBoualPrce Inoreasc - Difforcntiated Prieg Incrense
Propensity !
. 32 L g . Highest -
Prce Contribution Price . Contribution
Price

37 150 100 137 145 100

35 164 1000 P44 133 100

33 185 [15.0) 147 165 JL]

3z 220 100 150 175 JLiH

31 230 9% 152 188 100

29 230 92 158 245 100

27 215 85 157 2590 493

5 210 79 149 225 83

21 180 68 140 2035 73

1. Simplified summary interpresation of mean and varianee actoss swilching lunctions for all prodoces given by
pereentage sverage priee discount of entrants” prices relative to RM prices reguired if entrants wete to take S0%
of the market. Lower value implies hipher switching propensity so increasing the pessibility of a graveyard spiral.
2. Price (expressed as an index, pre-liberalization price = 100) required to recover loss of contribution due 1o
entry or contnbution-maximizing price where full recovery not possible,

3. Contribution at Tess thun 100 imdicapes that no ingrease i prives recovers the loss of contribution due to entry
and hence that a graveyard spiral would veeur without adiditiona! weany of funding,

However, there are some important differences. First, the average price
increase is significantly below that in the equal price increase case. Products
with higher than average (absolute) price elasticities have below average
contribution maximizing price increases which may indeed imply reductions
in prices are nmecessary to maximize contribution on that product. These
products have their prices held at that level so only other products would
have increases to their prices. Secondly, the highest price increase on an
individual product is still less than the average across all products in the

12" This is an implication of the demand functions being lincar in form (sec appendix).



84 Chapter 4

equal price increase case where the loss in contribution can be recovered in
full. ® In this sense, differentiated prices clearly dominate equal price
increases because every customer faces a lower price in the price
differentiation case. Volume levels, although not reported, are significantly
higher as well. Thirdly, the likelihood of a gravevard spiral is reduced and
price changes can recover the loss of contribution at a higher underlying
propensity to switch. However, if the propensity to switch is high enough
differentiated price increases would be unable to recover the loss of
contribution in full and a graveyard spiral would occur if there were no
alternative or additional means of funding this loss. This is an important
result common to both equal and differentiated price increases: a graveyard
spiral is possible if customers have a high enough propensity to switch
supplier.

3.3 Sensitivities on Entrants® Costs

There are a number of other parameter values which have the potential to
impact significantly on the results reported above including non-price factors
such as service specification and quality of service. However, we limit
sensitivity testing to a second specific area which is a key element of
entrants’ value, namely entrants’ costs and hence prices. Table 3 reports
results for the same cases on switching propensities as table 2 but where
entrants’ costs are 10% lower." The pattern of results is similar to those
reported in table 2 but lower entrant costs increase the likelihood of a
graveyard spiral. In the equal price increase case the summary indicator of
switching propensity (the average discount on RM prices for entrants to gain
a market share of 50%) would only need to be above 33%, rather than 31%
in table 2, for contribution to be recovered in full. Furthermore, substantially
higher price increases would be required so that at the base switching
propensity indicator of 37% prices would have to be increased by 77% rather
than 50%. At ali other values of the switching propensities, the contribution
maximizing prices also would be above those reported in table 2, in some
cases substantially so. However, despite higher prices less contribution
would be recovered at each value of the indicator of switching propensity.

The highest increases are on public tariff (single picce) products. Except at the lowest
switching propensitics other prices would be at their contribution maximizing level so that
the column reporting the highest price also represents the path of singlc piece prices as
swilching propensities rise.

In terms of figure 1, this is equivalent to entrants having a higher valuc ratio for a given
shape of switching function. The additional gain in entrants’ share implied by (his vares
by product.
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A similar pattern of conclusions can be drawn from the case of
differentiated price increases where entrants’ costs are lower by 10%
compared with those reported in table 2. The likelihood of a graveyard spiral
would be greater where entrants’ costs are lower as this would occur at a
lower switching propensity (the value of switching indicator would only be
required to be above 319 rather than 27%). Price increases would be
significantly higher than in the base case and the maximum amount of
contribution that could be recovered would be lower if a graveyard spiral
were to develop putting additional demands on alternative forms of recovery.
Therefore a relatively small change to a key variable in the model, entrants’
costs, produces a significant impact on both the extent of price increases that
would be implied if prices alone were used to try to recover the loss of
contribution due to competitive entry and the prospects for a graveyard
spiral. Relatively modest changes to other key parameters and variables such
as non-price factors including service specification and quality would also
have a significant impact on the possibility of a graveyard spiral developing,

Table 3: Liberalization Scenario of Bypass and Access: Sensitivity
Testing on Parameterization of Switching Function and Entrants’ Costs
10% less than in Base Case

Index Numbers, Pre-liberalization Case = 1{}{}

Summary Indicator

of Switching __Eqgual Price Increase  Dillerentiated Price Increase
Pmpensityl
Highest

o Pricc®  Contributiond  Price Pricc Contribution
37 177 100 152 167 100
35 200 100 160 182 100
33 300 97 162 215 100
32 240 93 166 270 100
3l 240 90 171 360 99
29 237 84 166 315 92
27 230 77 144 290 82
25 210 71 140 275 75
21 190 60 132 240 63

1. Simplified summary inteepretation of mean and variance acrass switching funetions for all products given by
percentage average price diseout of entrants” prices relative to RM poces required if entrants wene o tabe 30%
of the market, Lower value implies higher switching propensity so increasing the possibility of a praveyard spiral.
2. Prive {expressed as an index, pre-fiberalization price = 1008 required o recover Toss of contributinn due to
entry o contribution-maximizing price where full recovery not possible,

3. Contribotion at less than 100 indicates that no increase in prices recovers the loss of contribution due to entry
and henee that a graveyand spiral would oceur without additional means of funding,
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4. CONCLUSIONS

In this paper we have examined the prospects for a graveyard spiral in the
UK within a fully liberalized postal market. This includes downstream
access being available to both entrants and customers as well as the
possibility of full end to end competition.” We find that a graveyard spiral
does not materialize in the base case if prices alone are used to recover the
foss of contribution due to competitive entry, although the price increases
required would be large (see table 1). The primary duty of the UK postal
regulator is to ensure the continuing provision of a universal postal service,
so it 15 assumed that price controls could be relaxed in order to allow
sufficient contribution to be retained. Other, non-price measures such as
improving efficiency and changing the specification of the universal postal
service might also be used to recover some, or all, of the loss of contribution
due to competitor entry. However, we have also used our medel to consider
other plausible sets of assumptions regarding the propensity of customers to
switch to entrant services and the implications of lower entrants’ costs and
prices than in our base case. Where the propensity to switch is higher, we
find cutcomes where price increases alone would be insufficient to recover
the loss of contribution due to entry and in some cases by a significant
margin despite large price increases. This result is reinforced in the
sensitivity where entrants” costs and prices are lower (see tables 2 and 3).
The changes to the base case assumptions required to yield such outcomes
are not large and well within the range of what is possible. Further while we
have used a single year application of the model, there are changes over time
which are likely to increase the possibility of this outcome. The mix of
traffic is likely to change towards presort products where entry is likely to be
above average and there is a risk that letter volumes, especially single piece
items, will decline. It may also be the case that the propensity to switch will
rise as entrants’ products become better known and come to offset, at least
partially, the very high level of preference towards Royal Mail products
assumed in the base case parameters. QOur overall conclusion, then, is
tempered by these results to one which states that a graveyard spiral is
perhaps not the most likely outcome in the near term but one that remains a
distinct and realistic possibility over the longer term.

In alt our results we find that significant price increases result whether or
not the outcome is a graveyard spiral if price alone is used to recover
contribution. One conclusion that emerges regarding prices, in all cases, is

' The scenario fs applied to a single year (basc year data of FY 2001/02) as if all impacts of
liberalization come through without delay and uses access prices set out in Postcomm
(2003). As noted previously, a different set of prices would produce results that would
change quantitatively although possibility less so qualitatively.
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that the average price increase to recover or at [east minimize the loss of
contribution due to competitive entry can be reduced by differentiating the
extent of price increases across products. For products where own price
elasticities (in absolute terms) and the propensity to switch are higher,
restricting prices to the contribution maximizing level is preferable not only
for those products but also for others as it lowers the total amount of
contribution that needs to be raised from other products. Indeed, as a
consequence, raising prices differentially across products leads to price
increases which are lower for all customers as well as reducing the
likelihood of a graveyard spiral (sec tables 2 and 3},!°

There remains, necessarily, a high level of uncertainty surrounding key
parameter values, for example regarding the propensity of customers to
switch to entrants’ services, and how they may change over time. Although
market research and contingent valuation techniques can provide some
guidance on this and should be undertaken on a regular basis, ultimately it is
what customers do rather than what they say they will do which matters.
Given this level of uncertainty and other changes over time, such as the mix
of traffic and whether the total size of the mail market will decline, there is a
continuing requirermnent to ranage risks to the financial equilibrium of
universal service providers in a liberalized environment, The facility to raise
and where appropriate lower prices is an important component of this but
may not be sufficient on its own.

APPENDIX: ENTRY PRICING MODEL AND
ALGORITHM FOR PRICE CHANGES

The results reported in the paper were derived using the 2003 version of
Roval Mail’s entry pricing model, EPM (2003). An outline of an earlier
version of the model was presented in Robinson and Rodriguez (2000). The
model has since been developed in a number of ways including changes to
modeling of entrant prices and the incorporation of downstream access
(DA). This appendix briefly summarizes EPM (2003) with a high level
overview of the various choices modeled in EPM (2003) shown in figure 2.

Al Segmentation of Volumes and Overall Approach
The starting point for describing the EPM is to view the postal network

as a large number of segments of traffic or “routes”. These segments are not
defined geographically but by six characteristics: product, size, distance

A formal analysis of these issues is contained in De Donder ot al (2001, 2002a).
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traveled, delivery area, delivery type and weight. An example of a segment
of traffic defined in this way is first class stamped letters under 60g, posted
and delivered within the same postcode area and delivered to a business
address in an urban area. The volume, long run marginal cost (LRMC) and
average price are estimated for each of these segments of Royal Mail traffic
for a base year. The only costs assigned to routcs are on an LRMC basis and
costs which do not vary with volume are not allocated arbitrarity to this
level.

Figure 2: EPM (2003): Choices Modeled in Evaluating Liberalization
Scenarios

RM Products Entrant Products

Customcrs’ currenl.
cholces of RM
products

Existing entrant products
Current State

Liberatization
Scenario: h L 4

Entrants undertake “roake
or buy” choice berwaeen

Customers choose between

1. Pre-market Chaoice cutrent choice of RM

products and direct access
(CDA)Y option using 4
switching function
comparing the cost saving
of CDYA on cach route

using DA or own delivery
network via caleulation of
the option providing the
higher entrant valuc on
cach route.

Customers choose in the liberalised market
between preferred RM product and entrant
offering on route via switching function
using entrant value ratio on toute.

2, Market Choice

h
Customers’ choices over: RM existing E2E
! products; RM customer direct aceess; RM

| enlrant access; Entranl bypass

| 3. Outeomes

Given the existence of a uniform and weight-based pricing structure, the
average price for a segment of traffic is determined by product and weight
but costs vary by each of the other characteristics in defining segments
outlined above. Consequently, contribution (defined as average price minus
LRMC) for individual segments of traffic varies significantly being high in
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easy to service segments of the market (e.g. delivery to businesses in urban
areas) and low or negative where LRMCs are high (e.g. delivery to
households in rural areas).

A “liberalization scenario” is required to specify the nature and timing of
the extent of the opening of the market. An example of a liberalization
scenario is the EU Directive’s reduction in the reserved area to a weight limit
of 50g in January 2006 which will open all traffic between 50g and 100g to
competition (Official Journal, L176/21, 2002). As shown in figure 2, there is
a two-stage procedure in evaluating a particular liberalization scenario. First,
there is a “pre-market choice” stage. With regard to Royal Mail products,
customers can choose between existing products and directly accessing
Royal Mail’s delivery network (customer direct access (CDA)). Entrants
also undertake a pre-market choice which is the “make or buy” decision
between the use of DA and setting up their own delivery networks. The
outcomes of these pre-market choices determine which products and prices
form the potential basis for the market and to determine how much traffic
switches to entrants and how much is retained by Royal Mail”.

At the second stage (the “market chotce™) entrants’ products are now
available to Royal Mail customers who, to a greater or lesser extent, may
decide to move to competitors, The factors which affect this movement wilf
be both price and non-price for it is the overall price/quality oftering that
ratters to a mailer’s decision as to whether or not to switch to an entrant’s
service. This market process is modeled through the use of a switching
function approach which has been used in the telecoms sector and elsewhere.
The impact of entry i1s modeled on the assumption that there is no response
by Royal Mail (for example, in terms of the prices it sets} in the face of
entrants coming into the market. This allows a clear line to be drawn
between the cffect of further liberalization, which is modeled by the EPM,
and the effect of a response to entry (subject to competition and regulatory
constraints) which needs to be considered separately. The analysis in the
current paper makes use of the EPM for this purpose as well by taking the
outputs from a base case run of the model and then evaluating the use of
price to offset the loss of contribution arising from entry.

" In practice, the alternatives of CDA and using an enirani’s service, either with or without
DA, are available simultaneously subject to phasing. However, il is uselul to muke the
distinction between pre-market and market choices in understanding the logic of the
model.
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A2 Entrant’s Value Ratio and Extent of Switching

The “value ratio” of entrants is fundamental to both the “make or buy”
choice of entrants regarding delivery and the market choice. Consider
initially a situation where only price impacts on a mailer’s decision of which
postal operator to choose'. Then switching to an entrant occurs if its price,

p, is sufficiently below Royal Mail’s, p, or if:

i

E
B < b (3)

where { 1s the segment of traffic orroute (i=1,.... N where N is the total
number of segments of traffic) and b is the price ratioc below which

switching starts on that segment. No switching would occur if the entrant’s
price were above this ratio and the lower this ratio the more switching would
be likely to oceur.

However, because the mailer’s choice will be affected also by non-price
factors, two relativities between Royal Mail services and those of entrants
matter — price as set out in expression (3) and “quality” or non-price factors
widely defined. These ratios are weighted together by the relative
importance mailers appear to place on these factors. Rather than switching
being identified purely in terms of a price ratio, this extended case does so in
terms of a weighted average of two ratios or a value ratio, V. Then
switching from a particular segment of traffic occurs if:

pE w1
V=8| —r |+ (1-8).| 5 |<b )

where V,is the value ratio of Royual Mail for a particular segment of traffic;
o, is the weight (as a proportion of 1) that the mailer gives to price; (1 - (5',]
RM

is the weight the mailer gives to quality or non-price factors; | —— | is the
14

ratio of Royal Mail’s quality level to that of entrants (=1 where the two
quality levels are equal) and b is the value ratio below which switching

starts If the entrant’s price and/or Royal Mail’s quality is sufficiently low,
matlers will switch and clearly the lower this overall ratio (the lower the

¥ This treatment follows that set out in Robinson and Rodriguez (2000)
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value offered by Royal Mail) the greater the extent of switching. Here, b’ ,
a price ratio, is replaced by ], a value ratio.

Expression (3) can be rewritten as:

RM £
;. TP
ppT e b{.‘” (5)

or that where the price of entrants is lower (and so the price difference with
Royal Mail larger) then the greater will be the switch of traffic to entrants
from that segment of traffic. Extending this formulation to include non-price
factors and applying the manipulation applied to {3) in the same way to {4)
leads to switching occurring if:

P 1-0-8)| S | |- 6.8
I = >1-b (6)

where 7, =(7-V,) and can be thought of as the entrant’s value ratio for that
segment of traffic. If only price matters (&, = I), then (6) reduces to (5). But

I

more generally non-price factors are important to mailers (so that 0 < 8, < 1)
and [, is used in the model. The poorer the value offered by Royal Mail (the

lower the value of V), the higher the value of 7,, then the better the offering

of the entrant becawse of price and/or non-price factors and, hence, the
greater the expected switch of traffic'.

As noted previcusly, entrants undertake a “make or buy” choice with
regard to whether the product they offer invelves delivery via their own
network (bypass) or through DA. This choice is made by selecting that

option which has the higher value ratio on a route or:

I,=max{l,, . 1} 7

where I, is the entrant’s value ratio associated with the service being

offered through DA and [, is the entrant’s value ratio for a service offered

i

¥ More formal models can allow the quality of an entrant’s service o increase as the number
ol routes il serves increases although in an operational modcl such as the EPM it is
complex to incorporate such an exlension explicitly (Cremer et al, 20013,
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through bypass. Non-price factors may also differ between these alternatives
but it is likely to be price and cost differences which dominate an entrant’s
choice of whether service is offered through DA or bypass.

The market structure underpinning the pricing approach of entrants is one
of monopolistic competition (De Donder et al, 2002b). Under this entrants
have an explicit fixed cost to recover which they achieve by setting their
price at marginal cost plus a mark-up. Entrants disregard the pricing of other
operators in setting their own price {either because they are relatively small
scale or behave myopically) and entry occurs up to the point where entrants
break-even, afier recovering their fixed cost.? The overall marginal cost of
an entrant for a given segment of traffic can be separated into two
components: all elements other than delivery, c., and delivery, cj,. The
entrant’s offer price for service through bypass on a given route, p, , which
is used to calculate /,, in (7) then can be formulated as:

pE=ci 1+ af)+ei (1 +27) (8)

where zF s a set of uplift factors or mark-ups to cover fixed costs

(including a return on capital) on cost components other than delivery and
x5 is the overall uplift factor to recover fixed costs in delivery. For certain

segments of traffic ¢.g. deep rural areas, 75 might be very, very large?. The

corresponding price potentially charged by an entrant using DA, p’ , which
is used to calculate /,, , in (7) can be formulated as:
E__E £
pai _-cm' (I-I— T )+ai (9)

 In a full theoretical formulation, the solution of such a model would be driven by the
demand side and, in particular, by the price clasticity of demand. From this, the nwnber of
cntrants that can be sustained by that part of the market can be caleulated from the overall
contribution raised and the fixed costs {or each enlrant such ihai, after cntry, cach cntrant
is just able to break-even and recover its fixed cost as well as a return at a normal rale of
profit (De Donder el al, 2002b).

Under monopolistic compelition and free entry the overall sum recovered through the
mark-ups or uplift factors 7 and ;;df jointly is just sufficient to recover an entrant’s fixed
cost (including a return on capital) but ne more than this for a higher mark-up would
encourage further entry so driving down price to the sum of marginal and fixed cost. The
overall amount of fixed cost to be recovered is identified by assuming a proportionality
between marginal cost and fixed costs with a different factor or mark-up for different
componenls of cost; in particular, thal there is more [ixed cost to an entrant in putting in
place a delivery network than there is for other clements of cost such as-the sorting of
letters.

Il
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where a; is the access price to Royal Mail’s delivery network for that

segment of traffic,
The relationship between the value ratio of entranis on a route, I,, and

the share of traffic that they gain, s,, is defined by a switching function

which is camulative Normal in form®. An example is shown in figure 1. At
higher values of [, entrants gain a greater share of traffic but the rate at

which they do so depends also on the value ratio itself. The curve is steeper
in its central region but flatter to the extremes. Very few mailers may wish to
switch unless the additional value offered by entrants is significantly higher
than Royal Mail but once a certain differential in value opens up traffic may
move fo entrants in greater quantities, However, cven at very high values of
/, some mailers would be reluctant to switch so that the curve again

flattens®. Note that following entry there are two prices on a route, p™ and
pF, and in general, pf<p® . Consequently, the new average price for a

segment after entry is lower than previonsly and so volumes higher. In
particular:

pl=s,.pf+{1-s).p" (10)

1

where p;” is the overalt average price on segment i after entry and hencc:

™~

£ RAM
gt =q". 1+[ﬁTﬁ’*‘].qi (1)

wherc g is the [evel of traffic (Royal Mail’s) on route { prior to entry and
77, is price elasticity of demand for traffic on that segment so that
g™ is {I-s.) of (11). Total traffic retained by Royal Mail is its original
traffic level factored by the growth of traffic on the route due to the new

average price and scaled down by the proportion it retains of this new market
volume.™

2 The context for swilching functions of this form is outlined in Crow and Kleindorfer

(1992}
A swilching funetion approach is also used for the pre-market choice of the extent of CDA
chosen by customers. For this choice, the percentage ol traffic switching to CBA depends
on the extent of the cost saving from direcl access compared with the service currently
taken vp by customers.

The demand function at {11} is lincar in form, the slope being determined by the opening
( 7y ) pair and 77, at that point, so that the price clasticity varies with price.

23

i
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A3 Impact on Royal Mail’s Contribution of a Given
Liberalization Scenario

The impact on Royal Mail's contribution of a given liberalization
scenaric can be calculated from the output of the evalvation of market
choices and the extent to which Royal Mail volumes switch to entrants. Prior
to the liberalization scenario, Royal Mail’s overall contribution from its

postal network, #* | is given by:

x" = iq?’ {p™ —c) (12)

where ¢, is Royal Mail’s LRMC on route {. With liberalization, scgments
of traffic divide into those where entry occurs by entrants offering their own
EZ2E service (i€ E2E} and those where entry occurs through entrants offering
a service by making use of DA (i€ DA). Furthermore, access through CDA
can occur on either type of route (i€ CDA).

For each segment of traffic, liberalization results in a new lower value of
Royal Mail E2E traffic after cntry, ¢ . The entry pricing calculation
assumes no price response in the base case and that LRMCs per item are
invariant with voloume over the ranges considered in the model.
Additionally, on CDA and DA routes Royal Mail is paid an access price and
tncurs a cost in providing access to customers or entrants respectively.
Hence, Royal Mail's overall contribution following liberalization, ™ s
given by: '

M .
M v w 4 RM | RM
3 _ZQi (pr' _{'I)+_§A‘h (a:' _(cdf O, ))

I e

CDA RM RM
+ Z 4q; (a:' - (Cdf +og ))
e CilA

(13)

where ¢ is the level of DA traffic for segment #; g™ is the level of CDA
traffic for segment ¢ ; and (cfl.” +cR ) is Royal Mail’s LRMC of providing

DA or CDA for segment [ expressed as the sum of a delivery and an
acceptance charge. The first term in expression (13) is the contribution
Royal Mail achieves on its E2E traffic under the liberalization scenario; the
second term is the contribution it achieves by selling access on segments
where entrants provide service through DA; and the third is the contribution
it achicves by selling access on segments where customers make nse of

CDA. Roval Mail's E2E volumes after competitive entry will be at or below
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their levels pre-liberalization (qf‘" <g/ ) and consequently overall
contribution from Royal Mail’s E2E traffic will be lower. The first term in

(13} is therefore less than 7™ given by (12) but the introduction of DA leads
to new sources of contribution as indicated by the second and third terms in

(13).

Ad Algorithm for Changing Prices to Eliminate
Contribution Loss

It is the case, in general, that 7™ < 7" . As explained in the main paper

an algorithm is applied within the EPM which seeks to recover this loss of
contribution by ecither an across the board increase in prices or by onc
differentiated by product. Expression (1) is a simplified version of:

np =2q (p (1+8)-c.)

+ 3 g1+ 8)- (e v e)) (14)

iemﬁ

+ 3 qflalr+ B)-(l +cl)

e CDA, S

which subsumes the J groups of products tn (1) within the N segments of
traffic, disaggregating these also by E2E, DA and CDA. In (14), B, isa

factor indicating the proportionatc increase in price on the i* segment of
traffic and the subscript # applied to g™ ,4™ and g™ represents the
values of these variables when all prices are factored up by the proportion

B

Note that as prices are increased there are significant effects on relative
prices as well as the level of prices and hence on each of these variables
relating to volumes in (14). In terms of figure 2, an increase in Royal Mail
prices encourages custorners to switch to CDA compared with Royal Mail's
E2E products because this widens the absolute price difference between
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[
these alternatives for customers {for pre-market choice, W>O)'25

Secondly, an increase in Royal Mail access prices encourages entrants to

favor offering service through bypass, whose offer price is unaffected, and
DA

lowers the demand for DA whose price has increased, { ; < 0]. Finally,
a,

i

in terms of the market choice, an increase in Royal Mail prices worsens its
E2E prices relative to those of entrants and lowers its traffic relative to the
base. This is a second, direct factor leading to a fall in Royal Mail E2E

RAf
volumes in addition to the encouragement of CDA, (aq < OJ‘

ap A

All these effects and their consequential impact on contribution are
modeled in the EPM as part of the algorithm to search for 8, to satisfy the

condition 7" =z". The pre-market choices of customers and entrants

directly follow from the revised prices. However, the market choice is more
complex to track. In terms of the switching functions illustrated by figure 1,
higher Royal Mail prices improve the entrants’ value ratio, /., defined in (6)
leading to a greater share of that segment of traffic being attracted to
entrants, s,. As Royal Mail’s prices rise the non-linearity of the switching
function implies and contributes to variations in own price elasticities for
Royal Mail’s products which have their greatest absolute value close to the
steepest part of the switching function. As shares, s, change so too does the

average price for that segment of traffic, p:', which may rise or fall, from

(10); this determines the overall demand, qf, through the size of the price
change and the price elastictty for traffic on that segment from (11); and
hence, finaily, Royal Mail’s lower traffic volume, ¢™ , as (1—s,) of (11).

A5 Routes, Calibration and Sensitivities

Entry is modeled in EPM (2003) at the level of the “entrant route”. These
are defined as segments of traffic from combinations of products (29); size
(2, letter, packet); distance (2, local, non-local); delivery area (3, city,
suburban, rural); mail recipient (2, business, household); and wetght steps
(4) yielding a total of some 2,570 non-empty segments of traffic in the

B I access prices were set on a strict avoided cost basis then the retail price alone could be
increased and this would maintain the absolute price difference between access and E2E
products.
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2001/02 base year of the model. The large number of segments reflect, in
part, Postcomm’s approach to the opening of the UK postal market
{Postcomum, 2002) which requires modeling of phased liberalization. The
mode] has been calibrated using information from various sources including
the EU liberalization studies (MMD, 1999); internal market research and
cost information; operational assessments; and demand studies (Nankervis et
al, 2002). Some of the calibration values are as set out previously in
Robinson and Redriguez (2000) but others have been updated to take
account of new information. The values used in the base case of the current
paper are set out below.

Beginning with the entrants’ value ratio, (6), &, is 0.4 for all First Class
public tariff segments of mail, 0.5 for Second Class and 0.7 for all other

R

(mainly presort) mail. The quality ratio {V*'E J is set at | as the default and
¢

for the base case in the current paper.®® The cntrant offer price for a bypass
service, p., starts from the cost elements summing to Royal Mail’s LRMC,

¢, , and then applies mark-ups 7., and 7 to these cost elements reflecting

fixed costs entrants could be expected to incur in offering service. For the
base case these mark-ups are as follows: stamped mail: business mail —0.4,
consumer 1; sorting and access cost: presort mail (1.4, other ().15; distribution
cost: local 0, non-local 0.5; local distribution (.5; delivery: packet 4, flat 2;
delivery to business: city 0.3, suburban 0, rural 3; delivery to household:
city (0.4, suburban 0.8, rural 5; seven-day presort mail to households: city
and suburban 0, rural 5. For delivery cost elements mark-ups are additive so
that, for example, packets delivered to rural business would have a factor of
(4+3) = 7 over and above delivery LRMC or equal to eight times RM’s
LRMC for delivery of such an item. These parameters imply that, while not
impossible, entry will be very costly and hence extremely limited in rural
areas and in mail originating from consumers and abroad; and quite
restricted for other segments such as flats and packets relative to the margins
gained by Royal Mail. For each segment of traffic, the model also calculates
Pre:» entrants’ offer price using downstream access, by replacing entrants’

delivery cost as derived above by the access price for that segment of traffic,
a,. The access prices are those reported in Postcomm (2003) and equation
(7) identifies which type of service entrants offer by segment of traffic.

¥ The guality ratio is set o 1 for end-to-end compelition and o 0.75, 1.1, 1.3 for
downstream access to [irst, second and third class services respectively. The access ratios
vary because a single access offering is assumed and this can be vsed for any service. This
would typically provide a worse than first class service but a better than second (or third)
class service.
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Parameterization of the switching function defines the mean and variance
of the cumulative Normal distribution. More intuitively, the two parameters
are set by assumptions on the percentage of traffic switching to entrants at an
equal price/quality offering and the value of [, at which switching 1s at its

most rapid rate. For the former, 15% of all direct mail segments are assumed
to switch to entrants at an equal price quality offering (so that 83% would
remain with Royal Mail), 10% of other bulk mail and 3% of all other
{mainly public tariff} mail (so that 97% of such mail would remain with
Royal Mail at an equal price/quality offering). The values of 7, at which

switching is at its most rapid are assumed to be 0.15 (direct mail}, 0.18 (all
other bulk mail} and 0.26 (all other mainly public tariff mail). These
assumptions jointly imply that customers are more likely to switch to service
from entrants for presort, direct mail and least likely to do so for public
tariff, single piece mail. Price elasticities to calibrate the demand functions
for each segment of traffic in (11}, #,, are 0.5 for direct mail, -0.3 for other

bulk mail and —0.2 for all other (mainly public tariff) mail,

The results of sensitivities on the switching function and entrants’ costs
are reported in the main paper. For the switching function the value of the
means have been lowered in small steps from (.15, 0.18 and 0.26
respectively while readjusting the value of the variance of the distribution to
maintain (approximately) the values above for the extent of switching at an
equal price/quality offering. Given the uncertain nature of some these values,
and the prospect that some will change over time particularly with regard to
those impacting on the propensity of customers to switch at different
price/guality offerings and entrants’ prices, it is essential that extensive
sensitivity testing is undertaken once a liberalization scenario is defined for
use in the model. It is also possible and important to use various simulation
approaches (e.g. Monte Carlo techniques) to identify ranges around central
estimates produced by the model.
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Chapter 5

Barriers to Entry in Post and Regulatory Responses

Richard Moriarty and Paul Smith
Postcomm

1. INTRODUCTION

Models that have previously been proposed to explain ex-ante the
expected pattern of new eniry in liberalized postal markets have tended to
focus on how new entrants can take advantage of profit opportunities created
by the margin between the incumbent’s geographically uniform tariff and
actual cost structure (Liddiard et al 1999). Royal Mail put forward such a
model when Postcomm began its consideration of how to open the UK
postal market to competition. Notably, Royal Mail predicted that by 2004, it
would have lost about 8% of its market share. Actual entry in the UK postal
market has been very limited. As of January 2004, Postcomm estimated that
new entrants had caplurcd about 1/4 of one per cent of the regulated market,
defined as items weighing less than 350g or priced at less than £1
(Postcomm 2004a). Combined, these new operators handle' fewer letters in
one year than Royal Mail would expect to carry in one day.

This paper examines an alternative approach for understanding the likely
pattern of entry in a liberalized UK postal market and the implications for
regulatory policy. Rather than start from the premise of the incumbent’s cost

The views cxpressed in this paper are the authors and do not necessarily reflect the views
of Postcomm.

Some of the items handled by new entrants arc ‘end 1o cnd’ covering all of the postal
processes [rom collection to delivery, while other items will only be handled for part of the
process, wilth other activities carried out by the customer, e.g. sortation, or Royal Mail
{final delivery).
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functions and business models, we take the perspective of a new entrant
trying to build a business casc for entering the market. Section 2 states how
Postcomim, to date, has opened the market to competition and what has
happencd.  Section 3 examines some key strategic considerations for
potential entrants when assessing whether to invest in the UK market,
Section 4 discusses how the regulatory regime can address the barriers to
entry that may impede the development of effective competition, Section 3
states our conclusions.

2. MARKET OPENING IN THE UK

The EC Directive currently permits competition for mail items weighing
more than 100g and/ or priced at more than three times the basic postal tariff
of the incumbent. Tn addition, Postcomm’s market opening strategy cnabled
operators to compete directly with Royal Mail from | January 2003 (“phase
one”) in three ways. First, operators could undertake conveyance of bulk
mail, from collection through to delivery. Bulk mail is defined as mailings
of more than 4000 identical format mail items from one customer (about
30% of the regulated market by revenue). Second, operators could perform
upstream consolidation of mail from more than one customer for injection
into Royal Mail’s network for final delivery (“access™). Third, operators
could apply for a license for certain ‘defined activities,” such as enhanced
document exchange scrvices for closed user groups. These ‘defined’
activities generally involve handling mail end to end.

Postcomm’s market opening strategy envisaged that from 1 April 2005
(“phase two™) a further 30% of the market by revenue would be exposed to
competition. At the time, Postcomm considered that this might be achieved
by lowering the bulk mail volume threshold from 4000 items to around 500
iterns. The most significant aspect of Postcomm’s market opening strategy
was that from 1 April 2007 (“phase three”), the market should be fully
opened to competition (the “end date™). Postcomm is currently reviewing
this strategy and will announce its proposals for further market opening in
autumn 2004.

So what has happened in “phase one” of Postcomm’s market opening
strategy? Almost 18 months on, Postcomm has granted 13 licenses to
operators to compete with Royal Mail. These operators provide a range of
services including document exchange for closed user groups, tracked
business-to-business mail, and most recently, upstream consolidation of mail
for final delivery by Royal Mail.

Although the range of entry is quite “broad,” it is not “deep” in the sense
of significant volumes of mail being handled by new entrants. So far, new
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entrants combined have captured volumes amounting to 51 million items per
year. This pales into insignificance compared to Royal Mail’s annual
volume of 20 billion items (1/4 of one per cent at the last caleulation in
January 2004). Although entry has involved a broad range of different
services, no entrant has chosen to compete dircetly with Royal Mail for the
delivery of bulk mail to residential customers,

Market shares and the number of competitors are not the only indicators
of the effectiveness of competition. A lot also depends on how Royal Mail
reacts to competition and the threat of competition, including how it changes
its behavior and culture to become more customer-focused and innovative.
There is some evidence that over the last 2 years, Royal Mail has begun to
grapple with turning its business into a commercial organization, Its 3 year
“Renewal Plan” (Consignia 2002), for example, is beginning to deliver
changes to its internal processes to improve its efficiency, including through
reviewing its transport strategy, further usc of sorting technology and
eliminating the second daily delivery.

Reyal Mail has also begun to turn around its relatively poor financial
position (Royal Mail 2004). This financial improvement has so far been
driven by strong volume growth and price increases on regulated products
rather than significant cost reductions. However, some of the efficiency
improvements carried out as part of the renewal plan might feed through into
lower costs in the coming year.

It is debatable at this stage whether these positive signs of change are
mainly a response to the threat of competition, or a reaction to the dire
financial state the company was in 2002. There is a lot of concern among
the public and other intcrested parties that quality of service has declined at
the same time as the financial performance has improved. For the year
2003/4 Royal Mai! failed to meet all 15 of its regulated quality of service
performance targets, including the target that 92.5% of first class letters
arrive the next working day (Royal Mail’s performance was 90.1% during
this period). This decline in service quality has prompted significant public
concern about Royal Mail’s lack of customer focus. [t has also prompted
Postcomm to begin an investigation that could lead to fines on the company,
if it finds that Royal Mail did not use all reasonable endeavors to meet its
targets (Postcomm 2004c¢).

3. STRATEGIC CONSIDERATIONS FOR
POTENTIAL ENTRANTS

Successful entry in post and in other newly liberalized markets can be
expected to depend on a number of important conditions. Principally
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successful entry requires rival operators to discover profit opportunities that
compensate for the opportunity cost of entry. In order for new entrants to
make profits they need as a minimum to have some form of competitive
advantage over the incumbent, which might be found through keener prices
or better service quality, e.g. through an innovative product specification,

As noted above, the regulated postal market in the UK covers all postal
items weighing up to 350g or costing less than £1. This amounts to about 20
billion items a year.” [t has been a steadily growing market, with growth
rates showing a reasonably clear relationship with the growth rate of the
economy and averaging 2 to 3% per annum over the past 10 years, This
growth in volumes has been driven largely by increasing second class (D+3)
products reflecting a growth in business-to-consumer mail, principally direct
marketing and advertising mail. The regulated market has a turnover of
about £6 billion. QOutside the regulated market is a thriving market for
courier and time-sensitive items. It has been estimated that this market has
being growing at a faster rate than the basic mails market, experiencing a
volume average growth rate of 4% per annum over the past 10 years, with
some 4000 operators in this market {Postcomm 2004a).

One of the key questions for the development of the market is the balance
between the threats and opportunities posed by alternative media such as
electronic communications (email} and the internet. There appears to be a
commeon consensus among postal commentators that electronic media will
start to replace certain postal volumes at some stage. In the UK, anecdotal
evidence can be found in the business-to-consumer (B2C) market segment
through moves from utilities and financial institutions to encourage their
customers to receive bills and statements online rather than hard copy by
post.’

Although incumbent postal operators tend to focus on the threats from e-
substitulion to their core mail volumes, electronic commerce also offers
opportunities. Internet shopping facilities and online market places such as
‘EBay’ require physical distribution for getting the goods to the customer.
This market has two interesting characteristics. First, to the extent that it
relates to time sensitive deliveries or to postal packets containing goods, the
value to the postal operator will tend to be greater per item than for a basic
letter. Second, this market is largely outside of the regulated postal market.

2 A small proportion of these items are over 100g and/or 3 times the basic tariff. These

products are regulated to ensure the universal service up to 2kg or because Royal Mail
retaing a strong position in these market segmenis.

For example, Centrica, the UK’s largest gas and clectricity supplicr offers customers a £10
discount on their bill if they agree to receive all statements onling rather than through the
post.
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In summary, although there is volume risk, expectations of a collapsing
postal market do not appear to be driving the limited entry we have
witnessed®.

Customer perspectives are also critical. Postcomm recently
commissioned the consultant Roland Berger to undertake a market research
study of customers’ necds from a competitive postal market, their awareness
of competition and their switching behavior {Roland Berger 2004). Roland
Berger interviewed about 550 business postal customers of varying sizes.
This is the first time Postcomm has sought primary data from customers
rather than relying on information provided by Royal Mail. In a market with
a company that has a very strong monopoly position, this type of survey is
perhaps the best available means of establishing the views of customers and
monitoring how they might evolve over time, until competition starts to
reveal customers’ needs and preferences.

This research identified that whereas meost large customers (“Top 500" by
size of postal spend per annum) concentrate on mailings to houscholds
(B2C), the majority of smaller mailers concentrate on mailings to other
businesses {B2B). Customers’ views about how they might react to
competition produced some inicresting results.

Customer awareness is low. There is a relatively low awarencss amongst
all customers, but particularly smaller businesscs, about competition, and
when and how it is happening. There is a variable level of awareness about
new entrants. Strongest awareness is of those companies that already
operate in unregulated sectors, e.g. express and parcel operators, Only 1%
of businesses had been contacted by another operator. New operators need
to raise the awareness amongst customers about their presence in the market,
Given the concentration of mailing activity amongst a relatively smalil
number of large business custemers (almost 50% of mail is sent by the top
500 businesses); this might not be very costly.

Rival operators need to ‘beat’ Royal Mail’s benchmark in terms of price
and quality. Although some large customers are frustrated by what they
perceive as Royal Mail’s relative inflexibility, there is generally a perception
that Royal Mail does a reasonable job.> Therefore, in order to be persuaded
to switch, customers need assurances on service quality and a reasonably
significant price discount. Price is the main factor that they take account of
when deciding which postal operator to use, closely followed by reliability
and overall service quality. 13% of customers would start negotiating for a
5% lower price and the same service quality. 28% of customers said that

Companies arc less likely to want to enter a market characterized by declining volumes
because any profit opportunities are likely to be fransitory and limited in size.

The survey was conducted before the recent public concem about Royal Mail failing to
meet all 15 ol its service quality targets for 2003/4.
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they would start negotiating with a new entrant that offered the same service
quality but 10% lower prices than Royal Mail. These discount expectations
could be quite demanding for product lines like basic letter products that
may experience low margins and are subject to strong economies of scale for
delivery activities. A quarter of businesses expected there to be costs
associated with switching operator.

Royal Mail's quality is fairly well perceived but opportunities exist for
innovation. Tweo thirds of custormers have a positive perception of the
general quality level provided by Royal Mail, Although Royal Mail’s actual
performance against targets had declined over the period, customers still
valued the fact that Royal Mail was siriving for targets, which were
generally higher than many of its European counterparts. Not surprisingly,
given the decline in performance against its largets, reliability of service
delivery was the aspect of Royal Mail's service identified as needing the
greatest improvement. Specific delivery times were the main value added
service that businesses wanted. 45% of items sent to domestic customers
were considered ‘time critical.” This does not mean that the items required
next day delivery, but simply that delivery is required within a certain time
period.

Switching intentions are mixed, Only 18% of businesses said that they
might consider switching (morc) mail to other operators in the near future,
although this rose to 31% for the largest businesses (“Top 500™). Direct
mail was the main type of mail that businesses expected to give to new
entrants.

Network reach is critical. National {universal} delivery coverage was
considered an important qualifying factor for rival operators., 43% of
customers considered the geographic coverage of the delivery network as the
most important attribute that a rival postal operator had to offer.® We discuss
below some of the implications for competitors of this aspect of customers’
requirements given the costs of providing a universal delivery network.
Customers did not want to split their mail streams between different
operators to undertake delivery in different geographic regions.” Customers
did not generally appreciate that operators might collect all their mail,
delivering where they could and injecting the rest into Royal Mail’s network.

A common perception of the postal services industry is that barriers to
entry {and exit) are low. Contrasts are often drawn between the economics

®  Other custoners might have also considered network coverage an important factor when

considering rival operators even if it was not the most important factor.

Customer perceplions on this issue may have been influenced at the time by the
background of Royal Mail publicly criticizing Postcomm's approach to third-party access.
We note that that in Sweden, competition centers on the ability of customers to split their
mail streams into various scgments, cither by type of mail (c.g. computer generated) or
location (e.g. city centers).
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of entry in post, where a localized ‘network” can rely on little more than a
van and soeme flexible manpower, to the economics of network utilities,
where large sunk cost investments are necessary in order to establish a fixed
infrastructure of pipes, wires or rails {Panzar 1991 and 2002). Others have
argued that profits are easily available to new entrants because of statutorily
required cross subsidies in incumbents pricing structures, The most
commonly cited example is the incumbent’s geographically uniform pricing
constraint (Liddiard et al 1999).

This may be oversimplified for the UK market. This is because barriers
exist that may prove fo be nen-transitory and therefore distort the profit
secking opportunities available to new entrants., These barriers might
include the incumbent’s economies of scale, the application of value added
tax {(VAT) rules and the incumbent’s response to entry. The effect of these
barriers could be compounded if the regulator’s intentions towards
addressing them are insufficiently clear,

Economies of scale are defined as decreasing unit costs as volume rises,
In itself, not necessarily a barrier to entry. However, scale is important in
determining the unit costs of postal operators and therefore their competitive
position. In most countries there is a general acceptance that competition
between different providers of electricity wires, gas pipes or water pipes is
not in customers” best interests becanse these activities have the propertics of
a ‘natural monopoly,” i.e. significant econgmies of scale. However, there
has heen some debate about the cost structures of the postal sector, and in
particular, whether the final mile (local delivery} is characterized by
significant economies of scale, such that competition between competing
delivery companies is not likely to be economic or in customers” best
interests (De Bijl et al 2003, Cohen and Chu 1%97).

A decomposition of the postal value chain would suggest that some of the
activities could be undertaken profitably by other businesses (e.g,
transportation).

This may not, however, be the case for local delivery, particularly to
residential and small business customers. Unless the postal operator is
handling the maximum amount of items for a delivery route, the marginal
cost for each new item to be delivered will be relatively small, particularly if
it is to an address that would otherwise have received a delivery, Average
costs will decline as volumes increase, up to the point when volumes reach a
level that requires an additional postmen or alternative delivery strategy, e.g.
an interim point on route where additional mail is stored.®

This analysis is premised on the basis that delivery costs are driven by four main clements
— the volume ol mail itemns lo be delivered, the average number of drops per delivery
point, the distance between delivery points and labor/ vehicle costs depending on the
delivery methed. The model uses the underlying cost information supplied by Royal Mail.
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We have adapted a model developed by Royal Mail that looks at delivery
costs in the UK by dividing the UK into five geographical zones based on
delivery characteristics -~ mainly the density of delivery points. The model
shows the market share that a new entrant would have to achieve to face the
same unit costs as Royal Mail (indexed to 100 in Figures 1 and 2}. The
mode! allows the frequency of delivery by the new entrant to be anything
between 1 and 6 days a week, with 6 days a week being equivalent to the
universal service obligation in the UK that Royal Mail provides for letters.

Figure 1: The Costs for Postal Delivery in the UK Based on Delivering
1 and 6 Days a Week
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Figure 1 sets out the results from running the meodel for delivery on a
nationwide basis | and 6 days a week based on representative labor and
vehicle costs. !t shows that for delivery both 1 and 6 days a week there are
significant economies of scale, with average cests declining as volume
increases. The figure also shows that for both 1 and 6 day a week delivery, a
new entrant would require a significant market share before becoming
competitive with Royal Mail’s unit costs. For example, to match Royal
Mail’s present unit costs for delivery 6 days per week, and depending on the
assumptions about new entrants costs compared to Royal Mail, a new entrant
might need to capture more than 50% market share.” This limits the number
of operators that could realistically compete with Royal Mail for a daily

® In reality, it is likely to be less because if new entrants take volume away from Royal

Mail, its unit costs could rise as it starts to lose some of the advantages of economies of
scale. However, the static representation in Figure 1 makes the point that significant
volume is required to compete profitably head-to-head with Royal Mail.
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delivery service across the country.'This model is a slylized representation
of reality. New entrants might not seek to compete against Royal Mail for
nationwide delivery 6 days per week. By reducing the frequency of delivery
to 1 day per week, new enirants would probably need a lower market share
(depending on the assumptions about new entrants costs compared to Royal
Mail) to match Royal Mail’s average unit costs of delivery (less than 20%).
This supports the view expressed by some other authors that the real cost of
the universal service delivery constraint is not the geographic coverage per
se but the frequency of delivery (Bernard et al 2002). The simple premise
underlying this point is that volume drives the average cost of delivery.
Figure 2 compares the costs of delivery | day a week based on
representative labor and vehicle costs in ‘rural’ and ‘urban’ areas."

Figure 2: The Costs for Postal Delivery in the UK Based on Delivering
1 Day a Week
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Figure 2 shows that delivery in both rural and urban areas is
characterized by economies of scale, but that the average cost curve for
urban areas is significantly flatter and lower than the average cost curve for
rural areas.’ This is principally because of the lower volume per drop and

" Where an entrant pursues an alternative strategy of selective entry into high density routes
only 1t is going to be much easier to achieve the requisite market shares.

Rural areas are defined as areas of the UK with a delivery density of up to 23 delivery
points per square kilometer, while urban areas are defined as areas of the UK with a
delivery density of over 1715 delivery points per square kilometer.

Pastcomm had previously used information from Royal Mail to estimate the costs and
benefits to it of providing the universal postal service (“An asscssment of the costs and

11
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the distance between drops. The unsurprising implication is that less market
share is required in urban than rural arcas to be cost competitive with Royal
Mail.

To place these cost structures in some context, the only way for a new
entrant to profitably compete against Royal Mail would be to reduce the
frequency of delivery to say once per week and then concentrate on high
volumne drop areas such as financial or business districts,

This analysis suggests that even after full market opening, Royal Mail’s
incumbent economies of scale for delivery activities, particularly fo
residential and small business customers are likely to constitute a barrier to
significant competitive entry for postal delivery activities in the UK market.
The prospects for competitive entry for delivery activities in less densely
populated areas appear particularly weak. When combined with business
customers” desire for competitors to have universal coverage, it suggests that
regulators will need to consider whether forms of access will be necessary
for competition to develop in all geographic areas. This is discussed further
below.

Under various legal statutes, Royal Mail has various legal rights
(‘privileges’) that are not available to other postal operators. The most
significant of these privileges is the exemption from having to charge VAT
on ils services, as a result of Royal Mail being the UK supplier of public
postal services.”” Postcomm has published an explanation of the nature of
Royal Mail’s other legal privileges (Postcormnm 2004b)

As a result of this exemption, Royal Mail does not charge VAT on
services that it provides, while other postal operators are required to charge
VAT at 17.5%. When a postal customer sells goods and services that are
subject to VAT it can reclaim its input VAT, i.c. the VAT that the suppliers
to this postal customer levy on their goods and services. Where a postal
customer cannot reclaim this 17.5% input VAT, the VAT charged by non-
Roval Mail operators amounts to an additional cost. Postal customers that
cannot reclaim all of their input VAT include some very large mailers such
as financial institutions (banks and insurance companies) and educational
establishments. Additionally, private individuals cannot reclaim VAT,

Postcomm has carried out some analysis to estimate the likely economic
effect of Royal Mail’s VAT exemption (Postcomm 2004b). As Royal Mail
cannot reclaim the VAT it is charged, but other postal operators can, the

benefits of Consignia’s current Universal Service Provision, A Discussion Document,”
Posicomm, June 2001™). This approach to assessing the costs and benefils of providing
the universal service was based on an ‘avoidable cost’ approach rather than calculating
overall unit costs. .

2 Royal Mail’s VAT exemption is set out in the 6™ VAT Directive (77/388/EEC) adopted in
1977 and transposcd into UK law by the VAT Act 1994,
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extent of the cost advantage for Royal Mail is not the full 17.5% VAT rate.
Postcomm estimates that Royal Mail’s postal prices could be around 3%
lower (before VATY} if it was able to recover its input VAT. Another way of
interpreting this is that Royal Mail has an approximate 13% to 14% cost
advantage over competitors for 50% of the mail it handles due to the fact
that it does not charge VAT on itg services.

Postcomm estimates that the imposition of a VAT rate of somewhere
between 4% and 5% on all postal operators could be absorbed by Royal Mail
as it could then recover its input VAT. The net effect would be to leave
Royal Mail’s prices slightly lower for those customers able to recover input
VAT and unchanged for those unable to recover input VAT,

A concern of new entrants in any market is how the incumbent will react
to their presence. This is generally not a fear of competition, but a fear of
anti-competitive behavior, such as predatory pricing, and to what extent
particular behavior will be allowed by regulators and competition
authorities. New entrants are particularly concerned that the incumbent will
seek to unfairly undermine their entry into the market before they have time
to become established and when they are financially at their weakest.
Potential entrants therefore need to keep in mind whether they could still
compete affer Royal Mail has made its likely response,

In addition to calculating the incumbent’s range of legitimate responses
to market entry, potential enfrants will also need to consider the assurances
and processes provided by the rules prohibiting anti-competitive behavior,
Disputes with the incumbent before competition authorities ¢can be protracted
and costly. It is too early to tell how Royal Mail is respending to the threat
of entry in order to judge the weight of this risk. However, there is evidence
from other countries (most notably Sweden) that protracted competition
cases that have arisen in the early stages of postal competition.

4. REGULATORY RESPONSES TO THE BARRIERS
TO ENTRY

Barriers to entry granting the incumbent monopoly power provide a
rationale for economic regulatory intervention in postal markets." Barriers
might not be a problem per se if they can be expected to be transitory and
eroded by the pace of innovation over a rcasonable time period and if
competition can be expected to deliver real benefits to postal users. The acid

'* Of course, regulation may also be needed for social requirements and for good governance
requirements, such as processes for *integrity of the mail.”
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test is the counter-factual: what would happen if the market were liberalized
with no further regulatory action?

In the case of the UK, we would argue that entry is likely to be limited in
the foreseeable future without further regulatory action, given the
combination of Royal Mail’s economies of scale in delivery activities, the
VAT rules, and Royal Mail’s actual and perceived responses to entry.

Liberalization and the removal of the statutory impediment to
competition is a necessary requirement for competition, but it is unlikely to
be sufficient to lead to truly effective and vigorous competition,"” While the
threat of competition might go some way toward providing Royal Mail with
incentives fo improve ils processes and become more responsive to
customers’ needs, if the threat is not scen to be credible through the
emergence of actual competition, then the incentives will gradually be
reduced.

If fully opening the market is insufficient, what else can a regulatory
authority do to facilitate effective competition that furthers postal users’
interests?

Clarity on non-economic requirements. To the extent that it has not been
done prior to opening the market, the regulatory authority should provide
clarity over the nature of any social obligations on the incumbent (e.g. the
products that constitute the universal service obligation).

Identification of contestable and non-contestable activities. This requires
the regulatory authority to distinguish between those parts of the market that
might be expected to be contestable and those parts of the market that might
not. This enables regulatory policy to be tailored to the differing
circumstances of the market segments to ensure that customers’ interests are
protected. The boundary between contestable and non-contcstable activities
might be expected to change over time,

Pro-competitive regulation.  In those parts of the market where
competition is possible and desirable, the regulater should adopt a ‘pro-
competitive” stance to identify and address all barriers to entry o ‘level the
playing field.

Incentive based regulation. In those parts of the market where
competition is unlikely, uneconomic or else not desirable, the regulator
should adopt an ‘incentive based’ stance to counter the effect of the
incumbent’s market and monepoly powcr. The target incentives need not be
solely to cut costs and reduce inefficiency: they could also include incentives
to invest and innovate. These arrangements should also include preventing

"' Bxperience in thosc countrics that have fully liberalized (c.g. Sweden and Now Zealand)
suggests that without more pro-active regulatory action it may take a long time for entry to
circumscribe the market power of the incumbent.
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anti-competitive cross-subsidies between the de facte monopoly and
competitive market,

Deregulation, This balance of measures needs to be reviewed over time
as it may need to change as the scope of the non-contestable activities
reduces. In this case, the regulatory authority can start to de-regulate, with
more of the market being regulated by general competition law rather than
sector specific regulation. Although clichéd, the success criterion of the
economic regulatory authority under this strategy is the point at which
derggulation happens to such an extent to remove the rationale for the
regulator itself. There might also be a ot of foous on the pace at which the
incumbent moves to align its prices with its costs, not just with regard to the
geographic uniformily reguired by the USQ, but also for other historical
crosg-subsidies that might have existed.

The sections below apply this strategy in the current context of the UK.

Strong economies of scale can result in barriers to competition, with the
consequence that there is little pressure on the company to improve its
efficiency. Strong economies of scale in the incumbent’s operations allow it
to maintain a cost advantage against potential rivals.

The regulatory response to economies of scale acting as a barrier to entry
is not to remove the economies of scale. This might cause unit costs and
prices to rise to the detriment to customers and the market. Rather than
“throw the baby out with the bathwater,” a more reasoned regulatory
response to promote effective competition would be to “share” the
incumbent’s benefits with other operators. This can be achieved by allowing
operators to have access to the incumbent’s network and facilities.

In the UK, Postcomm and Royal Mail agreed to the inclusion within
Royal Mail’s regulatory license a condition requiring Royal Mail fo
negotiate in good faith with access seekers. H the two parties cannot reach a
commercial agreement on the price or other terms and conditions for access,
then the access seeker can ask Postcomm to determine the dispute. In doing
s0, Postcomm must ensure that access prices recover a reasonable allocation
of costs. At any time Royal Mail can propose an access code setting out
prices and other terms and conditions for Postcomm to approve to replace
the individual negotiation process.

Access cnables operators to compete “upstream’ of the access point for
consolidation activities. [t also enables those operators wishing to develop
end-to-end operations to build up the necessary customer relationships and
scale to make such investments worthwhile, Given the evidence discussed
above about the market shares likely to be required by new entrants to
compete in delivery activities, access arrangements are likely to be
particularly important for promoting competition in less densely populated
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areas and for delivery frequencies similar to that provided for the universal
service.

Strategically, in the early days of the market’s development, the
incumbent might react strongly against the imposition of third-party access
arrangements. Incumbents tend to view access as a zero-sum game under
such circumstances. However, over time, the incumbent may see at least
two benefits from access. First, if the price is set such that it recovers an
appropriate share of costs and a profit margin, then the incumbent may see
access as a profit centre. Second, the incumbent may see access
‘competition’ as a delense against losing volumes to end-to-end rivals,

Access might lead to market distortions that will require quite delicate
Jjudgments by the regulator in order to mitigate their risks.

Distortions to dvnamic efficiency. If the access price is set too high, then
it will discourage operators from using the access arrangements.
Conversely, an access price that is too low might encourage operators to use
access when the alternative might be that these operators would set up
delivery networks. In setting the access price the regulator will need to
balance these factors and bear in mind that the access price might need to
change over time as market conditions evolve.

Distortions to allocative and productive efficiency.  Entrants might
decide 1o develop end-to-end networks in areas where their delivery costs are
less than the access price. [f the access price is based on geographically
averaged costs (including an appropriate return to capital providers} then
new entrants will only set up delivery networks where they are more cost
efficient than the incumbent. However, if the acoess price is set above cost,
for example, from the imposition of a geographically uniform pricing
constraint, then this could encourage ‘inefficient’ entry in the sense that
rivals can attack profit opportunities whilst maintaining cost structures that
are less cost efficient than the incumbent’s cost structure. Conversely, in
areas where the access price is set below cost due to the geographic uniform
pricing constraint, entrants might be provide with incentive to hand over
mail in those areas to the incumbent. One approach for overcoming these
risks is for the incumbent to set access prices on a geographically non-
uniform basis.'®

One initial barrier regarding access provision that is now hopefully
overcome in the UK is the uncertainty that surrounded the first downstream

¥ Under this condition the rise in the access price in high cost arcas will be bounded by
tarifls that remain in the uniform pricing constraint, for example the public tariffs. Tt
should be noted that a gcographical non-uniform access pricing regime might be in tension
with the objective of promoting dynamic efficiency and competition because it is likely to
result in lower access prices in urban and high volume per drop areas. At the margin, this
could deler some enlrants from establishing delivery networks in those arcas.
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access price and terms. This uncertainty worked in two ways — delaying the
development of delivery networks to compete with Royal Mail and
preventing the development of upstream only competition facilitated by
downstream access. UK Mail (a licensed operator in the UK and a wholly
owned subsidiary or Business Post plc) made a request to Postcomm in April
2002 to determine the price and lerms for access to Royal Mail’s
downstreamn network. This request followed a failure to agree terms with
Royal Mail, Postcomm began a process to make a determination, and was
close to issuing its determination when Royal Mail and UK Mail reached
agreement in February 2004 (UK Mail and Royal Mail 2004). Subsequently
Royal Mail has reached agreement with TPG (Royal Mail and TPG 2004)
and Deutsche Post {Royal Mail and Deutsche Post 2004} for downstrecam
access.

The agreements have been important in setting an initial framework for
future access arrangements.  However, they relate to the specific
circumstances of the bilateral negotiations. They do not cover every access
‘product’ that operators might want or Royal Mail could offer. In these
cases there could still be significant uncertainty while Postcomm considercd
a determination request. Postcomm recently published guidance about how
it would expect to treat future requests for downstream access agreements,
which might remove some of this uncertainty (Postcomm 2004c).

As the access agreements have now been reached in the UK, we will be
able to see how competition develops with an access price and terms and
conditions in place. This can be compared to some of the recent predictions
in the literature about the impact of access arrangements (Crew and
Kleindorfer 2002, Cremer et al 2004). The arrangements in place at present
can be described as a ‘negotiated’ access model. If this model fails to
promote effective upstream competition, then other arrangemenis may need
to be considered, including an access code or ring-fencing and greater
separation between the monopoly and contestable businesses,

One of the benefits, however, of a ‘negotiated” access mode] that should
not be overlooked is that commercial parties are much better placed to find a
commercially viable proposition than the regulator. This is perhaps more
relevant to post than in other regulated industries, such as telecoms, gas and
electricity, with long histories of access and separation arrangements. This
is because post is not a fixed network with a homogenous product. The
nature of these “operational’ terms and conditions are complex and there is a
risk that the regulator can be dragged into ‘micro-managing’ the business.

Value Added Tax (VAT) is an area in which Postcomm has no power to
make changes because changes to primary parliamentary legislation are
required. Indeed, changes to European legislation are required first,
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From a postal market perspective, a solution that ‘levels the competitive
playing field’ without imposing significant price increases on customers
would seem the optimum solution. A number of potential approaches might
suit this objective. For example, a reduced rate of VAT of 5% might be
competition ‘neutral’ to the extent that Royal Mail’s present prices already
implicitly inciude an allowance for VAT that it cannot presently reclaim.
Another approach might be to exclude from VAT only those services used
by the public. This might have certain drawbacks in the sense of distorting
price signals between the VAT and non-VAT segments of the market, If
VAT was applied on non-public products at its full rate of 17.5%, this could
have negative volume effects. However, it is likely that this market segment
is most likely to benefit from price competition that could result from a
‘level playing feld.”

In terms of incumbents’ reactions te entry and the threat of entry.
Member States have general competition law provisions based on the articles
in the European Union Treaty that prohibit anti-competitive behavior within
the Single Market. In the UK, the Competition Act 1998 prohibits abuses of
a dominant position and anti-competitive agreements.

Ex post enforcement of such requirements can often be a lengthy process
requiring the gathering of significant amounts of information and careful
consideration of previous precedents, where they are relevant, The relative
complexity of competition issues and the limited previous precedent in the
UK postal sector will make it more difficult for new entrants to be confident
in advance about whether a particular action by the incumbent will or will
not breach statutory provisions.

Regulators cannot entirely remove these risks, but ex anie guidance about
how anti-competitive provisions will be interpreted can give new entrants
more confidence about what types of incumbent behavior will raise concerns
with the regulator, Such guidance might also give the incumbent more
confidence about which of its actions would raise concemns with the
regulator. This approach of ex ante guidance must complement that already
used by the UK competition authority for general competition law'’. [t is
also importani for a regulator in responding {o concerns about anti-
competitive bebavior by the incumbent to demonstrate that it acts
professionally and in a timely manner in response to any complaints from
competitors. For Postcomm, this involves enforcing sector specific license
conditions and working effectively with the UK competition authority to
ensure enforcement of general competition law, '

17 See Office of Fair Trading website at www.oft,gov,uk.

' Unlike any economic regulators in the UK, Postcomm does not have concurrent powers
with the Office of Fair Trading for the enforcement of general competilion law, in
particular the Competilion Act 1998,
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Where competition does not circumscribe the market power of the
incumbent, this may risk creating {or sustaining) a situation whercby the
incumbent can impose coslg on its customers. This could be in the form of
higher prices and poorer quality of service than would otherwise be the case.
These costs may also manifest in terms of a lack of innovation and
incfficiency.

It is therefore important to decide which products should be subject to
price caps. Where competition cannot be relied upon to protect customers
interests, then price and service regulation are needed. In the UK, the most
popular form of incentive based regulation is the ‘RPI-X framework, which
links price rises to the general level of price inflation (the Retail Price Tndex)
minus an efficiency factor. Companies have an incentive to ‘beat’ the X
factor in terms of efficiency improvements because they keep the financial
gains for the duration of the price control period. In other regulated UK
utilities, the drive to outperform the regulator’s price control has come from
shareholders,

The regulator will need to balance short term and long lerm customer
interests. A particular challenge is to strike a balance between pressures
from customer representatives for prices to be reduced to reflect cost savings
and pressure from new entrants not to do this in case it depresses the
competitive ‘headroom.” To inform this judgment, it is impaortant that the
regulator identifies the prospects for competition in various market segments
to ensure that regulation is appropriately tailored to their specific
characteristics.

Another challenge for the regulator will be how it manages the pace at
which the incumbent better aligns its pricing structure with its cost structure.
Any unwinding of historical cross-subsidies is likely to create winners and
losers amongst customer groups and the regulator needs to take account of
their intercsts.

S. CONCLUSIONS

Postcomm has implemented the gradual removal of Royal Mail's
statutory monopely in the UK postal market by licensing other operators to
compete in the part of the market opened te competition. Postcomm’s
original intention was to have a three stage market opening with 30% of the
market by revenue opened in April 2003 followed by a further 30% in April
2045, and the remainder opened in April 2007. The gradual market opening
rather than opening the market all at once was intended to give Royal Mail
more time to prepare (or competition.



118 Chapter 5

Given the relative lack of actual and prospective competition as a result
of the first stage of market opening and the lack of any significant threat to
the continued provision of the universal service, it seems appropriate to
consider a broader range of options for phase two than just opening up a
further 30% of the market by revenue. It might be preferable to fully open
the market ahead of April 2007.

Although such a move might be necessary to ensure some competition,
this paper suggests that it is very unlikely to be sufficient to lead to vigorous
and ultimately effective competition. Other barriers to entry exist that make
it harder than commonly perceived for potential entrants to build practical
and profitable business models. These barriers include Royal Mail’s strong
cconomies of scale in delivery activities; its VAT treatment and a lack of
customer awareness of competition.

The existence of these barriers and the continuing market power of the
incumbent, Royal Mail, provide a rationale for sector specific regulation in
addition to statutorily opening the market. It is important regulatory strategy
identifies the non-economic obligations on the incumbent, distinguishes
between the contestable and non-contestable activitics and applies ‘incentive
based’ and ‘pro-competitive” regulation accordingly. 1t is also important the
regulatory model changes over time, preferably in a way that sees sector
specific regulation removed.
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Chapter 6

Competition and the Coverage of Price Controls in the
Postal Sector”

Paul Dudlcy,' Helen Jenkins,? Leonardo Mautino,” and Sephie Richard'
Roval Mail Group' and Oxera®

1. INTRODUCTION

In general, the intreduction of competition inte a market is seen as a
means to maximize economic efficiency and welfare. Competition and
competition law act irrespective of whether a price control is in place and
protect customers from, among other things, any behavior considered to be
an abuse of a dominant position. The opening of a market to competition
may provide an adequate level of pressure to incentivize the universal
scrvice providers (USPs) to become more efficient and may in itself be
sufficient to protect the interests of the customer. Nevertheless, in most
utility industries in the EU, regulators have been provided with powers to set
price controls and further constrain prices, while competition is developing
in the market.

In the postal sector, the EU Postal Directive' required Member States to
partially open their postal markets in 2003. The Directive allows for the
possibilily of requiring full market opening in 2009, In such an
environment, price controls have been applied to ensure the provision of
statutory undertakings (e.g. universal service), encourage efficiency and

The analysis contained in this paper reflects the views of the authors, These views are nol
necessarily those of Oxera and the Royal Mail Group.

European Commission, Turopean Directive 97/67/EC and amcending Directive
2002/39%/EC.



122 Chapier 6

economy, protect customer groups, as well as encourage conmpetition
through providing sufficient headroom For market entry.

in other utility sectors,” with the prospect of developing a competitive
market, price conirols have been applied as temporary measures while
competition develops. There are three significant and closely related effects
to be considercd when setting the control. First, the form of the price control
may be designed to encourage competition into segments of the market.
Second, the scope of the price control may be adjusted over time to match
the pace of developing competition. Finally, the universal service obligation
for the USPs may call into question the compatibility of such an obligation
and fully competitive markets; therefore, regardiess of whether there is a
price control, there are issues over the financial viability of the USP in the
presence of competition,

Price controls may not only provide additional protection 1o ¢ustomers
while competition develops, but may also alter the market to encourage
competition into segments of the market. Price controls can hinder the
USP’s development of its service in order to meet customer needs by
restricting its changes in non-price characteristics. The price-control
arrangements may limit its flexibility in adjusting the output and quality of
any given service. For example, if the services offered by the USP go
beyond the mandated requirements of the universal service in terms of
collection and delivery, the USP may wish to rationalize its services to meet
the universal service requirements. Price controls can also limit the ability of
the USP to amend prices and pricing structures in order to make them more
cost-reflective.

Regarding the services included in price controls, there are esscntially
three ways in which the coverage of the price controls can evolve over time
and ultimately be removed. The USP’s services that become competitive
can be removed from the coverage of the controls. Such an approach
requires detailed analysis of the developing markets and the allocation of
costs between the competitive and non-competitive market segments.
Alternatively, the USP’s services that could prospectively become
competitive during the price-control period can be removed from the main
control and either temporarily placed in a separate control (e.g. safety caps)
or have no control applied to them. Finally, the USP’s services that are
competitive can be included in the same control as those services that are
non-competitive until such time as all of those services are either
competitive or prospectively competitive.

For example, Laffont and Tirole (1996) have stated that, in the presence
of universal access to part of a USP’s network that cannot be readily
replicated by a competitor (and thereby forms a bottleneck), a global price

3 For example, telecommunications, and the electricity and gas retail business in the UK.
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control covering end-to-end and access prices, with floors on end-to-end
services and ECPR (efficient component pricing rule) ceilings on access
services, has several beneficial economic properties. The global control
provides the USP with the flexibility to set prices in order to maximize
welfare and move prices to become more geared to cost,” while the overall
level of allowed revenue is constrained within the control, 1t also avoids the
need for the regulator to review the allocation of costs in detail between
competitive and non-competitive markets or between the product prices.

Regarding the universal service obhgation, an extensive literature has
identified, and continues to investigate, significant welfare implications
arising from competitive entry (Crew and Kleindorfer 2002), Much of this
literature has focused on issues related to the financing of the universal
service in the presence of competition (De Donder et al 2002). The USP’s
delivery network, particularly the outdoor element, has cost elasticities with
respect to volume that are significantly below unity (Cazals et al 2001,
Cazals et al 2005), which indicales a potential bottlencck. Nevertheless,
competitors are not constrained by an obligation to provide a universal
delivery service, and have the option to circumvent major parts of the
bottleneck through sclective entry into market segments where high marging
are available (cream-skimming). Competitors may also select access to the
USP’s network if it is available. Similar selective entry may be expected in
end-to-ead services. The specific nature of catry may vary but may also be
easily distorted by price controls that seek to control price changes in one
particular segment relative to those of another.

In the presence of costs related to maintaining the provision of the
universal service and volume loss to entrants’ cream-skimming, the average
unit costs increase. However, therg are ways in which the structure of the
price control may address such issues. For example, the price-control can
allow the average revenue to be adjusted upward accordingly. In addition, it
can allow the USP greater market segmentation, with distinct prices offered
by the USP — subject to the universal service obligation — to reflect different
costs, to reduce the extent to which the entrants can capitalize on cream-
skimming opportunities. Whether these policies are sufficient to ensure the
continued sustainability of the universal service, or, indced, the opposite (i.e.
a “graveyard spiral™), is explored clsewhere (Cohen ct al 2004, Crew and
Kleindorfer 2005).

This paper focuses on the second of the significant issues (identified
above) for setting the price control, namely the coverage of the control in a
developing competitive market. It develops tests for removing from the

¥ Cost reflective prices are required by the European Commission. See European Directive

97/67/EC and amending Directive 2002/3%/EC
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main control services that are prospectively competitive during the price
control and illustrates their application te a service in the UK,

In the UK, the regulator, acting under the Postal Services Act 2000,* has
proposed full market opening in 2007. Of the USP’s inland addressed mail
services, 99% of revenue is price-controlled. The first price control after the
Act had individual price caps that prevented prices from becoming more
geared to costs. The present control is a form of global price control that
allows rebalancing between all prices. However, the price control
effectively affects the ability of the USP to reflect underlying costs in its
pricing through individual secondary caps and additional regulatory hurdlcs
to be met before changes to non-price and pricing structures are allowed.
Most of the remaining inland addressed mail service revenues correspond to
products with multiple prices and relatively small revenues that, for
simplicity, are outside of the main control but are under individual price
caps. In addition, the USP’s unaddressed and international mail {with the
exception of public tariffs)’ is deemed to be competitive and outside of any
control.

The UK price control also allows the USP to apply for services that are in
competitive markets to be removed from the control.® This envisages the
main control shrinking over time, to avoid a situation in which the USP
reduces prices in competitive markets only to recover additional revenue
through price increases in non-competitive markets. This paper does not
consider the relative merits of the present form of price control and its
alternatives, which are attracting an increasing amount of attention from
academics. Rather, it examines the tests that could be applied to remove
prices from the control from the perspective of a practitioner.

The remainder of this paper is structured as follows. Section 2 outlines
the cconomic principles that underlie the approaches used to assess the
effectiveness of competition. Sections 3 and 4 identify practical tests that
have been applied to assess the effectiveness of competition, which can be
used to determine the coverage of the price contrel. In particular, Section 3
deals with calculations of market power in the postal sector, while Section 4
considers market analysis in postal services. Section 5 presents some critical

* The Postal Services Act 2000, subject to the primary objective of ensuring the provision of

the universal service, has a second objective vested in the regulator, which is to “further
the interests of users of postal services, wherever appropriate by promoting effective
competition between postal operators™.

Internalional public tariffs are within the main control.

An applicalion to remove a service can be made when “compelition in the provision to
customers, or to classes of customers, of the service in question, is sufficiently developed
for the interest of customers to be protected without the application of the [price control]
condition™, Postcomm 2003b. ‘Royal Mail Group Licence Condition 19(17) on 23 March
2001 and amended on 1 April 2003,
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values in proposed tests for Royval Mail’s magazine mail. Section 6
concludes,

2. THEORY AND APPLICATION BEYOND THE
POSTAL SECTOR

Competition law prohibits excessive, predatory and discriminatory
pricing, amongst othet types of behavior. It is an ex post instrument. Price
controls, instead are ex amfe instruments that are usually imposed on
undertakings that are deemed to be dominant; that is in markets where
competition is not sufficiently developed. For example, in the case of a
developing competitive market, the regulator may intervene to set the price
cap below the profit-maximizing price for the incumbent with residual
market power, in order to ensure that the price charged rellects the price
expected in a fully competitive market and to increase consumer welfare
(Newbery 1997). As a market 15 liberalized, it will be essential to match
increasing competition with deregulatory action. The price cap would be
deemed still to be effective and necessary il its removal would be likely to
result in a significant price increase. This leads into the cconomic concept of
significant market power {SMP) that is widely used in competition law, and
also in seme regulatory frameworks.” SMP is usually defined in terms of a
firm’s ability to raise prices consistently and profitably above competitive
levels.® This definition, which has its origins in micro-economic theory, is
the basis for assessing market power,

The condition for profit maximization by a monopolist is that the
marginal revenue equals marginal costs such that p(1 — 1/4) = ¢, where p
denotes the price; # is the elasticity of demand; and ¢ is the marginal cost.
This condition is normally presented as:

== (1)

This expression indicates that the price—cost margin is inverscly related
to the elasticity of demand for the provider. When the elasticity of demand
is very high, p is close to ¢. Conversely, the lower the value of 7, the greater
the difference between p and c.

This 15 the case of the new European electronic communications regulatory framework,
See, for example, Commission of the European Communities (2002). _

See, for example, the UK Office of Fair Trading's market power guidelines (OFT, 1999,
para 1.2).
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The left-hand side of the condition shows that observed mark-ups can be
used to measure market power. In practice, this is less appropriate when
there are significant issues concerning the allocation of costs (¢.g. common
costs), the definition of marginal costs, or the fact that prices have not been
set fo maximize profits, but set to other objectives or regulatory constraints,
In such cases, the assessment of market power focuses on the factors that
affect the right-hand side of the condition,

In theory, the critical elasticity of demand at which it is not profitable for
the provider to increase prices can be calculated and compared with the
actual elasticity of demand. 1f the actual elasticity of demand is higher than
the critical elasticity of demand, it will not be profitable for the provider to
increase prices. The critical sales loss can also be calculated from the
critical elasticity of demand for a given price. This is defined as the
proportionate decrease in quantity sold resulting from a price increase that is
just large enough to ensure that the provider will not impose a price increase
of atl least the given amount once price regulation is removed. Assuming
that, once regulation is lifted, the provider increases its price from p, to p;,
the critical elasticity, for the case of linear demand (Werden 1998), is equal
to:

1
m+ 2t

2)°

where ¢ is the price increase, {p; — p1)/p1, and m is the price—cost margin
before price regulation is removed, () — ¢c¥p.

There are different approaches to estimating the elasticity of demand. If
historic data is available, an econometric approach could be used. This
entails writing down a firm-specific demand equation for the product or
service, and using price and quantity data at the firm level to estimate the
own-price demand elasticity. A more sophisticated approach is to measure
the firm-specific own-price elasticity by estimating a complete demand
system in which the quantities demanded of each product depend on the
price of the product itself and on all the prices of all the other products, This
approach was used, for example, in a study of the US Federal
Communications Comrmission to address directly the question of whether
AT&T would be able to raise its prices in the long-distance market if the
regulatory controls were removed (Ward 1995). However, if sufficient data

®  The formula for the critical elasticity is —(1 + A/{m + # if demand is assumed to b iso-

elastic. A derivation of the formulae can be found in Werden (1998),
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is not available, the simplest way would be to ask customers how they would
respond to a 10% price change.'

In practice, the approach taken by some UK regulators outside of the
postal sector'' is not to assess or estimate the elasticities directly, but to make
cbservations of the market to assess indirectly whether the market is
competitive. The approach is summarized in Figure 1. Assuming that the
starting point is the case where regulation of the USP’s services is in place,
first, the relevant market is defined by reference to the product’s
characteristics (including cost characteristics) and close substitutes. Second,
observations of customer switching, market shares, provider entry {and exit),
and provider offers are collated and reviewed. From this, an assessment of
SMP is made. Finally, the regulator determines the appropriate response if
any market power is identified.

For the UK postal sector at least, this paper shows that, in the second step
of Figure 1, there is scope for the primary focus to be directly on the
elasticities of forecast and observed customer swilching, including own- and
cross-price elasticities (Cazals et al 2003, Féve et al 2003), within the price-
control review. This is subsequently referred to as Test A. Test A may be
supplemented by observations and requirements of market shares, provider
entry {(and exit), provider offers, and whether any barriers to further entry
exist. These are subsequently referred to as Test B,

Figure 1: Standard regulatory approach

Stage of analysis Question of interast Practical steps

[.ook for substitutes for product of
Interest. Considar product
characteristics, Use consumer

Hypothetical manapallst
test—cansider all suppllers
of the product and wheather

Define market

t

the price could profitably
be raised by 10%.

survey information or historic price:
volume data to assess industry-level
elasticities,

e

Asgseas markel power

Within market defined at
stage 1, does any firm ar
firms have the ability to
ralse price prafitably?

Examing indicaters such as entry
I barrars, market sharss and
| concentration indices, switching
[ rates and customer inertia, etc.

I

Determine palicy
response

Does the praduct require
continued regulation?

Are the Indications that regulation is
no londer necgssary, or should be
of a different form?

' This could be done for example using a stated preference survey. A more complex
alternative would be the use of conjoint analysis.
""" Tor example, Ofgem (2000) and Oftel (2000),
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3. MARKET POWER CALCULATIONS IN THE
POSTAL SECTOR (TEST A)

Price controls limit the upward movement in prices and can restrict a
supplier’s tendency to apply an increment fo its prices to increase profit. [f
the USP cannot expect fo increasc its profit through increases in prices
within a price-control period, the service is prospectively competitive. This
is consistent with the view that if the USP cannot actually increase its profit
through increases in prices within a price-control period, the service is
competitive. Under prospective competition, the service could then be
removed from the control with the potential for only limited upward pressure
on prices. This approach has been used in UK telecommunications (Oftel
2060, 2002).

For a price-control/rates review, the USP provides business plans to the
regulator.  These plans include volume forecasts that necessitate an
assessment of the development of the market and the impact of price
changes. [f a market is liberalizing and entry is expected within the
timeframe of the control, the incumbent USP can expect to lose volume even
if prices do not increase. Hence volume forecasts use estimates of own- and
cross-price effects on the USP’s substitute end-to-end scrvices, USP’s access
services, or competitors’ services,'* If, in addition, the marginal cost and
prices are known, the USP’s planning assumptions can be used to assess
whether it believes it has the incentive to increase prices profitably. Thus
the first test for taking a service out of the control (Test A) (s satisfied if the
USP’s plans imply that it is not expected to be able to increase profit by
applying an increment to the price in question.

As set out in Figure 1, the definition of the relevant market is the first
step in the analysis. A product may serve several sub-markets (customer
sub-groups) or may be related to other products that could service the market
(substitutes). The choice of the relevant market may be informed by the
own- and cross-price elasticities. For the purpose of illustration in this
paper, the relevant market is assumed to include the product under
investigation, its closest substitute and their respective access services.

The USP’s profit (n) in the relevant market(s) is then calculated as
follows:

'2 n the UK, the regulator could seck to access this information through ‘the license and
revicw of the price control.
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where:  x; is volume of the product under investigation
X is volume of the substitute product of the USP
X, is volume of the access product relating to product x;
X4 is volume of the access product relating to product x,

p,,c; are price and marginal cost for product i

F is fixed cost
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The volume change arising from the price increment in a market after
additional entry (as a result of liberalization)? can be calculated from a
comparison of (a) the volume before and aflter additional market entry at the
existing price; (b) the volume at the existing and incremented prices for the
market before additional market entry; and (¢) the volumc before and after
additional market entry at the incremented price, Henge, if:

‘ Pre-price change at p7 | Post-price change at pf

| Volume before x}"' x}rz
. additional market entry
i Volume after additional XJN xf2

market entry

then:

'* Thatis, 8| in 8. The own-price elasticity for x,, after additional entry,
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where 1, is the elasticity of demand representing the change before and
after additional market entry at the incremented price relative

to marginal cost'*
n, is the specific-price elasticity before additional market entry"

17, 18 the cross-price elasticity before additional market entry
n,  inthe own-price clasticity after additional market entry

77, 18 the elasticity of demand representing the change before and
after additional market entry at the existing price relative to
marginal cost

If 97 < then Test A will be satisfied.

op,

Equation (4) includes the own-price elasticity (specific- and cross-price
effects) on the product that has undergone the price change plus switching
effects arising from entry. In a developing competitive market, the volumes

x} and x] ? are first estimated with and without the price increment in the

absence of competition. Second, the volumes xf" and xfz are estimated

with and without the price increment for the case of expected competition.

In the practical application of Test A, two additional assumptions need to
be made: the increment in the price, and the period of time used.

The price increment applied for such a test in other sectors is usnally 5%
or 10% of the existing price. The greater the percentage increment applied,

¥ More specifically, the analysis used switching functions and the Entry Pricing Mode!
developed and discusscd in Hill ¢t al {2004}, _

'* “This reflects the volume transforring out of the product that docs not transfer clsewhere
following the price change.
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the greater the likelihood of Test A being satisfied, becausc it will generate
more switching.

The period of time will typically correspond to the period of the price
control. The price-control review may establish that Test A is not satisfied
in the first year of the control but is satisfied in the final year.'® In such
circumstances, the service could be taken out of the global control and
placed in a separate control for the period of the price control, or for the
period until the start of the final year of the control when Test A is satisfied.
This removal of the service from the main (global) control and into a
separate control would mean that the USP would no longer be able to reduce
the prices of that service and then recover the lost revenue through price
increases in other services, Alicrnalively, the service could be removed from
the control from the start of the period on the basis that any upward scope to
increase prices is only temporary, with the underlying price pressure being
downward.

4. MARKET ANALYSIS IN POST (TEST B)

Before removing the service from the control under Test A, the USP’s
assumptions relating to the development of the market over the period of the
control will need to be assessed for reasonableness.

In the period of the price-control review, there would be an expectation
firstly to observe a propensity by customers to switch in response to price
differentials consistent with the USP’s switching assumptions, and secondly
to observe a loss of volume heading towards the threshold levels at which
the USP’s market power becomes limited. These would show Lhe ¢xistence
and level of competition, and test whether the switching assumptions are
realistic and whether the threshold level is attainable during the price
control, based on the historical and present market development. The greater
the loss of market share at the time of the price-control review, the more
credible the forecasts of significant volume loss over the future price-control
period.

Nevertheless, historical and present trends may belie the actual
developments in the market, In particular, when a few large customers hold
significant volume, the USP’s market share could change significantly quite
quickly. This has two further implications, First, it implies that Test B
needs to be reviewed at frequent intervals, with the controls being relatively
short in duration (i.e. two or three years in length) during the development of
the market. Sccond, it requires records to be kept of offers from alternative

'8 This iz close to Oftcl’s definition of a prospectively competitive matket (Oftel 2000).
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supplier(s), as this indicates {a) the stability of offers and thercfore the
continued presence of alternative supplier(s) in the market, and (b) the
proportion of credible offers not taken up, and therefore, potential growth of
the competitors’ volume.

The number of offers made by competitors and the proportion of those
offers taken up, could also be investigated before making a decision. For
cxample, an investigation could be made as to (a) whether the durability of
competitive offers is any different for a single alternative supplier with a
range of offers, or many individual suppliers with the same range of offers,
or (b) whether the proportion of take-up is influenced by the USP’s behavior
or other factors. While such investigations may lead to a clearer
understanding of the market, their inclusion would introduce significantly
more subjectivity into the test. This could reduce transparency and
understanding of regulatory decisions by customers, competitors and the
USP. Test B could be limited to the relatively more objective criteria of
checking (a) the reasonableness of the switching assumptions used in the
business plan against observed switching; (b) the USP’s loss of volume
approaching the threshold; (c) the stability of offers; and (d) the proportion
of credible offers not taken up.

Test B on the availability of offers also raises the possibility that one
segment of the service faces competition while another segment of the same
service does not, One approach would be to take out those segments that
satisfy both Test A and B. However, for universal services, the requirement
of uniform and affordable tariffs acts as a constraint on the USP’s ability to
apply different prices in different geographical arcas, and on the
geographical segmentation of the market in such an approach.

If there is erosion of the USP’s volume in the competitive segment and
the withdrawal or removal of the universal service from that segment,
market segmentation will lead to the competitive segment being removed
from the control and possibly the withdrawal of the USP’s offering in the
competitive market."” Conversely, if there is erosion of the USP’s volume in
the competitive segment and no scope for segmentation, while the service
remains within the price control, the loss of volume and network costs of the
universal service will place upward pressure on costs and prices, as
discussed in Section 1. In such a case, the worsening of the financial
position for the USP (and ultimately a graveyard spiral) may be delayed
initially using prices that segment the market while retaining the geographic
extent of universal service, but may reappear once all of the available pricing
levers have been used and competition enters a geographical segment within
the universal service.

'" This is illustrated by the case of standard parcels weighing over 20kg in the UK. Standard
parcels above 20kg are not a universal service (Poslcomm 2003c).
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In conclusion, the regulatory decision could be based on Test A, and the
more objective and observable switching, actual volume loss and offers of
Test B. In practice, this involves detailed monitoring of the switching,
volume loss and offers, which requires both the USP and competitors to
provide market information in a transparent form for review by the regulator.
While such an approach is consistent with that adopted by some regulators,'
the different measurements of volume, different license obligations with
respect o the provision of information by USPs and competitors, and the
universal service make its application to the postal sector more challenging.

3. ILLUSTRATIVE CALCULATION FOR THE
CRITICAL ELASTICITIES FOR MAGAZINE
MAIL

For illustration, the critical elasticities of Test A were estimated for Royal
Mail’s services for businesses publishing newsletters, magazines and in-
house journals on a regular basis (Presstream). The Presstream services of
Royai Mail include a next-day (PS1) or three-day (PS2) service. The service
has a minimum mailing of 4,000 letters or 1,000 packets, at least 90% must
be fully postcoded, postings must be made on fixed dates, and its availability
is limited to magazines and publications. The service is used by four
customer types: (a) businesses sending consumer magazines of general
interest that are available in the news-stands; (b) businesses sending business
(industrial and professional) magazines that are not generally available from
the news-stand; (¢) businesses sending customer magazines as a (orm of
marketing their services; and (d) businesses sending membership magazines,
The Presstream services are deemed to be outside of the universal service."

For the calculation of ecritical elasticities for PSi,p‘f topfr price

increments of 10% were applied to PS1 prices®™ The analysis used access

prices,” entrant prices® and expected levels of switching out of the USP’s
service in response to price increases. The parameters of expected demand
elasticities represent a non-lincar demand curve in a competitive market such
that the critical own-price elasticity was no longer represented by equation

in the UK gas, electricity and telecommunications sectors.

1 postcomm (2004)

The results for a 3% price increment arc similar, with marginally higher critical
elasticities,

These were based on the approach sel out in Postconum (2003d}. .

This assumed that the entrant prices were below those of Royal Mail for about 40% of
Presstrearn 1 market.
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(2) but by 8,(7py, 74 755,) in equation (3). The analysis calculated the

specific- and cross-price elasticities {7, 1}, and own-price elasticity before

additional entry, 77, to identify the values at which 27 _, is met and yield
dp,

the critical own-price elasticity after additional entry.

Table 1 shows examples of demand elasticitics from the analysis,
assuming a level of switching whereby the USP’s volume is reduced by 17%
relative to the level of volume before additional market entry. It shows that,
for a specific-price elasticity equal to zero and 2 cross-price clasticity equal

a . .
to zero, a—”)(). It also shows wvalucs of the specific- and cross-price
2

elasticities{r7;, 75} at which 9%

op,
elasticity ¢, is —1.5 when the specific-price clasticity s —1.1 and cross-price

=¢. For cxample, the critical own-price

elasticity is zero. Table | shows that the price increase is not profit
enhancing, if the specific-price elasticity exceeds 1.1 (in absolute terms) or
the cross-price elasticity exceeds 1.9.%

Table 1: Test A elasticities for PS1

Specific-price Cross-price elasticity Own-price Change in
elasticity with P52 elasticity profit o
{before entry) (before entry) (after entry) change in price

i th M

0.0 0.0 —0.4 >}
0.0 1.9 -5.9 0.0
—0.5 1.0 -3.8 0.0
-1L1 0.0 -1.3 0.0

Table 2 shows a similar analysis and examples for PS2 in which the
USP’s volume is reduced by 30% relative to the level of volume before
additional market entry. For example, the critical own-price elasticity is -1.6
when the specific-price elasticity is —0.6 and cross-price elasticity is zero,
Table 2 shows that the price increase is not profit-enhancing, if the specific-
price elasticity exceeds 0.0 (in absolute terms), or the cross-price clasticity
exceeds 8.9,

* Ifitis assumed that 17, <0 and 17;20.
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Table 2: Test A elasticities for PS2

Specific-price Cross-price elasticity Own-price Change in
elasticity with PS1 elasticity predit to change
(before entry) { before entry) {after entry) in price
) h o

0.0 0.0 -1.1 =)

0.0 8.9 -3.8 0.0

0.5 1.8 -2.1 0.0

0.6 0.0 -1.6 0.0

There are several special cases that are also worthy of note arising form
this type of analysis. Firstly, if the PS1 price was less than 10% above the
PS2 price, a unilateral increase in the PS2 price of 10% would be expected to
lead to a high cross-price elasticity as volume transferred to PS1 and

o

(0. Secondly, in such a case, the USP may have an incentive to

ap,
increase the price for PS1. Clearly this would arise if E-K—)O; however it
2
1 : : ial h o ar T o
also may arise in a special case even when == g, If <0, the USP may

op op,
still have an incentive to increase P81 prices beyond the price at which

§£=0 to enable the I'S2 price to increase if Ta£+—%) 0. Finally, if the

ap, dp 9py

USP cannot increase PS1 prices beyond the point at which @=0, and a
op,

unilateral ingrcase in the PS1 price results in o <0, a 10% price increase in

op,
the P82 price USP will result in;i(o. In such a scenario, if PS! satisfies
P2
Test A, PS2 would also satisfy Test A»

In addition, the approach lends itself to sensitivity analysis of some of the
assumptions. For example, the degree of switching may be analyzed to
establish the impact on the specific- and cross-price elasticities {7, 775} at
which 8_”:0. A higher level of switching in equation (5) reducecs the

ap,

# In (he same way, other services to PS2 (e.g. presoried, next-day service of Mailsort 1) may
be close substitules to PS1. 1 the USP cannot apply the increment io this close subslitule
service to increase prolil, it may suffice to prolect customers from a 10% price increase of
P51,
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absolute values of the specific- and cross-price elasticities {7, 713} and own-
price elasticity 7, at which O =0.
ap,

The results indicate that the critical elasticities with specific- and cross-
price, and there own-price elasticities, are lower for PS2 relative to PS1, If
there is a 10% increase in the PS2 price, PS1 satisfies Test A, and the
ariginal differcnce in price between PS1 and PS2 is less than 10%, then PS2
should satisfy Test A as well. In addition, critical elasticities for spegific-
and cross-price elasticities, and thereby own-price elasticities, are lower in
the case of a high level of switching relative to a low level of switching.
Finally, as discussed in preceding sections, if the parameter values used in
the forecasting for the price-control period are consistent with f_’rgg (Test

)
A), and are consistent with observed developments in the competitive market
(Test B), the service may be removed from the control with the expectation
that there would be no significant price increase by the USP,

6. CONCLUSION

This paper has reviewed the conditions necessary for services to be
removed from price controls for the postal sector, consistent with the present
regulatory environment in the UK. In particular, it has developed the
approach used by UK regulators outside of the postal sector into one that
places more emphasis on testing whether a market is likely to be
prospectively competitive within the price-control period.  First, the
assumptions used by the USP in its forecasts for the price-control period can
be assessed to see if they are consistent with there being no significant
market power for any service within that period (Test A). In particular, the
paper illustrates with an example of magazine mail how the critical demand
elasticity values could be derived from the USP business plan for
comparison with actual values in assessing whether Test A is satisfied.
Second, the observations of the market can be used to confirm whether the
USP’s forecasts contained in the business plan are indeed reasonable and
compatible with the developments of the market (Test B). The removal of
services then requires costs to be allocated between competitive and non-
competitive markets to enable the coverage of the main control to shrink
over time as the competitive market develops.
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Chapter 7

Worksharing, Pricing and Competition in the Postal
Sector’

Etienne Billette de Villemeur,' Helmuth Cremer,' Bernard Roy2

and Joglle Toledano®
University of Toulouse (TPEf and GREMAQ) and La Poste®

1. INTRODUCTION

In the postal scctor, the practice of worksharing has been introducing a
measure of competiiion even when the industry was otherwise monopolistic,
When the customers have the possibility to “bypass™ part of the postal
network, there is effectively competition in the relevant segments between
the operator’s activities and those of the customers. From that perspective,
one can think of the processing of workshared mail as a form of
“downstream aceess” which is provided to the customers. The relevant
question is then to know how the workshared product ought to be priced and
mote generally, how the possibility of worksharing ought to affect the
aperators pricing structure. This subject has been extensively studied in the
literature (Billette de Villemeur et al. 2602, 2003,. Crew and Kleindorfer
1995, Mitchell (999, Sherman 2001 and Panzar 2002).!

When the market is liberalized and when entry occurs, a new kind of
demand for workshared mail may emerge if the other operators do not have

We would like io thank Michae! Crew, Philippe De Donder and Paul Kieindorfer for their
comments. The views expressed in this paper are those of authors and do not neeessarily
reflect the views of La Poste.

' See also Crew and Kleindorfer (1995), Mitchel (1999), Sherman ¢2001) and Panzar
{2002).
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their own delivery network, at least in some areas. The pricing of the
services provided to competing opcrator raises the problem of “access
pricing”. The phenomenon of “downstream access” has been heavily
debated in many network industries like telecommunication, elcetricily and
gas, as part of the ongoing liberalization process; see for instance Laffont
and Tirole (1996, 2000) and Armstrong (2002). A few recent papers have
alse looked at this problem for the postal sector, see Crew and Kleindorfer
(2002) and Billette de Villemeur et al. (2003b, 2004). However, these
contributions neglect the more traditional form of worksharing by customers,
A fully fledged model of postal sector pricing would have to account for
both the customers and the competitors demand for workshared mail. Panzar
(2003) represents a first step in that dircction. He uses the worksharing
model of Billette de Villemeur et al. (2003a) in which he introduced
upstream and downstream competition, However, he uses a rather specific
setting and he does not characterize the optimal pricing structure. The
current paper tries to bring together competitive access and monopoly
worksharing models in a more systematic way.

Before proceeding it may be interesting to take a look at the fundamental
issues underlying our problem. The regulatory design of postal prices
including those for workshared mail is essentially a Ramsey-Boiteux pricing
problem. The incumbent operator offers different products to different types
of customers and we can think of workshared mail as one of these products,
While some of these products are final goods, some like workshared mail
may be intermediate goods which are used as inputs by other firms. The
pricing of this intermediate good then indirectly determiues the prices paid
by the final consumers of these products. In a “perfect” (first-best) world the
prices of all these products are equal to (long-run) marginal cost for all
products. This provides consumers with the correct signals and ensures that
the decentralized outcome is efficient,

In an industry like the postal sector, where technology involves “fixed”
costs (like the cost of maintaining the delivery network) it is however,
typically the case that marginal cost {even long-run marginal costs) are well
below average costs.” Strict marginal cost pricing is then problematic
because it implies that the operator cannot break even, which is usually
considered as not acceptable for a number of reasons (including political
economy considerations).” Consequently, one would have to impose positive
markups on at least some products in order to meet the break-even
constraint. The determination of these markups is precisely what the

Like most of the regulation literature we use the term fixed cost for the part of cost which
is independent of output, even in the long run.

In a first-best sefting this problem can be overcome by a lump-sum transfer to the operator
covering its fixed cost.
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Ramsey-Beiteux problem is all about. The question is simply how to distort
the different prices away from marginal cost in order to break-even while
keeping the efficicncy cost of these distortions as small as possibie, The
exact specification of this problem and hence the specific results depend on
the characteristics of the industry (costs, technology and demand) the general
regulatory environment (e.g., the presence of a uniform pricing constraint)
and on the type of competition there is between the incumbent and the
entrant(s) (competilive fringe, monopolistic competition, some form of
oligopoly, etc.}. The literature so far has concentrated on the competitive
fringe case for which a number of interesting results have been obtained.?
Pricing rules for final goods and for workshared mail are typically inverse-
elasticity rules, properly amended to account for cross-price effects (if any).
Counsequently, optimal prices depend on demand consideration and not just
on cost considerations. This is different from the first best setting where
prices simply reflect marginal costs. In a rccent contribution, Billette de
Villemeur et al. (2003b) show that these rules can be generalized to account
for imperfect competition

Summing up, it appears that the economists® toolbox regarding pricing in
the postal sector, though still in need to be expanded, does already have the
potential to offer valuable guidance in the regulatory debate. In many
instances, however, all these studies are ignored by the various partics
involved, regulators and postal representatives alike. Instead, the debate
concentrates on the relative merits of two essentially ad hoc rules (or classes
of rules). The first of these ad hoc approaches is the so called Efficient
Compenent Pricing Rule (ECPR) which (roughly speaking} consists in
applying the same (per unit) markup on workshared that is applied on the
corresponding final product offered by the incumbent operator,
Consequently, worksharing per se does not appear to affect the incumbent’s
profits and more generally its ability to cover its fixed costs. This rule has
the theoretical merit that it leads (under some conditions) to efficient entry
decisions: entry occurs if and enly if the entrant is more efficient. However,
these apparent properties often do not stand under closer scrutiny because
ECPR does not account for the demand side of the problem. Further, the rule
is incomplete and does not explain how the markup on the incumbent’s
relevant final product ought to be determined. In addition and most
significantly, it does not in general yield an efficient Ramsey-Boiteux
pricing, even when one ignores the determination of all the other prices,

Another ad hoc rule which is sometimes advocated by regulators (for
instance in the UK) is a “cost-plus” rule, where the access price is obtained
from the long run marginal cost by applying some ad koc markup. This may

4 See e.g., Cremer et al. (1995, 1997), Crew and Kieindorfer (2002), De Donder et al. {2002,
2003), Billette de Villemeur et al. {2004},
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at first sound similar to a Ramscy-Boiteux approach and there exists of
course a specific level of the markup for which we oblain the Ramsey price
(or alternatively the ECPR level). The crucial difference, however, is that no
effort in made to optimize the markup by accounting for instance for demand
considerations. Instead the markup is set in a ad hoc way. For instance a
small markup is added in order to cover the cost of universal service which
in turn is calculated in a questionable way {and thus often significantly
underestimated; see Cremer et al. {2000)). There is no reason to expect that
such a procedure can yield anything which comes close to the aptimal prices.

The main featurcs of our setting are as follows. We consider a stylized
representation of the postal sector, with two activities (¢.g. distribution and a
composite activity) and two types of operators: the incumbent universal
service aperator on the one hand and the potential entrants on the other hand.
There are two types of customers and at least three different products.
Househelds consume single piece mail which uses the entire nctwork.
Business customers may or may not engage in worksharing depending on the
price structure. Business customers can also consume the entrant’s product,
The incumbent operator processes workshared mail which emanated both
from its customers and from the competitors. The incumbent’s and the
entrants’ product may or may not be perfect substitutes.

We start by characterizing the first-best allocation which essentially
involves marginal cost pricing. Consequently, differences in prices reflect
solely differences in marginal costs. Then we proceed lo a more realistic
setting where a fixed network cost has to be covered through the pricing
scheme.

Our model can be used to study a number of setiings depending on the
specific assumptions which are made on demand, costs and on the regulatory
environment. The current paper is meant to be a first step and we concentrate
on a very stylized setting. Specifically, we assume throughout that the
entrant does not deliver (there is no bypass). We also concentrate on the case
where the access price for competitors is restricted to equal the rate charged
for workshared mail to customers. We make no specific assumption at first
on the degree of product differentiation between the incumbents’ and
entrant’s product. However, we also look at the special case of perfect
substitutes for which crisper results emerge,
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2. MODEL

2.1 Operators, customers and preferences

There are two operators: the incumbent universal service operator f and
an entrant £. The stylized pestal network we consider congists of iwo
segments. Segment 1 corresponds to a composite activity including
collecting, sorting and transportation. This activity implies a constant

marginal cost of €, for operator 7 and of kE for operator £. Segment 2 is

delivery. Operator [’s marginal delivery cost is ¢, ; Operator £ does not

have its own delivery network. In addition, there is a fixed cost of F's0
for operator fand F* >0 for operator E.

There are two types of senders and two goods. The n, senders of type /
(households) consume good x which is supplied by 7 and uses both
segments, The marginal cost of x is thus given by ¢ +c,. The &,

customers of type /' may or may not use segment 1 of operator I’s network,
they do not use segment 1 they consume good z which implies a marginal

cost of £+c,, where k is distributed over [ﬁ,}?] according to the

cwulative distribution G(k) with density g(k). Observe that ¢, is the

operator’s cost, while £ is directly born by the customer. Alternatively, they
can consume good x for which they pay the same price as households,” or

good y supplied by operator £, Prices are given by p, and p, for operator /
and by p, for operator £,

Let §,(x,) denote the (gross}) surplus of a households, while
Sp{x,; +2,y,k) represents the (gross) surplus of a sender of type f with

characteristic £.° Observe that k represents not only the preparation cost, but
also determines surplus and hence demand. Net surplus is obtained by
subtracting total cost: payment to the operator plus cost of activity 1, if
applicable. The demand function for a household is given by:

Except for the cost difference x and z are considered as perfect substitutes.

For simplicity we use surplus as a welfare measure for firms. From a strict welfare
economics point of view, this can be understood as representing the surplus of the
consumers who buy the goods produced by firms f which use postal services as mpuls.
One can easily show that our shorteut does not involve any loss of generality in the case
where all downsircam markcets arc competitive,

i}
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%,(p) = arg max {8, (x) ~ px}. (1)

The demand functions of the representative sender f are obtained by
maximizing

S, (%, +z. 3.k}~ px, - (p,+K)z—p,y
st x,,z20

To characterize the solution to this problem define k= P, — P, This yields

the demand functions:

x,(p.,p,.k)y and y(p,p k) when k> k (so thatp. +& > p.)
z(p, +k,p, k) and y(p +k,p, k) when k< k (so thatp, +k < p ).

To understand the determination of the demand functions, note that all
users of type f'for which p, +k < p (ie, when k<p -p, = E) find it
profitable to buy good z (rather than x) at a level z(p, +&, p k). Overall
per-unit cost of z is equal to p_ + & ; it is this overall cost rather than just p,
which determines demand. On the other hand, when p, +4>p , it is
cheaper to consume x (which is otherwise a perfect substitute of z) and
demand is x,(p,p,,k}. Observe that when p +k=p ~we have
X (P, P, k) =2z(p_+k, p,,k); this property arises because, except of cost

considerations, x and z are perfect substitutes. Either way, the firms may
also consume the (differentiated) product offered by F, at levels specified by
y0)-

Substituting demand functions into net surplus yields the following
indirect utility functions:

Vi(p)=S,[x(p)]- 25 (20, (2a)
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S, 2(p, + k. D, k) Y(p. + K, p, K e |

—(p, +k)z(p, +k,p,,k)—p.y(p, +k,p, k)
itp, +k<p,,

8, [ %P 2, B0 Py 2, KV |

_pxx,f(p.:’p}"k)_p}'y(p-"p.-"k)
ifp, +k>p..

Vf(p_rﬂpz!_toyik):<

(2b)
2.2 Market demand, cost and profits
We are now in a position to detcrmine market demand functions for the

various (final) goods. The aggregate demand functions for the incurnbent
products are:

k
X (P2 p) =m0 41, [ x,(p,.p,.k)gk)dk 3)
=
P it
Z(pp.op)=n, | #p,+k p,.K)g(k)dk (4)

£

The demand function for the operator £ is:

P

e

Y(p,.p.,p)Y=n, | ¥(p,,p, +ki)glk)dk

L

3 5)
k
+1, | y(p,.p.E)gk)dk

B g

Expression (3) provides the tefal demand for the incumbent’s single
piece mail. The first term on the RHS of this expression is the total demand
by households, while the second term represents the total demand by the
firms who do not workshare their mail (those with high levels of k).
Expression (4) gives the firms’ total demand for commercial (workshared)
mail. It is the sum of individual demand levels for the firm with a low level
of k. Finally, equation (5) represents the demand level for the entrants
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product. This demand potentially emanates from all firms; however, we do
not rule out the case where y =0 for some firms and especially those with a
low level of k. This will of course be particularly relevant when the products
are close substitutes; see the case of perfect substitutes below,

For the remainder of the paper, it is important to keep in mind that these
demand levels are for final products (as opposed to intermediate goods).
Since operator £ docs not deliver, ¥ will also be delivered through the
incumbent’s network. Consequently, the total (final and intermediate)
demand for the incumbent’s workshared mail will effectively be equal to
Z+Y.

Per the assumptions introduced in subsection ! we can write the costs
functions as follows.

C'=(c+e, )X +e(Z+V)+F' (6)

Cl=(k*+p)Y+F* )

To understand these expressions, recall that marginal costs are constant,
that X used both segments of the network, while the (Z+Y¥)} units

workshared mail only use the delivery network. Then entrant pays p. in lieu
of the delivery cost and it has a preparation cost of k” (rather than ¢, for the

incumbent).
Finally, profits can be expressed as follows.

#l=p X+p (Z+7)-C’,

[p (et e)| X +[p. —0)Z 4 1) - F", ®

xf=p¥-C",

=[p, - " +p)]Y-F". ®

Observe that bolh costs and profits can be expressed as functions of
prices (and of the exogenous cost parameters). To obtain these functions is

sufficient to substitute aggregate demand functions (3)-(5) in the expressions
for costs and profits (6}—(9).
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Our formal analysis concentrates on the competitive fringe case, where E
price at marginal cost so that p, = k* + p_. This assumption is of course

only meaningful if we agsume F* =0,

3. FIRST-BEST SOLUTION
The first-best solution constitules an interesting benchmark. To obtain it,
we maximize total surplus which is given by
3
W=V, () + V(0o P P k) + 2 (10 P 2+ 77 (Do 2L
&
(10)

with respect to prices (p,, p,, P, ). The result is well known and we skip the
derivation here.” Differentiating (10) with respect to ( PP, p,) and

rearranging yiclds the following solution:

P, =¢ +0o,, (11)
P, =0y, (12)
P, =kﬁ+(}2. (13)

In words, all prices are set at marginal cost. Event though these expressions
are standard, it has to be peinted out that they have an number of interesting
implications in our setting,

First, we can think about p, — p, as the “worksharing discount”. From
(11) and (12} it follows immediately that this discount is simply equal to ¢,

that is the avoided cost. This in turn implies that we have “production
efficiency” in the sense that a firm will workshare its mail if and only if its
preparation cost is less than that of the operator. To see this recall that all

firms with k <k = P, — p, consume workshared mail and under marginal

cost pricing this reduces to &k <¢,.

7 1t can be abtained from expressions (27)- {28) in the appendix by scrting 4 =0,
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Second, we have assumed from the outset that p, represents both the
discounted price charged to customers and the access price charged to the
competitor. Put differently, price discrimination between competitors and
customers has been ruled oul. It is interesting to note that in a first-best
setting this does not effectively impose a restriction. Since the (marginal)
delivery cost is the same whatever the “origin” of the mail product, its price
ought to be the same for everyone anyway,

Third, we have solved this problem as if the regulator would control

directly the entrant’s price p . This is a technical simplification which is of
no relevance in the competitive fringe case where p, =k®+ p_ so that

when p, is set according to (12), (13} is automatically satisfied. Finally, one
can easily verify that with first-best prices, operator { realizes a deficit equal

to F’. Put differently, revenues do not cover fixed costs and the first-best
solution is not feasible when the operator is required to break even. We now
turn to the second best problem which arises when budget balancing is
imposed.

4. SECOND-BEST SOLUTION

Set p, =k + p, (competitive fringe) and maximize the welfare

function subject to the constraint that the incumbent realizes nonnegative
profits. The Lagrangian is given by:

;
L=V, (p,)+ IV,-(p,,,p:,p}.,k)+(1+?»)fr‘r(p,:,pz,p_v)wrf
k

where A >0 is the Lagrange multiplier of the firms break-cven constraint.

Observe that 7° =0 by assumption {(competitive fringe and F* =0). The
FOCs are as follows:

oL ;
— = up)- [ xp,.p, K)gli)dk
P, Po-p, (14)

ax oz oY
+(1+A)[X+[px (¢ +cz)]-6;-+[pz —cz](é;*-i--é;—J},

X
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aL LNl
— =~ | zp, +k p,.o)gtk)dk
ap. It ) '

dpy i R
- [ ¥p, +kop, g)dk+ | ¥p,.p, Kglk)dk

ap. J| i Py
I X dp,
+1+ )| Z 4T +[p (0 ]| 24 X
op, Op, dp,

] oY oz dp. oY d
+(l+;L) [pw —(;2] a—Z+£+O_Z___pL+_.a_Y_ py ,
| Op, dp, dp, dp, dp, dp,
(15)

where dp /dp, =1. For the sake of interpretation it is intercsting to

redefine the demand functions to account for the induced price variation of
the entrant:

X(p.p)=X(p,.p..0,(p.)), (16)
Y(p,,p.)=Y(p,,p..P,(2.)s (17)
Z(p,,p,)=Z(p,, P, 1,(P,)): (18)

where p (p,)= k* + p,. Observe that these demand functions X,¥ and

VA only depend on operator I's prices which is convenient because these
prices are the relevant decision variables in our problem.

We show in the appendix that the FOC can be rearranged to vield the
following pricing rules:

p.-le+e) A 1 (19)
D, 1+ 0,

p.—¢, A 1
2: 1+ 4 6,.,

(20)



150 Chapter 7

where 6, and &,,, are the superelasticities of X and ¥ +Z respectively.

These expressions are the counterparts to cquations (15) and (16} obtained
by Billette de Villemeur et al. (2003a) for the monopoly case. To interpret
them, one has to recall first that superelasticities are gencralized demand
elasticities which account for cross-price effects. When demand functions
are independent, superelasticities are equal to ordinary price elasticitics. In
that case (19) and (20) reduce to “inverse elasticity rules”. However, in our
setting demand functions arc not independent. A variation in one of the
prices affects demand levels of the other goods and this brings about
distortions which are accounted for in the superelasticities. Observe that
when the goods are substitutes (as is the case here) one can show that
superelasticities are smaller than ordinary price elasticities.

n spite of this complication it remains that the pricing rules have the
familiar flavor and interpretation of Ramsey type rules. This point was made
by Billette de Villemeur et al. (2003a) for a monopoly setting. Here we
obtain similar expressions under competition. The main difference is that we
have Y +Z rather than just Z in the second expression. Inn either case this
has to be interpreted as the total demand for workshared mail which here
also emanates from the competing operators. The interesting feature is that
while the incumbent’s and the entrant’s products are not perfect substitutes
(for the customers) they are here treated as if they were perfect substitutes:
only the sum of demands matters. This is because from operator I's
perspective the two types of mail are indistinguishable; they have the same
marginal cost (delivery only) and they are priced alike.

Combining these pricing expressions, we can determined the second best
worksharing discount which is given by:

p.-p.=¢ +i[&—a’4} @1)

Under the plausible assumption that &,,, > &, cxpression (21) implies that
P, — P, > . Observe that the application of the ECPR rule would require

the discount to equal avoided costs, namely ¢. This would amount to apply

the tradeoff which warrants first-best preduction efficiency. Not surprisingly
this rule has to be amended in a second-best setting and under plausible
assumption on the demand elasticities one can expect the discount to exceed
avoided cost. Comparing this expression to its counterpart in Billette de
Villemeur et al. (2003a), namely equation (17) it appears that the presence of
competition does not appear to fundamentally affect the structure of the
pricing rule. In either case, we obtain a rule which can be qualified as
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“ECPR, adjusted for demand (super)elasticities”, This does of course not
imply that the actual levels prices are the same or are similar. The demand
functions underlying the superelasticities are affected by the presence of
competition. We shall have a closer look at this issue for the special case of
perfect substitutes to which we now turn.

3. THE CASE OF PERFECT SUBSTITUTES

We now turn to the special case where the incumbent and the cotrant’s
products are perfect substitutes, Observe that this is the case on which
Panzar (2003} concentrates. Though extreme, this does not appear to be a
totally meaningless setting to consider here. One can arguc that any degree
of differentiation there may be between the two opcrators is likely to be
mitigated by the fact that operator £ uses operator ’s delivery network. In
other words, once they get to the delivery segment the three products X, Y
and Z become indistinguishable.

With p = k* + p. (competitive fringe), the demand of type f customers
has the following properties:

L=0; y=0; z>0 ifk<inf{k® p —p}
x, =0 y>0;, z,=0 if k* <inf{k, p. - p,}
x, >0, y=0; z,=0 ifp -p, <k®<k

Observe that demand function are now discontinues when
k< p,— P, =k. To determine the solution, two regimes have to be

considered separately. We have cither k° <k (Regime ) or k° >k
{Regime /).

5.1 Regime 7:k° <k

In this case, no customers of type f consume product x. The demand
functions for the incumbent products are:

X(p)=x,(p,),
Z(p.)= [z(p, +k)gtk)dk.

k
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The demand function for the operator E is:
E -
Y(p)= . (p, +k)gk)dk.
K¢

Remark that, since y and x (hence z) are perfect substitutes,
v (p)=1z,(p). As aresult, this is “as if” the entry of firm £ were allowing
firms with & > &” to sort their mail at a cost of only k”. Firm / is now
facing a sct of firms with a distribution of & which is cut from above at the

level &% and all these firms consume the workshared mail.
Appendix B shows that the optimal pricing rules are now given by

p,.—(c, +¢,) A 1

- 22
P, 1+4 Ey 22)
pz _CZ _ A’ ]' (23)
pz l + /1 8Y+Z

Where &, and g, , are ordinary price elasticities (absolute values).

Observe that we have returned to ordinary price elasticities rather than
superelasticities which where obtained in the general case. This is because,
with perfect substitutes, cross-price elasticities (between X on the one hand
and Z +7 on the other hand) are zero within a given regime.

52  Regime 7:k°>k

In the case where k% > P, — P,, the demand for the operator £ is zero

and the demand functions for the incumbent products are:

k

X(p,,p)=%(p)+ [ x(p.kog(k)dk

B8

Py
Z(p,p)= | #(p, +k kgl
k
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and we are back to the model of worksharing. Optimal pricing rules are then
given by expressions (15} and (17) in Billette de Villemcur and af. (2003a).

5.3 Which Regime is relevant?

The condition defining the applicable regime depends on & and thus on
the prices. Formally, one would have to evaluate welfarc at the solutions
achicved in either regime and compare welfare levels to determine the global
optimum. This is a complicated task and the problem cannot be done based
on the first order conditions alone. Howcever, it is quite clear that the solution
will depend on the relative efficiency of the two operator’s on segment 1, i.e.

on the comparison between &” and o

The first interesting property one can show is that when k° < ¢,, Regime

Il cannot occur. In other words, it is never optimal to (totally) exclude an
efficient competitor from the market. To see that, recall from Billette de

Villemeur et «l (2003a) that Regime 7/ yields k= p.— P, >, hence
k< ¢, is incompatible with the condition for this regime to arise, namely
K>k

By continuity, this property implies that when k° > ¢, but not “too
large”, Regime I will continue to prevail. In other words, at the second best
optimum, it may be interesting 1o “tolerate™ a competitor who is slightly less
efficient than the incumbent (even though its product is a perfect substitute
to that of operator 7). This is because the presence of £ allows for a solution
which differentiates between firms with high &£ (who will consume ¥) and
households (who consume X). If the competifor 1s not in the market, both of
these groups consume X at a uniform price.

Finally, when &° become sufficiently large the solution will imply
Regime I7 there is no room at a second best optimum for a very inefficient
entrant.

54 Discounts under monopoly and under competition

Having characterized the solution under competition we can now attempt
to compare it to the monopoly case. In particular it is interesting to study

how the worksharing discount p_— p, is affected by the presence of the

competitor. To do this we shall remain within the setting of perfect
substitutes.
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Not surprisingly, the answer depends (among other things) on the cost of
the entrant £°. To see this let us start from the monopoly solution denoted

p. and p, with k"= pr—p’. We know from Billette de Villemeur et

al. {2003a) that fcv'">c1 (under plausible assumptions on demand

elasticities). Depending on the entrant’s cost we can then have three
configurations. First, there is the rather trivial case where the entrant has
large preparation costs, k% >k%™. In that casc, we have Regime 7 and
monapoly prices {and discounts} will continue to prevail. Second and at the
other extreme, we can have k% < ¢, which of course implies k% <£" . As
shown in the previous subsection Regime / prevails and the solution is given
by (22} and (23). To compare these to their monopoly counterparts,
expressions (15) and {(16) of Billette de Villemeur et al. (2003a), we have to
assess the impact of the presence of the competitor on the demand
elasticitics. Roughly speaking, the firms with the larger & (which are also the
ones with the relatively less elastic demand) consume x under monopoly
and v (and thus indirectly also z) under competition. It is quite clear that this
tends to make the demand for X less elastic (as the consumers} with the more

elastic demand switch to ¥.* Consequently, we can expect p, to increase.”

Furthermore, the switching consumers have smaller ¢lasticitics than the low
k. firms. Consequently, they will cause the elasticity for Z to be Tower than in

the monopoly case. But then p, would also tend to increase and the overall

impact on k appears to be ambiguous.'

Finally, there is the case where ¢, < &% < k™. In words, the entrant’s

preparation cost is between that of the incumbent and the monopoly level of
the worksharing discount. [n particular, consider the case where

k=k™—5 where £>0 is small. Now, if operator / maintains iis
monopoly prices, all consumers to the right of k" will switch from x to ¥
(while essentially nothing else changes). With £° > ¢, this switch can only

®  The demand of firms with high preparation cost is expected to be nevertheless more elastic
than that of housclholds.

This is a very rough argument of course because the monopoly expression involve
superelasticities. Qur arguement assumes thus implicitely that cross-price cffects are not
too significiant.

All these arguments are for a given level of A. In reality A would of coursc change,
Practically speaking this means that when both prices increase {starting from the Ramsey
solution} we can expect profits to increase. But then prices can again be lowered without
violating the break-cven constraint. This introduces yet another effect which of course
does not make the result any less ambiguous,
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decrease welfare (because total preparation costs increase), This wellare loss
can easily be aveided when operator 7 changes its prices to reduce & to a

level below £”. Since £ is small and since we start from a optimal solution,
this variation will have no first order impact on welfare. It does, however,
avoid the increase in preparation cost. Consequently, it will clearly dominate
the status quo (maintaining monopoly prices upon entry) with higher
preparation costs. To sum up, in this case we can conclude unambiguously
that competition decreases the level of the discount. Now, as & increases, s0

that k* will become closer and closer to ¢, we can continue to make this

argument. However, the price adjustment necd to match &° become larger
and larger and this will also imply a welfare loss, This has to be balanced
against the reduction in preparation cost {(which becomes of course smaller

and smaller as k% approaches ¢;). Thus at some point we will switch to

Regime [ and return to case where the impact on k is ambiguous.

6. CONCLUDING REMARKS

The current regulatory debate in the postal sector calls for an in depth
study of the appropriate pricing rules in a competitive environment. Such an
investigation has to encompass both worksharing discounts granted to
customers and the pricing of the mail which is prepared by competitors but
delivered by the incumbent postal operator, Building on our earlicr paper
which had studied the pricing of worksharing under monopoly, we have
provided a framework which is suitable to study jointly access and
worksharing in a liberalized industry. However, in the current paper we have
not fully explared the potential of our framework. We have looked only at
one scenarios and probably cne of the simplest. The natural next steps would
be for instance to intreduce bypass (in delivery), to consider delivery areas
with different costs, etc. This is left for future research.

In the meantime we can alrcady learn from our partial results that the
optimal prices are not going to be determined according to simple ad hoc
rules which moreover would be valid in all circumstances. The pricing rules
are complex in the sense that many factors, including demand, cost and
regulatory rules will matter. We have already discussed the role of the
entrant sorting cost £* in the previous section. More interestingly, one can
casily see that the arguments used to asses the impact of entry on the
worksharing discount (in Subsection 5.4) crucially depend on the
requirement the same p_ applies to both to operator £ and to customers. The
impact of bypass can be cxpected to be ecven more significant. As long as
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there is no bypass operator / set positive markups on e/ products, including
the one sold by competitors to finance its fixed cost. The other operators’
products are of course only “taxed” indirectly, through the access charge,
However, as long the operator £ has no delivery network this is of no
relevance. With the possibility of bypass, on the other hand, it is more
difficult or may even be impossible to realize markups on the competitor’s
products. Summing up, the main conclusion to be drawn is thus that the
impact of liberalization is very difficult to assess and will very much depend
on the exact (competitive) environment which is considered.

A, APPENDIX

A.l.  Derivation of expressions (19) and (20)

The derivatives of the redefined demand functions are given by

% dp.
oH_oX 4ok ox oxds 2
dp. dp, 8pz op, Op, dp.

4 d
or _or nd ¥ oY oY  ovdp, 25)
dp, Op, o, 3pz op, dp,

74 > dp.
2 _o g oz -
dp, Op, dp, ©Ip, dp, dp.

Using (16)—(18) and (24)—(26), thc FOCs can be rewritten as:

& Y ARE:)
L =2,X+(1+;L)[pxw(cl+cz)]ai+(l+ﬂ,)[p,—cz} L2 en
dp ) dp, p,

X X

aL X 8z oy
— = MZ+V)+ I+ ) [p, (¢ +c ]—+(1+¢)[p -c ](—w+~—-]
op, ap, ap, p

(28)
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which gives the “standard” Ramsey-like system:

(0z/2p,) _(9Y/ap,) J

px—(c1+c2): A L+[p —c]
P, 1+ie, —° U\(-ax/dp,) (-oxidp,)

ax / ap,
(-aZ/iop,)+(-0Y/3p.)

P, ¢, A 1
= Z+Y)+ —(c, +¢
P %( V+[p. - (¢ +e)]

where

[l

», [—az+—ay] Z 4

Op,.z = = O'Z-l- Ty
Z+Y\op, op, ) Z+Y T Z+Y

and
crz:& -z andc)',,:p—z —or .
Z 1\ dp, Y\ op,
In matrix notation the FOC write:
(5_?(}(@_&5_1’]

op. \ép, ©op, [px—(c[+cz)J__ y) [ X J

ax 6‘_Z+6_}7 p.—c, 1+ A\ Z+Y )

dp, \ Op. Op.

which is easily be solved to yield
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A dp, Op, dp, op,

e e, )=- _ — - ,
polare) =g oz o) (ak ) oz or
dp, A\ Op, Cp, op, )\ dp, ap,

X\ zer-[ iy
A ap, p,
p z _CZ = - -~ - »
l+Afox Yoz oY) (oX [ oz oY
op, )\ Op, Op, dp, \p, Op,

that can be rewritten as

v (P/ -nF) PERys ( 3 )( & ar )

DY PRGN DY I | I

P;_(Cl+cz)_ A ERNAY IS n ¥ 2+ v ¥
S 5 v s
wi\a Javrhin ' W ) ;

pX

Ex0vi7 00z x

r f -ax rx e\ &t
p,.—c A ?[;} PIZ+Y) (:)[a;_rj
P =_1+/?. p‘)[éx s )(c‘é 3-17] p__)[a/ifj 3 )(az ar]
' 5 e N () S e
p.X

E +t—m—a .,
AT pzary

1+ A 640y, =001

+

2 Ty.z (T4

)

where
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N ax
va-(2)E)
o p, \ 02 oY
(zenx = Z+Y )\ ép, Op,
( z ]&@_Z{ Y J&a_}’
Z+YNzZop, ) \Z+Y )| ¥ op,
—[—5_ ot Lo
Nz+y) & \z+y) ™
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Rearranging these expressions and defining supcrelasticities in the usual

way:
_ ExOyiz Oz Ozavyx
X L]
Y+£ + O'
- . Oyiz€xy =020 7myx
Ty oy = :

Ey TOziy)x

yields expression {19) and (20). To simplify the expression we have used the

property that demand functions for X and for (2+ }7) have symmetric

cross derivatives:

¥ _ox ax
ap, op, ap,
=3, (P p,. k)2 (F)+ kj Wg(k)dk

Py ¥

,,) J‘ ay(péspya ) (k) dk

= z(pz +k, p},,g)g(k
B ps ¥

az oY oz oz, 8Y
"o, o, o, o,

which in turn arises because
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axf(px,py,k) _ 5}’(I’xaf’_»-rk)

ap, op,

and which implies p (Z +Y)o,;,,,,( = p, X0,

A.2,  Derivation of expressions (22) and (23)

First abscrve that in this case we have:

oX ox, X

= and — =0
op, Op, ap,
LA ) 4
ap, dp, Op,
%2 _ g ad P2 _9Z
p, dp, Op,

Using these properties to simplify the FOCs {27} and (28) one obtains

oL ox

— =Ax, +(1+ A —(c, +c,)|—*

L Az )+ D p -]l e D
ap, : ép. dp,

which can easily be rearranged to yvield (22) and (23).
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Chapter 8

Access Pricing in the Postal Sector
Results from a Model with Bypass and Customer Direct Access

Philippe De Donder', Helmuth Cremer’, and Frank Rodrigue/
University of Toulouse, IDET & GREMAQ' and Royal Mail Group®

1.

The economics of access pricing to the postal network has atiracted a
significant amount of research interest, much of it arising from the EU Postal
Directive of 2002 (Official Journal, L176/21).! The Directive requires that
access prices should be on an avoided cost basis and that, in addition to
being available to entrants, “any such tariffs shall also be available to private
customers who post under similar conditions.™ In a liberalized environment,
some private customers, at least, then effectively have three alternatives with
regard to their choice over postal services. Customers, first, can use current
end-to-end services of the universal service provider (USP); secondly,
customers can make use of alternative services offered by entrants which, in

' Recent contributions to this literature include papers by Billette de Villemeur ct al (2004),

Crew and Kleindorfer {2002, 2004), De Donder et al (2002a, 2004) and Panzar {2002},
2 Qfficial Journal, L176/21, 2002, Article 12, The full text reads:

“whenever universal service providers apply special taritfs, for example for services for
business, bulk mailers or consolidators of mail (rom dilferent customers, they shall apply
the principles of transparency and non-discrimination with regard both to the tariffs and to
the associated conditions. The tarills shail take account of the avoided costs, as compared
Lo the standard service covering the complete range of features offered lor the clearance,
transport, sorting and delivery of individual postal items and, together with the associated
conditions, shall apply equally both as between different third partics and as between third
parties and universal service providers supplying equivalent services, Any such tariffs
shall also be available to private customers who post under similar conditions”.
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turn, may be provided cither through the networks of entrants (bypass) or by
the use, in part, of the USP’s network (access); or, thirdly, customers can
access the USP’s network directly themselves. The latter already occurs in
some counfries through presortation of mail which attracts workshare
discounts off public tariffs. However, the Dircctive opens explicitly the
possibility of access to the delivery network of USPs, or downstream access,
where previously access, in those countries where this has been possible, has
applied only to upstream activities. The possibility of customer direct access
to the delivery network of the USP (CDAY} is an important development and
extends the possibility of worksharing up to the final stage of delivery,

[n an earlier paper (Dc Donder et al, 2004) we developed a model for
deriving optimal rules for access pricing to the delivery network of a USP
under conditions where only entrants were allowed access to the USP’s
network and where entrants could choose whether to use the USP’s network
or provide a fiill end-to-end (E2E) service themselves. In addition to access,
the USP continued to offer a single retail, E2E service at a uniform tariff
which applied across both an urban and a rural area. The paper concluded
that optimal access charges follow the efficient component pricing rule
{ECPRY, modified to take account of two additional factors, The first of
these is the extent to which access displaces traffic previously using the
USP’s E2E service and the second is the extent of the financial loss arising
from entry through bypass. The possibility that such entry results in a
financial loss for the USP also raises the issue of whether the combined
effect of bypass with access to the USP’s network raises or lowers economic
welfare.

In the current paper we extend that initial work in two significant ways.
First, in the carlier model we assumed that an initial break-even price of the
USP’s retail service was constant and derived optimal rules on that basis.
However, it is more satisfactory to derive also an optimal uniform tariff for
the USP’s retail service so that optimal prices for access and the uniform
retail tariff are derived jointly. Secondly, the earlier model did not allow for
the possibility of customer direct access to the USP’s delivery network
(CDA). As noted above, this option is now available to private customers
which means that they can bypass both the USP’s upstream network and
entrants’ services by undertaking upstream activity themselves.® The current
paper considers the impact of CDA on optimal rules for the pricing of both
access and the uniform retail tariff of the USP and the accompanying
impacts on volumes, the USP’s profit and economic welfare.

The term ECPR is used in the narrow sense of the “margin rule” {Armsirong, 2002}
equivalent to “avoided cost” as contained in the EU 2002 Postal Directive.

Customers may usc third partics for at lcast part of this work, for example, trucking of
presorted mail to inward mail centers for final delivery by the USP,
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The paper is structured as follows. Section 2 briclly sets out the model.
Key formulae with regard to optimal pricing rules for access and uniform
retail prices are reported in an appendix and the format development and
derivation of these results is set out in a separate paper. The main focus of
the current paper is on results and implications for access rather than formal
proofs. For this we make use of the calibration in De Donder ¢t al (2004)
extended to allow modeling of CDA. The calibration values used are also
summarized in section 2. The results under optimal access and uniform retail
prices are reported in three stages in order to gain insights into the impacts of
the various components of the general case. These stages are entrant access
only without bypass; entrant access only but allowing bypass; and thirdly,
the most general case, which the EU Postal Directive mandates, of entrant
access with bypass and with customer direct access. The results are reported
in sections 3 to 5. A final section summarizes and concludes drawing out the
main implications from our analysis,

2. MODEL AND CALIBRATION

2.1 Model

[n this section, we describe the model in its most general formulation that
is incorporating both entrant’s bypass and CDA. The model includes two
postal operators: the USP and an entrant which acts as a competitive fringe.
Both the USP and the entrant offer a single E2E product (average mail)
which can be sent to the rural or to the urban area. The USP has to serve
beth markets at a uniform price. The entrant is not subject o a universal
service obligation and chooses which market (urban andf/or rural) to serve
and at which price. The entrant can choose to deliver mail itself or to access
the USP delivery network. Consumers can also access the USP delivery
network directly and the USP is required to post the same access price for
the entrant and for CDA customers,

We model this situation as a 3-good (USP and entrant’s E2E letters,
CDA) and 2-market (urban, rural) economy, with a representative sender,
We assume that the two markets are independent (the prices on one area do
not affect the number of letters sent to the other area) and that the three
goods offered are (imperfect) substitutes on any given market, so that a price
increase in one market increases the quantity of the other products sold on
the same market.

The price of CDA is the sum of the preparation cost (i.e. presorting and
bringing the mail to the interconnecting point on the USP network) and the
access charge. In reality, preparation costs differ significantly across mail
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senders. In order to incorporaie this hcterogeneity, we assume when
introducing CDA that there are two representative senders of mail to the
urban area: large scale senders and small scale senders (defined in such a
way that they each represent one half of the market), Although, in principle,
both large scale and small scale senders are able to take up the option of
CDA, in practice effectively only large senders are in a position to choose
CDA, since taking mail to the USP interconnection point is only likely to be
econemic when volumes are high. Similarly, we assume that no CDA
happens to the rural area because volumcs are low and this also simplifies
the model.

Although the focus of this paper is not on the theoretical derivation of
optimal prices, it is useful to set out the key elements of the model formally.
We denete by an upper script [ variables pertaining to the USP E2E product,
by £ to the entrant and by D to CDA. We usc the lower script / for the

urban market and R for the rural market. We denote by q‘f the demand for
E2E mail addressed to operator i € {I,E} for delivery in area j & {U,R}

and by ¢” the demand for CDA. The universal service obligation translates

into a global fixed cost for the USP (denoted by F) while the entrant does not
face any fixed cost. The USP uniform price for its E2E retail service is
denoted by p.

We separate the postal activity into two segments: one for collection-
sorting-transportation and a second for delivery. Both operators and large
scale senders are active on the first segment. Their (constant) marginal cost

is c,ie {I,E,D} respectively. Operator {'s constant marginal cost of
delivery to area ; is denoted by a'j",f € {I,E},j e {U,R}‘ The USP charges a
constant unit access price of 4, for each letter that the entrant or large scale
senders ask the USP to deliver to area j {U ,R}s. zf measures the number

of letters effectively delivered by the entrant in area je {U ,R}, so that
qf - zf gives the amount of access to arca j & {U,R} sold by the USP to

the entrant,
The USP’s profit is given by

5 It would be straightforward to include also an explicit acceptance or metering charge

incurred by the USP in providing access, as in Crew and Kleindorfer{2032). Such a charge
cnters the results below in the expected way and has been cxcluded from the discussion
here to simplify the model.
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wherc the first line gives the profit made on the E2E letters and the second
line is the profit made on selling access. The USP sells access to its urban
delivery network (at the same unit price) both to the entrant and to
customers, while only the entrant accesses the USP rural delivery network,
Entrant’s profit is given by

I1 =(p£—cg)qj+(p:—c£)q —-dizl -dizt
-a,(af - 28 )- aulaf - 25}

with 0 < zf < qf,j e {U, R}. Maximization of entrant’s profit gives that

E_{0y¢fz%

7 =
"o gy ifd) <a)

that is, that the entrant delivers itself only if it is strictly cheaper to do so
rather than to ask access. We assume that the entrant acts as a conmpetitive
fringe i.e. that any positive profit made by the entrant would attract new
competitors until prices are driven down to average {and marginal} costs. In

other words, the entrant uses marginal cost pricing and we have
pf =c" + min(df,af

We look for the optimal access charges and USP retail price, i.e. access
charges «;,,a, and price p that simultaneously maximize total welfare (the

sum of postal operators” profits and consumer surpluses) under the constraint

that the USP profit is non-negative (IT' >0). This can be viewed as the
regulator’s maximization problem and optimal access and uniform retail
price formulae derived from this model {with and without CDA and break-
even constraint) are reported in the appendix.

We note here, however, that in this more general model we find that the
optimal access charges take the same form as that in our earlier model. More
precisely, the optimal access pricing formula in area  is

a, —d’+(p ¢ —d! )0' I+i
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The access price is the sum of three terms. The first one is the delivery
cost. The second one is the product of the margin made on the USP’s E2E
good (price minus upstream and downstream costs) and the displacement
ratio

agj: /da,
o' =- ; ; :
" dlgf +a7 ) da,

This displacement ratio measures the substitution between variations in the
USP’s E2E quantity {numerator) and in total quantity using access
(denominator) when the access charge is inorcased. The third component s a
markup relating to the break-even constraint, with & being the Lagrange
multiplier associated to this constraint. This markup increases with the
strength of the break-even constraint (the value of X) and decreases with the
demand elasticity of total access (CDA and entrant’s) to the access charge

SA _ a(qf +Qf) aJ

r E oo
BaJ. g, +q,

The access charge formula reduces to the usual ECPR (or margin rule} under
the conditions of the absence of the break-cven constraint (A=0) and when
the displacement rafio equals one, i.e. when any letter sent using access
simply displaces one USP’s E2E letter. In other words, optimal charges are
ECPR but modified to take account of the extent of displacement of USP’s
E2E traffic (which reduces access charges) and the impact of the break-even
constraint (which increases access charges through a Ramscy termy).

2.2 Calibration®

Calibration data for the demand side are obtained from De Donder et al
(2002b). More precisely, we take linear demands that we calibrate to obtain
that the total quantity sold by the USP under monopoly at an assumned
current price p of 0.35€ is 8 900 millions items for urban delivery and 1 100
millions items for rural delivery. Both demand functions exhibit a direct
price elasticity of —0.376 (obtained by averaging the elasticities on the
households’ and firms® markets in De Donder et al (2002b)) on both markets
at the 0.35€ price.

®  Parameter values are unchanged from thesc set out in De Donder et al (2004) for the

corresponding elements of the model presented in the current paper.
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Regarding the USP costs, the universal service obligation translates into a
global fixed cost F of 1 701 millions €. The collection plus transportation

and sorting unit cost is ¢’ =0.1€ for the USP and the unit delivery cost is
d}=0.07€ on the urban market and d)=0.16€ on the rural market. The

reader can easily check that the USP just covers its costs (including the fixed
cost) at the 0.35€ price before opening of the market to competition.” The

entrant’s collection cost is ¢” =0.13€. The entrant does not face a fixed cost
but has a higher marginal delivery cost than the USP on both

markets®; d 2 =0.12€ on the urban area and o =0.35€ on the rural one.

In sections 3 and 4, we report results prior to including CDA and so study
optimal USP E2E price and access charges when there are only 2 goods sent
to each area:; the USP’s and the entrant’s. Moreover, we report results from
the model which highlight sensitivities relating to the ¢xtent and nature of
entry and reflect the higher level of uncertainty relating to the value of two
parameters. The first parameter is the share of each market (urban and rural)
that the entrant would take if it were to post a price of 0.35€, the same as the
uniform pre-liberalization tariff set by the USP. We analyze two values: 10%
and 23.8%.* The second dimension highlighted in the results is the two-good
displacement ratio, denoted by ¢, which is a simplified version of the 3-
good ratio, o in section 2.1. It mecasures the substitutability between USP's
and entrant's products on a given market, i.e. by how much the USP's
demand decreases when the enfrant supplies one more unit of retail service
in this market (sec appendix for a formal definition of ¢ ). This ratio is set at
two values: ¢ =0.5 which implies that for every two items carried by the
entrant, one is displaced from the USP and one is newly generated by the
enirant’s service and o =0.75 wherc for every four items carricd by the
entrant, three are displaced from the USP and only one is new.*

In section 5, we report results including CDA. We do this by splitting the
aggregate demand for mail sent to urban areas in two components, the first
one representing demand by small scale senders who do not access directly
to the USP delivery nctwork while the sccond represents demand by large

Note that for ease of presentation the “fixed cost” includes a normal rate of return on
capital or accounting profit so that the USP breaks even after allowing for this return (sce
De Donder et al, 2002b}.

This can be due 1o the fact that the entrant has a different technology than the incumbent.
Moreover, the marginai costs used here arc jong run marginal costs, which include many
things which one may consider as 'fixed costs' from an accounting perspective,

Y The value of 23.8% is taken from De Donder et al {2002b) and is the valuc obtained there
where the market share for business senders 15 25% and that of residential senders is 15%.
The alternative value assumes that the combined figure is only 10%.

We assume the same displacement ratio and market sharea price of 0.35 in both the vrban
and rural areas.
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scale senders. Small scale senders may consume only two goods (the
entrant’s and the USP E2E’s) while large senders may consume a third one
(CDAY}. The three goods are imperfect substitutes, with the price of the CDA
good being the sum of a preparation cost (0.08€) and the urban access charge
paid to the USP for delivery.

We calibrate demands for the USP E2E and the entrant’s products in such
a way that the small scale senders represent exacily one half of the market
when all goods are priced at 0.35€. We keep the same calibration
assumptions as in sections 3 and 4 regarding demand by small senders for
urban mail. As for demand by large scale senders, we make the following
assumptions: the entrant’s share of the total market (entrant + USP + CDA)
18 10% when all 3 goods cost 0.35€ to the scller; and the CDA share of total
USP volumes (i.e. E2E + CDA) is 40% when CDA represents a 20% cost
saving for senders compared with the 0.35€ price of the E2E product." The
displacement ratio in the case where CDA is incinded needs to be modified
from & to ¢ because the ratio reflects the substitutability between the USP
E2E good on the one hand and both the entrant's product and CDA on the
other hand rather than the entrant’s product alone. The high substitutability
likely, in the eyes of large scale senders, between CDA and the USP retail
product implies that equivalent values for the modified displacement ratio
are likely to be higher than where CDA is not included (o'>0 ). We
consider two values: ¢’ =0.65 and o' =0.8.

3. RESULTS: ENTRANT ACCESS WITHOUT
BYPASS

We first analyze the optimal differentiated access charges when the
entrant does not have the availability to bypass the USP’s delivery network,
The USP delivers its letters on both markets but we assume, as a first stage,
that the entrant does not have its own delivery network and thus has to ask
access 1o the USP delivery network in both areas. The urban (respectively
rural) access charge represents the unitary price paid by the entrant for each
letter that the USP delivers on its behalf to the urban (respectively rural)
area. The USP optimally chooses its retail price and (urban and rural) access
charges in order to maximize total welfare in the economy subject to the
constraint that it breaks even, that is, the regulator’s maximization problem
as set out in section 2.1 and developed in the appendix. We solve this

""" These values imply that the USP"s retail E2E service retains a very high share of volumes
at an equal price compared with the two alternative products. Clearly, if that share were
lower then the extent of eniry and switching would be higher than in the results reported in
sections 3 to 5.
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optimization problem by associating a Lagrange multiplier to the USP profit
constraint. Moreover, we also study the case where the USP is obliged to
post the same access charge for both urban and rural delivery.

We have looked first at the situation where the USP E2E price and access
charges are set to maximize total welfare, without imposing the constraint
that the USP break-even, Comparing the optimal pricing strategy under no
bypass in this case with the pre-liberalization one, we obtain that both types
of consumers (urban and rural) have a much higher consumer surplus after
entry. The entrant breaks even, by definition of a competitive fringe. On the
other hand, the USP makes a huge loss after entry. The reason for this loss is
that the optimal pricing formula for the retail price p calls for marginal cost
pricing {except for the fact it cannot differ in the urban and rural markets, so
it is an average of marginal costs as given by equation (2) in the appendix)},
Moreover, the optimal pricing formula for access charges (as set out in
equation (1) in the appendix) perfectly compensates the incumbent for any
end-to-end profit foregone duc to access being provided, the effect of this
being to deter inefficient entry and the misallocation of resources that would
result from entry of this type. The USP then covers exactly its variable costs
and 1ts loss equals its fixed costs.”?

The unconstrained solution (when A=0) results in a loss for the USP,
indicating that the USP profit constraint is binding at the optimum. Table 1
provides results for the break-even constrained casc. The column headed
“monopoly” in the table shows results before the opening of the market to
competition. Its main interest is in the value of the consumer surplus in the
urban and rural areas”, which will be used as benchmark values. We report
next the results arising from access obtained when the USP just breaks even
and the value of & (the Lagrange multiplicr of this constraint} is obtained
endogenously when solving the regulator’s maximization program.

We first comment on the case where the market share of the entrant at a
price of 0.35€ (the pre-liberalization price of the USP) equals 10% and
where o equals 0.5, before looking at the impact of modifying o and the
market share assumption, The endogenous value of & is quite low at 0.217,
suggesting that it is not very costly in terms of aggregate welfare to require
the USP to break-even in this case. This low value of & feeds (through
equations (3) for the optimal access charges by area and (4) for the optimal
uniform price in the appendix) into relatively low values for p (0.346€) as

This contrasts with De Donder et al (2004) where A4=0 aliows the USP to break-cven. Tn
that paper, the USP retail price p is held exogenously at the monopoly break-gven price
(0.35€) even afier entry. Since the optimal access charge formula compensates the USP for
the profit lost due to providing access, the USP still breaks even after liberalization.

More precisely, it is the welfare that the representative consumer gets from sending letters
to, respectively, urban and rural addressees.
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well as the urban (0.178€) and the rural (0.217€) access charges, As noted
previously the access charge is ECPR in form, reduced to take account of the
displacement ratio and raised to ensure break-even for the USP. Observe that
the value of the retail price is even lower than its monopoly level! This is
due to the fact that the USP makes some profit on selling access to its
competitors and so can decrease its final price while still breaking-even, [t is
worth noting also that even though the USP’s volume from its retail service
declines the total velume of mail it delivers {of this type and delivery of the
entrant’s product) rises compared with the monopoly basc case from 10bn to
10.821bn items.

Table 1 : Optimal Access Charpes and Retail Price — No Bypass Allowed
Menapoly Entrant’s Market Share iF il Set Prices al 0,356
10% 23.8%'
a=10.5 a=073 a=1025 a=0T75

Access Charges. € Urban - 017% 0213 0,153 0.21%

Rural - 0217 232 n.22%8 0,238
Enteant’s Prices, € ¢ Urban - 1.30% 0.343 0.31% 0.349

Rural - 0.347 362 0.359 0.368
USP Relail Price, € 0.33 0348 0349 0.337 0.345
Entrant’s Urban - [REN 10530 2716 2193
Quantities, bn: Rural - 0118 0.078 2.275 0.219
8P Quunlities, bn: Urbun 3.9 8.213 8.123 7.662 7304

Rural 1.1 1.045 1.043 0977 0.941

Deliversd? 1h0 0821 14,244 11.630 10,657
USP Profit. bn € 0 O 0 0 0
Consumet Surplus, Lrban 4.142 4,257 4178 4544 4,298
bn €: Rural 0.512 0.321 0.54] 0558 0.527
Value of & 0217 0,221 (200 0.214
T'otal Welfare, by € 4,634 4778 4,692 5,054 4.842
Compared with - 0124 0,038 0440 0.170%
manopoly, bn €
i, Weightcd average of busincss and residentiat sender mail as caleulsied in De Donder ot ab (20024,
2, The USP delivers ull af the entranl’s mail so thal the USPs deliversl volumes equal the sum of ils ewn yuaniilies

pluz those of the enteant.

3. Sum ol consurmer surplus and operators” prafit.

With a lower USP retail price and access to the goods sold by the entrant,
both categories of consumers benefit from the opening of the market to
competition, Such a move then constitutes a Pareto improvement (with
respect to the monopely situation) since some actors are strictly better off
{consumers) while no one is worse off {postal operators break-even}).

We now compare the results shown in the columns of table | to assess
the impact of a higher displacement ratio o and/or a higher entrant’s market
share. First note that, in all cases, the value of & {s low, the USP retail price
is lower than its monopoly level and the USP’s delivered volumes rise
compared with the monopoly level. In this case of entrant access without
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bypass where access prices and the uniform retail price are set optimaily, all
consumers benefit from the opening of the market to competition which
introduces a wider range of choice and leads to a more intengive use of the
USP’s delivery network. All these results are thus robust to the
medifications of parameter values shown in table 1. As for the impact of the
entrant’s market share, we see that a higher share leads to a small decrease in
%, and to small decreases in the USP retail price and access charges which in
turn increasc consumer welfare. These results may seem surprising at first
sight and deserve an explanation. Increasing the entrant’s market share
means increasing the desirability of the entrant’s product and increasing the
total size of the postal market. The small decrease in the optimal USP
uniform retail price is not enough to prevent the USP retail quantities from
falling. However, the USP compensates this loss in end-to-end revenues by
increasing its revenues from selling access to the enirant, since the entrant’s
quantities roughly double with a higher market share, and so increases the
total volume of mail deliverad by the USP jointly from its own end-to-end
service and delivery of the entrant’s product. The increase in the consumers’
surplus at these optimal prices thus has two sources: the higher desirability
of the entrant’s product associated with its higher market share and the
(slightly) lower prices for both the USP and the entrant’s goods. A lower
displacement ratio has the same {qualitative} effects as an increase in the
entrant’s market share: a lower value of ¢ means that a higher proportion of
the entrant’s volumes corresponds to a generation of postal volume and not
simply replacement of USP’s by entrant’s volume. The same mechanisms as
above then explain why higher volumes tend to lower prices and increase
consumers’ welfare,

To summarize, when bypass is not a possibility, setting the USP retail
price and access charges at their optimal levels leads to increases in
consumers’ welfare while allowing the USP to break-even. A higher
entrant’s market share and lower displacement ratio raise the total volume of
mail delivered by the USP, decrease prices and increase welfare.

This appealing result incorporates within it the possibility for the USP to
post access charges differentialed according to the delivery arca. Such a
differentiation may be technically cumbersome, legally prohibited or more
simply may entail significant transaction costs for the USP. We now lock at
the consequences of imposing uniformity for the access charges as well as
for the USP retail price in the case where bypass is not available to
entrants’™, Table 2 focuses on the no bypass case with ¢=0.5 and the
entrant’s market share at 23.8% and an endogenous value of A. It compares
the welfare maximizing results obtained when the access charges may be
differentiated according to the area (sccond column of figures) and where a

Y This casc is similar to that in the US under “dropshipment” discounts (Cohen ct al, 2002).
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uniform access charge must be posted (third column). The optimum value of
the uniform access charge is set out in equation (6) in the appendix and is a
weighted average of the optimal differentiated urban and rural access
charges. For the case shown it is very close to the optimum urban access
charge. We know from theory that imposing another constraint (uniformity
of access charge} will decrease the value of the objective function at the
optimum. However, we see in table 2 that the value of total welfare (as well
as the value of A} is barely affected by the uniformity constraint, and such is
the case also for the USP retail price. The reason is that the rural market is
sufficiently small not to matter much in these results. Imposing the access
charge to be uniform also increases the entrant’s urban price and decreases
the entrant’s rural price.

Table 2 ; Optimal Uniform Access Charges and Retail Price - No Bypass’
Monopoly Access Charges
Differentiated® Liniform
Access Charpes, €1 Tithan - 0184 01.104
Rural - 0.228 3194
Cnirant’s Prices, € : Utban - 0319 1324
Rural - 1.359 0.324
USP Helail Price, € 033 0337 1337
Entrant’s Lrban - 2176 2,602
Quantitics, bn: Rural - 0275 0.329
USP Quantitizs, bn: Urban 8.9 7662 7.084
Raral 1.1 0.977 0,950
Delivered” 1040 11.630 11.630
USP Profit, bn € O a 0
Censumer Surplus, Urban 4,142 4.544 4.332
bn E: Rural 0512 0,530 5360
Value of A 0.200 0.201
Toly! Welfare, bn € 4,654 5094 5.093
Compared with - 0.440 .439
monopaly, bit €
1. Casc where ¢=0.5 and cotrant’s market sharc of 23.8% 1f it sels its prices al 0.35€,
2. As reparted in faurth colomn of table 1.
3. T'he USP delivers all of the entrant’s mail so that the USF's delivered volumes equad to the sum of
its owTL quantitics plus these of the enlnznt
4. Sum of consumer surplus and operators’ profit.

Since the USP optimal price barely moves, this translates into a lower
urban consumers’ surplus and a higher rural consumers’” surplus. Note that
even with a uniform access charge {and USP retail price), at optimal prices
all consumers have a higher wellare than under monopoly. Moreover, the net
¢ffect on total welfare compared with the case of differentiated access
charges is only very slightly negative and this result is prior to the cost of a
differentiation of access prices geographically.
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To summarize, the results obtained with differentiated access charges are
robust te the introduction of a uniform access pricing constraint when the
uniform access price is derived and applied on an optimal basis. In
particular, the welfare gain from geographical de-averaging of the access

price in this case is small for the parameters chosen where recall that é, =

0.07€, d{.’; = (.16€ and about 10% of traffic is for delivery to the high cost

rural area. We obtain a similar conclusion for the other cases of ¢ and market
ghares reported in table 1.

4, RESULTS: ENTRANT ACCESS WITH BYPASS

In this section we present the second stage of our results which cover the
possibility for the entrant to deliver itsclf on any area but before including
CDA. More precisely, the entrant will deliver through its own network in a
given area if its delivery cost in this area is (strictly) lower than the
corresponding access charge. We study in this section the optimal USP retail
price and access charges when the entrant can bypass the USP delivery
network and maintain the constraint that the USP must break even. We
consider, with our calibration, the tikeliest and hence most relevant case,
namely that the entrant asks for access to the rural area but delivers itself in
the urban area. If its delivery cost were above the access charge in the urban
area the results and conclusions from section 3 would stand while if its
delivery cost in the rural area were below that of the rural access charge,
qualitatively the results would be similar to those reported below.

Unfortunately, even where optimal access and USP retail prices are set,
the welfare-enhancing results for the case where bypass is not allowed do
not carry through to the situation where bypass is available to the entrant. In
all four cases reported in table 1 as well as in table 2, the urban access charge
18 higher than the entrant’s delivery cost in the urban area {which is set at
0.12 €). Faced with this access charge, the entrant will deliver itself on the
urban area. However, the entrant still asks for access to the rural area given
that the tural access charge is in all cases lower than its rural delivery cost
(sel at 0.35€). The rural access charge is also lower than the USP retail price,
so that the enlrant is not tempted to reinject its rural mail through the USP’s
end-to-cad network. In table 3, we provide results for this case where the
entrant bypasses the USP delivery network in the urban area and uses it in
the rural area’* As for table 1, we first discuss the results for the low

5 We assume that the USP is prevented by legal or regulatory comstrainls from
“undercutting” the entrant’s urban delivery cost and so that urban bypasgs cannot be
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entrant’s market share, low displacement ratio case before analyzing the
comparative static results with respect to these parameters.

Tuhle 3 ; Optimal Access Chargey and Retall Price - Bypass Allowed
Cave where Eatrant Chooses Bypass in Urban Arvea and Aceess In Rural Ares

Maonopoly | Fatranl's Markst Shace MU Sed Prices at 0,35€

10% 2150

o=15 T=0.75% a5 o 075

Acecss Charges, £ Urhan? - 078 0213 0159 [
Rural! - 0.244 0,404 0302 LN 33

Entrant's Prices, € Lthan - 0,250 0,230 0.250 {250
Rueal - 0.374 0434 0.432 {h443

VISP Retsil Price, € 0,25 383 0429 0415 {407
Entrant’s Urbun - 2419 4.402 LD 574
Quantilies, bn: Rural - RIS [EXIETA 0220 124
L'ST (ruantities, b Urban 0 7379 4.83] 6227 4.323
Rural 1.1 [T 09712 3913 0.936

Delivered® 0.1 §.492 3.Ea 7340 5.3E8

LIS Profit, bn €' it ¥] 274 0 -0A18
Consumer Surmbhoy, Lrban 4,142 4,087 e 4.23% 43140
To €2 Furul 0512 {1.4R0 1.42% {h458 0454
Yalug of b 9511 Infinine 0841 [nlinile
Tutul Wellare, bo € 4,654 4,567 30547 4,697 4417
Compared with - -0.0E7 -0.6710 0.042 0,563

mongpaly, bn €7

. Weighied averuge of business and eesideotivd sender inutl us ealewlmied in De Donder et ub (20H2).

o Drpuernal ¢larise is grewler than entrunt’s delivery cosl per item b0, L2€ 20 entring wses own delivery copubility.

o The eural aveess chaige is the aptimal wnifoem access charge given entramts deliver by dhgic own nerwork i Hhe acham area,

2 Tl IS5 dalivered volumes for 1his cage cqual ils v quantilies plus the enleaot’s tural quanlily.

. Mote that if the USP had sct an access charge hetween flee enfeant®s defvery enst per ilesn of 1128 and its owe delivery cos|
ot 0.47€ i would have been able io rednce it financial loss.

. Hume of conswmer surplus avd aperators” peofit {if prafite arc non-negative).

+Hum of consumer sucplus and {1 +e) USP profils, where we huve wied a=0.3 45 measure of the welfare cost arsociaced with
fundity 1he LS loss with distorlorary nesns.

g L kd —

-

Fixing simultaneously the optimal rural access charge and the optimal
USP retail price makes it possible in this case for the USP to break-even.'
On the other hand, the welfare cost for society of requiring the USD to break-
even is quite high, as shown by the high value of A (0.511) at equilibrium.
The reason why X is so high, especially compared with the corresponding no
bypass situation, is simply that the USP no longer earns revenue by
providing access to the entrant in the urban arca so resulting in a decline in
the volumes it handles through its delivery network. These drop by over 20%
from 10.821bn (table 1, column 2) to 8.492bn items. This leads to the USP
needing to raise its prices for both its retail good and rural access. From
equation (3) in the appendix, the optimal rural access charge is higher than
without bypass (0.244€ compared with 0.217€) as a result of the effect of
entry on the optimal retail price (equation (4) in the appendix). It turns out

prevented. We then maintain the urban access charge at ils level in lable |, withoul any
loss of generality.

% This contrasts to the result for a similar case in De Donder et al (2004) where the retail
price was fixed at 0.35€, lower than the .383€ price obtained here,
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that the USP retail price {0.383€) and the entrant’s rural price (0.374€) are
both higher than not only the siluation under access without bypass but also
the USP pre-liberalization price (0.33€). Both types of consumners suffer
from these higher prices and end up with less surplus than under monopoly!
Such a scenario constitutes a I"areto worsening move away from monopoly,
since some groups are worse off (consumers) while no group is better off
(the postal operators just break even). Such results illustrate the wvery
significant impact potentially of allowing cntrant bypass since, even where
optimal access and uniform retail prices are set, adding this possibility turns
a Pareto improvement into a Pareto worsening move!"’

The impact of bypass i1s even more visible when the value of the
displacement ratio is higher at & = 0.75. In such a casc there are no values of
the rural access charge and the USP retail price that enable the USP to break-
even, even though both of these prices are significantly higher than the
corresponding case without bypass (table 1, column 3) or when o =10.5. The
reason is straightforward: when the entrant mostly displaces retail volume
from the USP, it reduces the revenue earned by the USP on these volumes,
except by selling access to the rural area, which is a small market compared
to the urban one. There is a very significant fall in the total number of items
the USP delivers through its delivery network which declines to 5.869bn
items compared with 10bn items pre-liberalization. For a high enough value
of the displacement ratio, breaking even is then not possible for the USP.

In the case where ¢ =0.75, table 3 reports the USP loss minimizing
solution, which formally corresponds to the case where A is set at plus
infinity in the regulator’s optimization program. In such a case, all prices are
higher than when o =0.5, and surpluses are lower for both urban and rural
consumers. It is difficult to give a value for total saciety’s welfare, since the
value of ). is infinite. Observe nevertheless that the sum of USI* loss and
consurmers’ surpluses is lower than under monopoly, since all three actors
arc worse off. But taking a simple sum overestimales total welfare, since it
implies that there {s no welfare cost in transferring money to cover the USP
loss. A more reasonable assumption is that this loss would have to be funded
by some form of distortionary means such as taxation, Using a value of 0.3
for the wellare cost associated with this transfer, we report results on this
basis in table 3 and obtain that total welfare is lower than the monopoly level
by 670 millions € in the (o =0.75, 10% entrant’s market share) case and by
563 millions € in the { & =0.75, 23.8% entrant’s market share) case.

As for the impact of a higher entrant’s market share, we obtain that
although it increases all prices, it increases consumers’ surpluses in both the

" It is important 1o note thal bypass is in itsell socially inefficient in our setting since the
entrant’s delivery cost is higher than the USE’s. A socially efficient bypass is a nceessary
but not sufficient condition for bypass to be welfare improving,.
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urban and rural (except when & =0.5) areas. The reason for this resull is that
increasing the entrant’s market share means that consumers derive more
utility from the good provided by the entrant. This effect is stronger than the
negative effect of higher prices (except for rural consumers when ¢ =0.5).
As a consequence, the only case where, cven with oplimal access and
uniform retail prices, total welfare is (very slightly) higher than under
monopoly is when the displacement rate is low and the entrant’s market
share high. Even in this case, there is no Parcto improvement, since rural
consumers are worse off. For the threc other cases, both types of consumers
are worse off. Although not reported here, optimal uniform access charges
for this case would yield very similar results to those from optimal case of
differentiated charges shown in table 3.

5. RESULTS: ENTRANT ACCESS WITH BYPASS
AND CUSTOMER DIRECT ACCESS

In this section, we report results for the general case which incorporates
also the impact of CDA. As in the preceding sections, the USP optimally
chooses its uniform retail price and its access charges in order to maximize
total welfare subject to its break-even constraint. The rural access charge
only impacts on the entrant’s situation on the rural area while the urban
access charge affects both the entrant’s urban market and, now, CDA by
large scale senders to the urban area, We kecp the possibility for the entrant
to bypass the USP delivery network. Finally, we also study the case where
the USP has to offer the same access charge to both the rural and urban
(including CDA) areas.

Although the main components of the access charges incorporating the
impact of CDA are the same as in the previous cases, both the displacement
ratio and the elasticity in the Ramsey term are more complex in order to take
account of the fact that access can be through CDA as well as by entrants.'®
The formulae for optimal differentiated access prices when direct access to
the USP’s delivery network is available to customers are reported in the
appendix (equaticns (7) and (9)). The possibility of CDA also impacts on the
formula for the optimal retail price {equation (8)). The fact that the formulae
for the CDA case involve ¢ rather than & means it is difficult to use the
calibration model to make strict comparisons between the general case
including CDA and that without it. However, as noted in section 2.2, it is
likely that the modified value for the displacement ratio is higher under CDA
(o' > &) and we use two values &’ = 0.65 and o' = 0.80.

: A E .
¥ Hence in the 3-good case, o replaces ¢ and 8j- replaces EJ,- {sec the appendix),



179

8. Access Pricing in the Postal Sector
Takle 4: Optmal Aceess Charges and Retail Price - Bypass and Customer Blreet Aveess Allowed
Case wihere Entrant Chonases Bypass in Urban Area and Access in Rural Avea
Monopoly Entrant’s Market Share il it Set Prices ot §.35€
1ip _23an
o =0.4% a=iE =0l L tR:
(LUoifon
Access
charges)
Acvcess Charges, € Urban® - 0178 (.214 0.234 nti4
Rueal! - 0,333 0271 0.234 0,200
Fntranl’s Prices, € Urhan - 0.254 1250 13,256 0,250
Rural - 0.463 0.dG B304 G424
LisP Retgil Price. € .35 0.468 383 1.387 0370
CDA Urban Cost, €* - 0.267 (L2594 0314 0294
Entrant's Urbun lurge’ 1.167 1.967 2.132 2.532
Quantitics, bn: Urban small 1.872 19303 2,005 2459
Rural G046 0.0k 6 149 129
CDA Urban - 1954 L132 0.916 0.952
Quantity, bn:
USSP Quantitics, bn: Urban large 4.45 1363 1.726 1856 1.568%
Urban small 4.45 2.667 20 2.671 2388
Rural 1.1 (hYZF 1.025 0,945 0974
Delivered® 1.0 7155 5,730 6,510 6,017
USP rafit, bn € 0 -0.00% -0.441 -1.443 -0.64%
Consutmgr Surplus, Urban large 2071 216 2204 21749 340
b £: Urbaty small 2071 1.78% 2.068 2.062 2211
Rural 0512 0.390 .475 0.476 0.453
Value of & - Infinite Infinite Infinite Infinite
Total Weltarc, bn €7 4,654 4.254 4.175 4141 4.201
Campraredl with - -0.370 (479 -h513 -h.453
Monopely, bn €
1. Weighted averuge of busingss and cesidential sender mail as calewlated in De Donder el al (20020).
2. Optimal charge i= greater than cotrant™s delivery cost ped iten of 0.12€ 50 enlead Uses own delivery vcapability,
3. The rural weeess churge 15 the optimal unifnrm acecas chatge given entrants deliver by theil own avtwork in the atban arew.
4. Represents the elleclive price of vustomer direcd aceess o lurge seule eustomers in arhan atcas a8 sum of wrhan access
charge and cusomer prepuration cusl vl GOE.
3. Large™ and “small™ refer to Jarge seale and small seals mailers.
&. The USF's delivered volumes for this caze cqual its own guantities plus fhe entrant™s tutal guantity plus COA urban
yuanliy.
7. Sum ol consurner surplus and (1+a) VSR profits, whene we have used n=il.3 as measwie of the welfare cost associated with
furtding the USF loss wills distorlionary means.

Results for the general case incorporating CDA are reported in table 4.
New elements are the CDA urban cost (the sum of the urban access charge
and a preparation cost of 0.08€) and the amount of CDA access. Table 4 also
reports separate results for large scale and small scale senders to the urban
area, given that within the model only the first category finds it economic to
use CDA. In all cases reported here, the optimal urban access charge given
by (9} is greater than the entrant’s delivery cost, resulting in urban bypass,
The first cagse shown is for ' = 0.65 for a market share of 10% if the entrant
set its price at .35€. There are nearly 2bn items of CDA traffic in this case.
Compared with the case with bypass alone of o = (.5, significant increases
in the USP retail price ((:468€ compared with 0.383€ under bypass along)
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and in the rural access charge (0.333€ compared with 0.244€) nearly allow
the USP 1o break even. In other words, most of the Toss in profit from CDA
and entrant volume can be recovered by raising prices for rural and small
scale urban consumers who then face higher prices. Their welfare falls
significantly compared with the pre-liberalization position. Although it is
difficult to make direct comparisens with the results without CDA, in the
case where o' = 0.65, there is a considerable amount of CDA, a higher retail
price and a pronounced distributional effect,

At a higher displacement ratio of ¢’ = 0.8, so that more of the volumes
for entrants and CDA originate from the USP’s retail traffic, the USP is no
longer able to break-even. This result is consistent with those from table 3.
The urban access charge is very similar to the bypass only case of & =0.75
in table 3 and so the results for CDA and bypass change in a similar
direction at a higher displacement ratio"”. CDA is substantially lower due to
the higher urban access charge and the lower USP E2E price. Although CDA
is lower, large scale customers still gain compared with the pre-liberalization
position while small scale and rural customers lose.

The two remaining sets of results in table 4 are directly in line with
results from the earlier stages. The results in the uniform access charge case
broadly reinforce those reported earlier. For the mix of traffic between areas
and parameter values in the calibration, differentiation of access charges has
relatively little impact on the USP’s optimal retail price and prefit or on
economic welfare although there are some changes to volumes between the
urban and rural areas. The final column considers the case where the entrant
has a higher market share if it were to set its price at 0.35€ reflecting a
greater attractiveness and hence utility gained by customers from that
service. CDA volumes are rather less than in the case where the entrant’s
share is 10% if it set its price at 0.35€. In other ways the results show a
strong similarity to those for o= 0.75 in table 3. The financial deficit of the
USP is much higher than the case where market share is 10% but urban
senders benefit compared to the pre-liberalization case.

Overall, comparisons of results from applying optimal access and USP
uniform retail prices with and without CDA are difficult and dependent on
the setting of the parameter values. However, there is little to suggest that
CDA improves either the financial viability of the USP or economic welfare
and may worsen the outcome arising from the situation wherc only entrants
may ask for access. Although large mailers sending to the urban area always
benefit (compared with the pre-liberalization situation) from the availability
of the entrant’s product and of CDA, rural consumers and to a lesser extent
small scale senders to the urban area always lose (because of high E2E
prices from both operators). All these results also point towards a trade-off

1 Except for the variations in the USP’s relail price.
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between the ability of the USP to break-cven and (urban) consumer surplus:
the situation where the USP loss is the lowest (low displacement ratio and
low entrant’s market share) is also the situation where consumer welfare is
the lowest.

6. SUMMARY AND CONCLUSIONS

We summarize cur findings and conclusions under two main headings:
first, the form of optimal prices for access to the delivery network of a USP
and, secondly, the implications for volumes, break-even for the USP and
economic welfare of access when the pricing of retail and access products is
on an optimal basis. With regard to the form of optimal access prices we find
that these arc given by a second best efficient component pricing rule
(ECPR), the effect of which is to deter inefficient entry and the
accompanying misallocation of resources that would result from ineffigient
entry. The more general model developed here has therefore confirmed the
conclusion from our earlier work (De Donder et al, 2004). Under this pricing
rule, the optimal access charge equals, first, the cost to the USP of delivery
plus, secondly, the profitability cest of an item lost from the retail service
multiplied by the displacement ratio plus, thirdly, a mark-up to maintain the
break-even position of the USP under entry. The detail of this rule varies a
little across the cases we consider but its general form is the same
throughout. The optimal access charge in turn incorporates within it the
optimal price for the USP’s uniformly priced retail product as part of the
component to calculate the profit foregone by an item lost from the USP’s
retail service. If access charges are also uniform and not differentiated by
area then the optimal uniform access charge is a weighted average of the
optimal charges by area. Detailed formulae for all of these prices are
reported in the appendix.

We have presented our results in three stages leading up to a general case
relevant for modeling access. The general case, which is mandated by
Article 12 of the 2002 EU Directive, includes the possibility of bypass as
well as access by entrants and also of direct acccss by (at least some)
customers {CDA). First, access without bypass and CDA when access and
retail prices are set optimally leads in each of the cases we examine to an
increase in welfare for each group of customers as a rise in delivered
volumes allows the retail price to fall (see table 1). This result is little

% The displacement ratio measures how the USP’s demand decreases when the enirant
supplies one more unit of traffic and the third term is a Ramsey term appearing when the
profit constraint is binding which il is in all cases of interest. Break-even is assumed 1o
in¢lude a normal rale of return on capital.
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affected if the access price is uniform rather than differentiated but this may
be due partly to our model having a relatively small proportion of traffic
which is rural (see table 2). The improvement in welfare is greater when the
displacement ratio is lower and more access fraffic is new rather than
displaced retail traffic of the USP.

The welfare outcome when incorporating bypass as well as access by
entrants, the second stage, is much different from that for entrant access
alone if entrants’ delivery costs are less than the access charge so that bypass
does indeed occur. Such bypass is much likelier in urban areas. Compared to
the first stage of introducing access without bypass, even with access prices
and uniform retail prices set optimally in all cases the USP’s delivered
velume is lower and its retail price is higher, while in some cases it is not
able to break-even (sce lable 3). Economic welfare is always lower, even
assuming that it is possible to find a means of funding deficits. Indeed only if
the proportion of access traffic which is new is very high and the entrant’s
service is highly valued by customers does access with bypass lead to a
better outcome on economic welfare than under monopoly.

The availability of CDA to customers, the third sltage which represents
the general case, leaves this conclusion little changed although the
complexity of the analytical results for optimal access and uniform retail
prices from the model makes calculation of the incremental effect of CDA
over that of bypass difficult (se¢ table 4), The impact of CDA is sensitive to
the degree of switching created by this alternative for it both reduces the
potential volume of entrants {adding to USP contribution) but also reduces
the USP’s retail volumes (so reducing USP contribution). Although the total
impact of CDA on welfare {s uncertain it has a clear distributional effect.
Large scale customers switch some volume to CDA which increases optimal
retail and access charges so that large scale customers gain and small scale
customers lose. Overall, the impact of CDA and bypass compared with
economic welfare pre-liberalization is dependent on the specific setting of
parameter values but it clearly leads to a level of economic welfare which, at
optimally set prices, 15 below that from access alone.

The optimal rules for access we have derived are complex but also
intuitive. They confirm that the appropriate starting point for the pricing of
access to the postal network of a USP is ECPR, interpreted here in the sense
of the “margin rule.” That is the position set out in the EU Postal Directive.
If the purpose of liberalization is to Increase economic welfare while
ensuring that the USP continues to meet the universal service obligation then
these rules indicate the factors, starting from ECPR that would need to be
taken into account in setting optimal prices. In particular, these factors
include the impact of entry on the USP’s volumes, the extent to which access
volumes are new or displaced from the USP’s retail product and the extent of
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CDA. Except by chance, simpler rules will not capture these factors Tully but
the optimal rules can act as a benchmark against which to develop and assess
access prices in practice.

APPENDIX: OPTIMAL PRICING

The objective of the USP/regulator is to maximize total welfare {the sum
of consumer surplus and of the USP profit) under the constraint that the USP
break-even, The instruments uscd by the USP are the USP retail {(or E2EB)
price p and the access charges, ay and ag. Formally,

Max W =Volainai.a” )+ Velakaf )+ 11
n.a,a
st TT 20,

where ¥y is the utility from sending letters to the urban area, Vg to the rural
area® and IF the USP profit, as defined in scction 2.1. We agsociate the
Lagrange multiplier A to the break-cven constraint.

We list hereunder the optimality formulae and refer the reader to the
companion paper for derivations and comments. We start with the simpler,
two-good model where CDA is not an option and introduce it later in the
analysis.

The model with 2 goods (no CDA)

The results will depend on whether the break-even constraint is binding
at the optimum. We first give the optimal pricing formulae when the
constraint is not binding (A =0) and then when it binds () >0).

A, A=0

The access price formula is given by

a}.:d;+(p-c‘r-d;)o'j ()

' To simplify notation, we absiract here from the distinclion between large scale and small
scale senders and assume that CDA may be used to send letters to the wrban, but not the
rural, area.
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_%q)/op;

where o, = is the displacement ratic which measures the

T 0¥ iapt
substitutabilily between USP's and entrant's products on market 7, i.e. by how
much the USP's demand decreases when the entrant supplics one more unit
of retail service in this market. Multiplying this displacement ratio by the
difference between the letter price and its marginal cost, one ¢btains the
USP's lost profit on the retail market caused by providing access. This is thus
an ECPR formula, which compensates the USP for the opportunity cost in
terms of faregone profit (and hence contribution lowards the network cost of
providing universal service) of any traffic lost to the entrant (see Armstrong,
2002).

If we denote by

f { v
by 24,040,
dp dp  dp

the total derivative of 9.{' with respect to p, we obtain the following formula

for the optimal value of p

i I
p=lelval)Sauldp (1, q1) daxldp @

R +
d{ql +q3)/ dp d(ql +qg)/dp

B. A>0

The access pricing formula is

i p;

—_— 3
1+ A gf )

a, :dj+(p—c’r—d;)oj+

where z:f is the {zbsolute value) of the direct price elasticity of the demand

for entrant's letters addressed te area j. Formula {3) builds on (1) and adds
the usual Ramsey term as a mark-up, which is inverscly proportional to the
demand direct price clasticity. The intuition for this Tast term is that it is less
costly in terms of welfare to raise prices on markets where the demand is
less sensitive to price, i.e. where demand direct price elasticity is lower.

The formula for the optimum USP retail price is more complicated and
given by the following first-order condition
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A p dq, A a’q"
- —d} +— | "—dl+ —E
{p T E ap (P 1+22 ) ap

1+Ales dp & op

(4)

C. Uniform access charge

Introducing the new notation

é‘gQ f@pU ‘
" (00 1apt )+ (oal 1apE )

we obtain that the optimum uniform access charge is given by

—a(dé +(p—c" —d{{,}:rv)+(l~a)(d;f +(p~c" —d;)JR) (5)

in the case where 2=0, and by

a:a[d;, tp—c —dl o, +—2 pb}

1+ 4 &
(6)
+(1—(I{d‘; +(p—c! mdi)ﬂk +]—J-f'7i—§]
if 3>0.
The model with 3 goods (including CDA)
D, 3 =0
The access price formula is given by
aj:dj+(p—c"—dj)cr'j (7)

where
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Fi !
ot = 270, Y T
' 5(‘3; +q; )/aa Sp‘f‘ 8;3;
a a { a 2l
og’ /8a = aqf 4 aq,, and 3g® /a, ;JE +£-f5.
p; 0p; I
If we denote by
I f £ I
4, %4 .09 945
dp op T\ dp Op

the total derivative of q:; with respect to p, we obtain the following formula

for the optimal value of p

dgl, / dp g/ daz/dp

I i
p=c +d : - (8)
Vd(q,+aqi)/dp " d(ql +qy)/dp
E. A=0
The access pricing formula is
A a
a.=— d ¢ — d +—— 9
! (p I+A 3 )

E D)
with &7 = —a(qJ 4, *

Oa 1 g? ;
the elasticity of total access (CDA and entrant’s) to the access charge. The
formula for the optimum USP retail price is more complicated and we refer
the reader to the separate paper containing the derivation of the technical
results,
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Delivery Costs 11
Back to Parametric Models

Catherine Cazals', Frédérique F gve', Jean-Pierre Florens', and Bernard Rut:oy2
University of Towlouse (IDEI & GREMAQ)', and La Poste’

1. INTRODUCTION

1t is commonly accepted that the outdoor mail delivery process exhibits
strong scale economies, even if models differ on the precise measurement of
this phenomena. Engineering models based on analytical analyses of the
delivery process estimate scale factors in cxcess of 4 or, equivalently, to a
scale elasticity smaller than 0.25, so that an increase of 1% of the quantity of
mail would imply a cost variation of only 0.25% (see Roy 1999 and Bernard
et al 2002). Econometric models have also provided estimates of significant
scale factors (around 2 or 3) (see Cazals et al 1997 and 2001). The
econometric models are based on the estimation of a relation between the
cost and the quantity of mail. Such a relation is usually estimated using
micro data measured at the level of delivery offices. Then the cost function
should incorporate variables describing the heterogeneity between offices.
This diversity is introduced through observable explanatory variables and, if
the sampling scheme permits, using unobservable heterogeneity components.
One of the strongest conclusions of ten years of estimation of delivery cost
models is that the more precise the treatment of heterogeneity between
delivery offices, the lower the estimated scale elasticity. In particular the use
of panel data and of individual unobservable effects leads to estimations of
scale elasticity around 3 if the model also incorporates some observable
heterogeneity components; the same argument applies when using a non-
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parametric specification, which allows very different cost structures between
“small” and *large” offices.

Using a new data set describing the cost of outdoor delivery for French
offices in 2001 we estimate a very simple constant elasticity model where
the cost is modeled as a function of the total traffic and of two heterogencity
components, the surface' and the population (measured by the 1999 census;
hereafter referred to as population99). As we note below, this model is also
cquivalent to representing delivery cost as a function of the traffic, the
population density and the traffic per capita. Section 2 presents the main
result of such an elementary econometric model: The elasticity of the cost
with respect to the traffic is estimated to be 0.28. Furthermore, if the sample
is sub-divided according te the traffic it appears that the clasticity is almost
zero for the very small offices (costs are essentially fixed} and jumps to 0.7
for very large offices.

The models presented in section 2 are more “descriptive” than
“structural” because they do not incorporate technology choices or design of
delivery offices, which introduce selection bias or endogeneity bias in the
estimation. In this paper we carry out two steps in the direction of the
specification of a more structural model. Actually, we consider two (partial)
phenomena.

Section 3 presents the first one. We show that two technologies may be
used for the delivery of packets: The packets may be delivered jointly with
the rest of the mail or by specific motorized rounds. We consider a model
which incorporates this choice as an endogenous selection mechanism.

Secondly, the model of section 4 shows that the surface of the office is an
important explanatory variable. However the strategy of the design of the
offices is conducted in order to reduce the cost. The decomposition of the
territory into delivery offices defines units of observation with a surface
depending on unknown heterogeneity components of the costs. Then the
surface should be treated as endogenous: This is the goal of the last section
of this paper. The mode! we present is not fully satisfactory because the
process of construction or regrouping offices is not explicitly modeled and in
particuiar the number of offices” is kept exogenous.

' Surface: size of the geographical postal arca covered by a delivery office (denoted for

simplicity the surface in the paper).
The sample size is also kept exogenous.
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2. AN ELEMENTARY COST MODEL OF OUTDOOR
DELIVERY OFFICES

Econometric costs models are specified by a relation between the total
cost of the production unit as a function of the level of the output, input
prices and some other explanatory variables. We estimate the model using a
single cross section, The input prices are then constant and their effect is not
identified.

This model is based on the empirical analysis of elementary Cobb
Douglas models estimated in this section by ordinary least squares method,
These models have the form:

K
InC=alnT+> B,InZ,+y+u
J=h
where C is the total cost of outdoor delivery, T the total tratfic and Z£,,...,Z,

several cofactors describing the demographical/geographical structure of the
offices. The parameter ¥ is a constant and u is a random unobservable

component.

This type of model is, inevitably, a simplification and is certainly an
imperfect summary of the reality. However it provides the best
approximation of the real complex cost function by a constant elasticity
function. The value of a (or its inverse 1/ defining the scale economy
factor) represents the relations between traflic and cost.

Qur data set comprises 4739 observations, each one corresponding to a
delivery office in France; for each office we observe the total outdoor cost?,
the total number of delivered items, and several heterogeneity variables. A
selection of most relevant explanatory variables based on usual t-statistics
and on economic iaterpretation of the results suggests two leading
observable heterogeneity components, namcly the population and the
surface. Let us recall that cach office is attached 1o a well defined
geographical area and its population was measured by the 1999 census. The
surface is defined by the number of square meters of this area. In comparison
with previcus studics, we have less observations® and this new data set
concerns a unique year only. The introduction of an unobservable
heterogeneity component is then impossible.

* Total outdoor eost: mixed rounds (on fool +bicycle) charges + motarized mixed rounds

charges +dedicaled rounds charges

Some of the delivery offices consist of 3 main office and satellite ofhwa (“echelon de
distribution™. In previous studics these satcllite offices were considersd separated
production units but they arc now regrouped with the main office to which they are
attached. This procedure is more relevant for the measurement of cost and of traffic.
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The model may be written in two equivalent ways

InC= 028[nT+048]nP+019lnS+064 R =0.88 1)

(20.1) {40.8)

Where C, 7, 5 and P represent, respectively, cost, traffic, surface and
population; the numbers in parentheses are the student-t values.
An equivalent form of the previous equation is:

In c——OOSInT 067ln——019ln—+064 R =0.88 (2)
T (~7.8) (-363) P (03 0§ (59

In this relation the explanatory variable is the unitary cost (C/T) defined
by the ratio of the total cost divided by the quantity of mail.

The relations between the coefficients of the two models are obvious
consequences of elementary computations. For example, the elasticity of the
total cost to the traffic equal to 0.28 is decomposed in 1-0.05-0.67 in the
second model: The elasticity of unitary cost to the traffic (with a traffic per
capita constant) is -0.05; the elasticity to the traffic per capita (with a traffic
constant) is 0.67. The difference between the cost elasticity and the unitary
cost elasticity is one, by definition of the elasticity. The estimate of the
elasticity of the total cost to the traffic of 0.28 corresponds to a scale factor
greater than 3.5.

Model (2) shows that the main unitary cost drivers are the traffic per
capita and the density (a smaller effect of the traffic). A change in the traffic
has more of an impact on the cost than does the direct influence of the traffic
per capita.’

In order to capture a more complex relation between cost and cost
drivers, we have divided the sample inte sub groups.

We have first stratified the sample into threc groups of equal size
function of the trafTic per capita

Tows 1< =—008IT-088I"~02mE+190 R =074 (3)
P T (8. -3 P (=23 § 1)

Intemt:(h’ltc—; ln% ==006m7- 06 T]n— —o3mE +0024 B =067 (4)

{65} o4y 8

Trallic per capita: traffic divided by population$S,
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. T
High— & = 0.001InT— 0.4 Inl—0.19In L —138 R =069 (5)
P T {(-12) (-143 P R § (49 _

The elasticity of the cost to the total traffic of the three groups is
respectively 0.04, .36 and 0.58; elasticity increases with the traffic per
capita.

A second stratification of the sample is based on the level of the density.

Ll

Low (§<42 hab/km? ) -

mg_—o 12In7 - 069]11w—029]n—+138 R =055 (6)
T (-94} (=13 P (35 g

Intenmdiateg [422?3118 hahﬂ(mzj:

1n9= 1nT 089111——026]11 +048 R =07 (N
T (- (-32) P (183 § (20

High © (£>118 habf'Km2]:
s s

Ing—OO(}]th 069h1£—0098]np+07 R =063 &)

T (364 (] IV + R E ) S =2

The elasticity of the cost to the total traffic of the three groups is 0,19,
0.03 and 0.3. This U shape of the elasticity function of the density is one of
the main results of this empirical study. In intermediate density, the cost is
almost completely independent from a small variation in the traffic. In low
or high density regions the cost reacts to a variation of traffic and this
variation is more important in the high density areas.

Finally the joint effect of stratification by fraffic per capita and by density
is analyzed by the estimation of nine models. The empirical evidence is
summarized by graph (figure 1) representing total cost elasticity to traffic or
to unit cost to traffic per capita.

The U shape of the relation between elasticity and density is preserved
and this curve is shifted up when the traffic per capita increases.
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The graph also gives the relative mean unit cost by group of delivery
offices. The higher elasticities correspond 1o the lower mean unit cost but the
mean unit cost increases when the density or the traffic per capita increascs
(numbers in brackets are mean unit cost})

The mean unit cost (where, by convention, the mean unit cost of high
traffic and high density offices is 1) is computed from the data and not from
the estimated medel.

Table 1: Mean unit costs

Densily Low Intermediate | High
Traffic per
Capita
Low 4,23 3125 3 35
(7.25) (10.6) (13 (10.3}
Intermediate 3 1,75 1.25 2,125
(H (0.37) 0.37) (5.75}
High 2.5 1.375 1 1.5
m ©.37) (0.25) (9.5)
3.25 2,25 1.5 2375
(4.25) (7.125) 637y | (6.125)

(Numbers in brackets are the standard deviation)

Flgure 1: Total cost Elasticity to TralTic (Surface and population given)

! o8 4+———— -
0 ? 0.69 |
) 1 i
= [ ]
3 0'3 0.41 | |
30 a2 ||
| @03 et |
0.2 |
0.1 0.07 [
0 : — |
1 2 3
: Density |
| |
| !
| Low traffic per capna Intermediate traffic per capita —— Huah trafﬁc per capita ] !

— — —

These different values of cost ClﬂbllCllle and the particular shape of the
function nced an cxplanation, drawn from the economics of delivery, as
described in Cohen and Chu (1997), Roy (1999), and Bernard et al {2002).

To make things clearer, we can briefly recall that in the delivery process,
the fixed costs are accounted for by the nced for the carrier o move from
one stop to another, whereas the variable costs consist in loading the



9. Delivery Costs 1 195

mailboxes, The stop time needs particular attention. Indeed, the delivery
meodel is made more complex by the fact that the proportion between fixed
and marginal costs is not constant. According to the level of traffic, the stop
time can be either considered as fixed or variable, For very low levels of
traffic, a single letter requires its own stop. But for very high levels of traffic,
a letter just adds to an existing stop as described in Jasinski and Steggles
(1977} through a Poissen proocss. Therefore, the marginal cost (i.e., the
derivative of the cost function) is not constant and depends on the level of
traffic.

These effects exist in the econometrics presented here, while we examine
the range of elasticities obtained over the different values of traffic. As the
level of traffic increases, the scale economics are exhausted, because the
relative weight of loading time increases whereas the route time and stop
time remain fixed. The average cost goes down as the marginal cost has
become constant. Therefore, the value of cost elasticity with respect to traffic
increases, although the value of average cost decreases. This explains why
costs elasticity obtained with higher levels of traffic are above the ones
obtained with lower levels.

The singular result is the U shape, which leads to an analysis of the cost
elasticities with respect to traffic over the different values of density. For a
very high value of density, it is easy to understand that the relative amount of
fixed costs is lower than in medium density: The distance between two stops
is lower, and the stops are shared with more addresses.

The quite interesting case occurs for very low levels of density. In these
areas, we should expect the value of cost elasticity to be even lower than in
medium density, since the distance between two stops is even greater, Bul if
we look at it closer, one stop may correspond to one addressee only.

For an equal level of traffic, the probability that an extra letter generates
an exfra stop is higher in low density areas than in medium density areas, in
which one stop can serve several addresses. So, as described above, the stop-
part of the costs can be considered more as a variable cost in very rural
areas,

It also can be mentioned that in very low density arcas, an extra letter can
lead to a detour (increasing the route costs), or conversely a decrease of
volumes may allow short cuts in the delivery process, because some parts of
the route can be avoided. This is very accurate when the levels of traffic are
quite low. Again, this explains why we can find higher cost elasticities in
areas with very low density.
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3. AN ENDOGENQUS SELECTION MODEL FOR
OPTIMAL DELIVERY OF PACKETS

As described in Roy (1999) and Bernard et al (2002), in France, the
oplimal mode for delivering letter mail is often by foot or bicycle. But the
existence of parcels renders quite complex the choice of the mode of
delivery in these areas. If we assume that it is impossible to deliver parcels in
something other than a van (ignoring the special cases of very small or very
few parcels), then it is quite difficult to determine whether routes must be
dedicated for parcels or integrated with letler mail.

In the case where the optimal mode for delivery for letter mail is the van,
the question is straightforward. In the case where the optimal mode for
delivery is foot or bicycle, the trade-off is the following; Is the loss made by
a van constraint (sub-optimal) lower than the gains made by sharing the
fixed costs of the route?

In very high-density areas, using a van for delivering letter mail can be
significantly more expensive. As the distance between two stops becomes
smaller, the speed of traveling becomes very slow, perhaps even slower than
a pedestrian, This is amplified by the necessity of parking the van at each
stop (or so), which creates prehibitive extra costs. For a dedicated parcel
delivery, however, the stop coverage is quite low, so the van does not have
to stop at every point. It 18 quite natural thercfore to organize dedicated
routes in very dense areas.

So the key question is that of the “grey zone™: The zoncs with medium
density, where the problem of organizing dedicated routes or not becomes
relevant. In La Poste, an engineering model {taking its roots in Roy 1999),
has assisted the decision making process. It is interesting to study now ex
post how econometrics can treat the results.

Two calegories of delivery offices appear in the sample:

— in most of the offices (3937 of 4739%) packets are delivered jointly
with the other mail (D =0)
— - in 802 offices (17%) packets are delivered by specific motorized
rounds (D =1)
This decision is considered endogenous and the model incorporates this
mechanism by an endogenous switching model (see Gourieroux 2000),
which has the following structure:

— the counterfactual model: Each delivery office has two cost functions
depending on the choice between [) equal to either 0 or 1

¢ Due to a few missing data, the sample size has been modificd a litde depending on the

variables.
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— the assignment cquation which explains how the decision between 0
and 1 is taken.

The model assumes that for any office only one of the two regimes is
observed and that the decision rule is not independent of the potential
outcome, even conditionally on the explanatory variables,

The estimation is conducted using Heckman’s two-step method and gives
the following results:

Cost function without dedicated rounds:

InC=018n7+0.43InP+0.23InS +1.66 9

(9.0) (21.4) (3911 (8.2)

or equivalently

s = —0.16In7 - 0.66InL — 0,230+ 1.6 (10)
T P h)

Cost function with dedicated rounds

InC=03%7+091mP+0.11In5 - 4.46 (11)

(7.0) (122) (r.4) (-29)

or equivalently

lng=0.41111T—i.021n£—~0.11ln£—4.46 (12)
T P S

Decision equation (Probit model):

Prob(D =1) = <I>(+0.361nT+0.51111P+ 0.18InRevp — 13.4 (13)
( -9) (1Y) (-25.2)

5.4) 3

where @ is the cumulative function of the normal distribution and Revp is
the average household revenue.

The two lambda coefficients of the Mills Ratio arc significant and
confirm that the selection between the two regimes is not merely random.

As the decision whether or not to use dedicated rounds is highly
correlated to the size of the office, it is not surprising to verify that the size
of the elasticity is smaller for offices without dedicated rounds.

In the linear case under consideration, identification of the model with an
endegenous selection rule does not require speeific instrumental variables in
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the selection equation. However we have selecled the number of firms as an
instrument in order to increasc the robustness of the procedure.

An interesting validity test of this model is to compare actual decisions
and optitmal ones. Indeed for each office the models (9) and (11} permit a
computation of the (laient) costs in the two regimes given T, P and S, We
can then compute the difference” A and the office is classified as either one,
which should use dedicated rounds or one which should deliver al! mail
jointly. The results are in the following table:

Table 2: Actual decisions and optimal ones

Number of offices which should

Number of Offices use dedicated not use dedicated
that actually rounds rounds
Used dedicated 488 314 802
rounds
Diid not use dedicated 168 3769 3937
rounds

656 4 083 4739

The number of mismatches between prediction and reality is 482 (10% of
the otfices).

4. ENDOGENEITY OF DELIVERY OFFICES’
DESIGN

Let us consider a territory with a particular density of inhabitants and
mail distribution per capita. The postal operator will divide this territory into
1 units with a particular spatial shape. This division minimizes the total
delivery cost. In such a model the number and the shape (in particular the
surface area) of the delivery offices become endogenous. Indeed the cost
structure depends on local heterogeneity factors known by the operator and
then incorporated into the optimal partition of the territory.

Even if in reality, the division of France into delivery offices is largely
the consequence of historical considerations, it is certainly also partially
based on cost minimization considerations. It would be difficult to write a
theoretical model of optimal division and to estimate such a fully structural
specification.® However we want to consider the surface of each delivery

A is the exact average treatmeni effect of the use of dedicaled rounds.

This problem is strongly related to the problem of observing the integral of a conlinuous
time process between random times, This question has been considered recently in
finance. In the case of delivery offices, time processes become spatial processes and the

&
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office as an endogenous variable in the model and to estimate the cost
function using an instrumental variables method, This approach is an
approximation of the implicit structural model and, in particular, the number
of observations is treated as exogenous,

Then we just consider the same equation as equation (1) (in section 2) but
in the case in which the surface is endogenous and the estimation is done by
instrumental variables® (or 2SLS in that casc). The obtained estimation is:

InC=033In7 +0.441n P +0.261n S ~0.97 (14)

{36.3) {444} (-06.3)

or equivalently

1n£_0031nr 0.7 L -026mm L 097 (15)
{-559) P (439 S {-6.2)

A test of endogeneity has been performed. This test estimates the
previous equation by OLS but introduces the estimated residuals of the
instrumental equation. Endogeneity is then equivalent to the significance of
the coefficient of the residuals and is not rejected in our case.

Despite this evidence in favor of endogeueity the model does not provide
dramatically different results from our previous ones'™ In particular, the
scale factor for the whole sample is around 3. The increment of the elasticity
of traffic between model (1) and model (6) depends upon the surface where
the traffic changes. The model estimated in this section shows that if the
traffic increases, the surface will decrease,

[f we allow a variation of the surface to a modification of traffic, the
elasticity becomes:

olnC 0_33+0_26aln5

dInT oInT
(.33+0.26(—0.40) =0.226

Finally, it should be noted that it is valid to consider the surface of the
density as endogenous, given the hypothesis of the exogeneily of the
population.

question becomes extremely complex. To our knowledge no econometric model is based
on this kind of computation,

Instruments selected are the household revenue index, the number of firms and the average
mailboxes by block of {lats.

See section 2.
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5. CONCLUDING REMARKS

This paper presents several parametric log linear models for the outdoor
delivery cost finctions based on a survey of all the French delivery offices in
2001. The main empirical results derived from this set of estimations are the
following:

The best approximation of the model by a constant elasticily model gives
an elasticity of the cost to the traffic equal to §.28, confirming the existence
of a strong scale economy in the delivery process. A relevant selection of
cost drivers for the unit cost of a delivery office uses the traffic per capita,
the density and, at a lower level, the total traffic. The total cost elasticity is
actually not constant: [t increases with the traffic per capita and is a U shape
function of the density.

This U shape, highlighted econometrically for the first time, is one of the
main contributions of this paper: Tt is very well explained by the Economics
of delivery and it reconciles different anferior results upon ¢osts elasticities.

The design of the delivery process should be treated endogenously, In
mast of the previous models of the cost of delivery, the design of the
process, i.e, the division of the territory into delivery area and the
organization of rounds, is considered as given. We have shown that it is
useful to treat it as an endogenous component and to explain this by the
model. In this paper the design was catch by the use of rounds not dedicated
and by the surface of arca of each office. In future research we plan to
consider jointly endogeneity of the design of the delivery offices and non
constant elasticity models.
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APPENDIX: THE DATA

Definition of the variables
Sample Size 4 764
Metropolitan French Post Delivery Offices (2001)
25 Delivery Oflices with nussing data

Leost (Cosi ) Mixed rounds (on foot+bicycele)
charges+motorized mixed rounds)charges +
motorized dedicated rounds charges

LTrafic {Traffic) Mixed rounds {on foot+bicycle)
traffic+motorized mixed rounds) traffic +
motorized dedicated rounds traffic

Lpop99 (Population 99 ) INSEE'" definition

Lsurface {Surface) Surface covered by cach Delivery Office

Lnb_ctab { Number of firms) INSEE definition

Ltraf tete (Unit cost ) Traffic per capita

Ldensity {population density) Population99 divided by surface

LIRE (average mailboxes index) Number of mailhoxes divided by block of
flats

Lrev_moy_men (average Households = Number of Households x Households

revenue) Delivery Offices revenue index
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Delivery Costs for Postal Services in the UK
Some Results on Scale Economies with Panel Data

Catherine Cazals', Jean-Pierre Florens', and Sotcrios Soteri?
University of Towlouse (IDEI & GREMAQ)', and Roval Mail Group®

1. INTRODUCTION

A key assumption underpinning some of the most important issues in
postal economics is that high fixed costs in delivery give rise to substantial
ecenomies of scale in the delivery network. For example, as Cohen and Chu
(1997) make clear, fixed costs and the netion of economies of scale in
delivery underpin two of the modern justifications for maintaining a letter
moenopoly. First, that the delivery network is a natural monopoly. Second, a
letter monopoly is necessary to assure universal service at a uniform price.
During the past decade a number of cost (or production) models have been
estimated for the mail delivery activity of postal services in France and the
US and the main conclusion drawn from this work is that this activity is
indeed characterized by economies of scale (see for example, Rogerson and
Takis (1993), Cazals, DeRycke, Florens and Rounzaud (1997), Cohen and
Chu (1997}, Roy (1999}, Cazals, Florens and Roy {(2001)). A further result
derived from this literature is the importance of taking the heterogeneity of
delivery offices into account when estimating returns to scale. For example,
Cazals ¢t al (2001) show that such estimates can be considerably higher
when heterogeneily between delivery offices is taken into account.

This paper extends the literature on the estimation of economies of scale
for outdoor delivery activity to mail services in the United Kingdom (Royal
Mail). To this end we use a data set for a large representative sample of
delivery offices in the UK observed for two years to estimate cost functions.
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The panel dimension of these data allows us to take into account
unobservable heterogeneity by specifying individual-specific effects. The
cost function we consider is a relationship between outdoor costs of delivery
(financial costs) and the output, defined as the quantity of delivered mail
(number of items), and environmental characteristics. The environmental
variables we include are the surface of the delivery area and the number of
delivery points in this area. A log-linear functional form is then specified for
the cost function.

In order to increase our control of heterogeneily factors between delivery
offices we fake into account an additional potential cost driver for delivery
which is the proportion of total traffic delivered by town (‘non rural’} routes
in each delivery office. This variable enters in a non-linear way in our cost
model as we estimate cost functions for some stratifications of the sample
with respect to different values for this proportion. We obtain results about
the behaviour of economies of scale with these stratifications, showing that
this variable is a useful way to capture heterogeneity in delivery offices. In
order to emphasise the importance of the treatment of heterogeneity and the
usefulness of panel data in dealing with this issue we test whether outdoor
delivery cost models estimated with panel data encompass models estimated
with cross-section data.

By reparameterising our estimated models we also give an alternative
representation of this simple log-linear model, which provides useful
insights in terms of postal policy and planming. In this model outdoor
delivery costs can be expressed as a function of the number of delivery
points, area and traffic per delivery point. This specification allows us to
examine the relative importance of traffic and delivery point growth and
their different impacts on economies of scale in outdoor delivery.

2, SPECIFICATION OF THE COST MODEL

We are inferested in the estimation of an outdoor cost function for the
mail delivery activity. Generally, a cost fuaction is defined as a relation
between the production cost, denoted by C, and the level of production,
denoted by O, (here the delivered mail volume), the prices of inputs, denoted
by the vector P, and possibly some environmental (exogenous) variables,
denoted by the vector X.

When data are available on these variables for » decision units, we can
undertake an empirical analysis of this cost function, which can be written as
follows:

C=f0: P, X, u), i=1,..,n (1)
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where u represents the usual random etror lerm, assumed to be well behaved
{zero mean and constant variance), which captures statistical noise and
unobserved heterogeneity.,

We must then decide on whether to specify a functional form for f(.) or
not. In the case where no specification is assumed for f{.} we could apply a
non-parametric estimation methodology (kernel method, local polynomial
regression, ... see Cazals, DeRycke, Florens and Rouzaud (1997)).

In this paper we adopt a traditional parametric analysis approach and
assume a log-lincar specification for f{.). As we have no information on
input prices in our data, the cost function we consider can be interpreted as a
mean cost function with respect to the distribution of these prices. The cost
function can then be written as follows:

InC =a+bLnQ +clnX, +u, (2)

The cstimation of this model can be performed by standard least squares ,
[n this study, we use panel data, that is data for # decision units which are
observed over a number of time periods. The main advantage of estimation
with panel data over cross-sectional data, is that we can control better for
individual heterogeneity, with an appropriate decomposition of the error
term. More precisely, the previous cost model with panel data becomes, for
i=1,..N,and =1,..., T:

InC,=a+ pLrQO, +yLnX, +u, (3)

where u; is decomposcd by the sum of a standard random error term e, and
an unobservable individual specific effect a;such that #, =g, +¢,.

Typically two approaches can be used for the estimation: fixed effects or
random effects. With the fixed effect appreach, the estimation is performed
conditionally on the distribution of the individual effect ;. With the random
effect approach, we assume a specific marginal distribution for a; (for
technical details, see Hsiao (1986), Baltagi (1995)). The main drawback of
the fixed effect model is that time invariant explanatory variables are not
allowed. We then use in this study the random effect model, because we
introduce time invariant environmental variables,

3. RESULTS

The decision unit in this study is a delivery office. We use data for a
sample of 509 delivery offices from Rova!l Mail (UK), which are observed
over 2 years: 2001/02 and 2002/03,
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More precisely, for each delivery office i (i=1, ..., 509) at time t {t=1, 2),
we consider the following variables ta estimate the cost model: C;, outdoor
delivery costs (in £); O, number of delivered items; NDP, number of
delivery points in the delivery office zone; and AREA, area of the delivery
office zone in square km. The variables NDP and AREA are environmenial
variables (then, corresponding to the previous section, we have X= (NDP,
AREA}) which are time invariant,

Model (3) can be finally expressed as:

LnC,=a+ BLnO, +y,LnAREA +y,LnNDP +a, +e, 4

where g, ~]DD(0,O%) , and ¢, ”fDD(O,cr%) ,and we assume the e

are independent of the a, .

We consider an additional characteristic of delivery offices in the
estimation of this cost function, the proportion of traffic delivered by non
rural routes (that is mail delivered by town routes, to firms and very large
users). This variable is introduced in a non-linear way, by a stratification of
the sample into different ranges for this proportion.

Table 1: Estimated coefficients of outdoor cost functions

Proportian of

Q dellvered by

non rural Coefficient of

routes n LnQ Ln AREA Ln NDP  Constant | R? -

™ o tr2) (@ |

<{.65 110 0.228 0.145 0.583 3412 0,828 0.909
{0.055} {0.019) (006817 (0.434}

[0.65; 0.85] 110 0.359 0.125 0.870 1470 0.967 0.564
{0.052) {0.014) {0,057} (0.369)

[0.85; 1] 149 0.416 0.050 0.555 0.98 4.853 0861
{0.048) {0.014} {0.040}  {0.394)

=1 140 0.543 0.047 0427 0.156* 0.915 0.686
{0.047) {0.015) {0.051)  (0.434) |

Full sample 509 0.418 ¢.087 0.476 1624 | 0.935 0.845
{0.027) {0.004) {0.028)  (0.218)

Mote: Standard errors are reporlad in parentheses. Al cosfficlents are statistically significant at the

5% level except where indicated by an asterisk.

Our main objective is the estimation of the outdoor cost elasticity with
respect to traffic. With the log linear specification for the cost function, this
elasticity corresponds to 3, the coefficient of the logarithm of traffic. Table
1 gives the results of estimated coefficients of cost functions for each sub-
sample corresponding to different values of the proportion of traffic
delivered by non rural routes. This table gives also the valug of R?, and the
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2
&

a . . :
———, which represents the proportion of the variance of
o, +0,

value of p=

residuals due to the variance of the individual-specific effect. The estimation
methodology used is generalized least squares (GLS). We also performed
maximum likelihood estimates which yielded very similar results.

A first general comment of thesc results is that the goodness of fit of
these models is high (i.e. all R are greater than 0.9). We can also notice that
most of the variance in the residuals, for each sub-sample, is due to the
variance in the delivery office-specific effect (p varies from 68% to 91%),
while the remainder is due to purely statistical noige.

The estimated coefficients for traffic reported in table | suggest that
outdoor delivery activity in the UK exhibits a high degree of economies of
scale, For example, the model estimated over the full sample yields a total
returns to scale estimate for mail volumes of 2.4, as given by the reciprocal
of the coefficient on traffic variable, 3, for the total sample (8 = 0.418). This
overall result is consistent with studies on outdoor delivery costs in the USA
and France (see for example Cazals et al (2001) and Postal Rate Commission
(2003)). It should be noted, however, that the returns to scale estimate lies in
the range 1.8 to 4.4 when the sample is estimated for different values of the
proportion of traffic dclivered by non-rural routes. This range of estimates
highlights the nen-linear nature of the estimated outdoor delivery cost
function and the importance of taking heterogeneity into account when
estimating economies of scale. In general, the results indicate higher returns
to scale in delivery offices with a lower proportion of traffic delivered by
non- rural routes and suggest that more rural areas, which tend to have lower
levels of traffic per delivery point than more urban arcas, have greater scope
for economies of scale.

4, ENCOMPASSING TEST

This section is devoled to the analysis of the ability of the previous panel
cost model to encompass rivals models. More precisely we want to test if
this model can explain rcsults of models estimated with cross-section data
(that is using observations for only one period). For a theoretic version of the
encompassing principle and test, see for example Mizon and Richard (1986).

To this end, we use the models cstimated with panel data in the previous
sectton for each strafum to generate samples for cost variable for one period
and we regress this simulated cost on exogenous variables ({0, AREA and
NDP), in logarithms. Then, we compare the values of the estimated
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coefficients with observed data with the distribution of the estimated
coefficients obtained with the simulated sanples,

More precisely, we compute the adjusted values of the dependant
variable (logarithm of cost) in each model {each stratum), as follows (for
notational convenience we now denote the logarithm of variables by small
letters, then ¢ = Lu C, g=Ln O, area=Ln AREA and ndp=Ln NDP);

¢, =a+ fg,+yarea, +p,ndp, + 4,

where t=1,2 and i=1, ...,n, and ny is the number of observations in the k™
stratum, k=1,...,4.
For each stratum wc draw then 1000 samples of the residual e,

. . denoted
e,-;"', from a normal distribution with a mean 0 and a standard deviation equal
to the estimated value of the standard deviation of residual in each model.
The sizes of these samples are compatible with the number of observation in
each stratum (that is for example, we draw 1000 samples of size n=110 for
the 1% stratum). We obtain then for each stratum, 1000 simulated samples for

the logarithm of cost, defined as:

Finally we estimate the coefficient of &, on (g, ndp,, area,), for t=1

(that is 2001/02),

If the panel model encompasses the cross-section model, then data
generated by the panel model and used te estimate models with cross-section
data must give results such that the value of estimated parameters from
observed data can be viewed as a random drawing on the distribution of
parameters obtained with simulated data.

Table 2 gives the results of these estimations. In the first column we give
the values of estimated coefficients using only a cross section with real
(observed) data for one period (t=1). In the following columns we give the
mean, the standard deviation and a confidence interval for estimated
parameters from simulated data. In the last column we give for comparison
the value of coefficient obtained with panel data for two periods.

The first comment is about the values of estimated cost elasticities with
respect to the traffic (coefficient of Lr Q) when we usc observed cross-
section data compared to the values obtained with panel data. We obtain
greater values in all classes when the estimation is performed with cross-
section data, implying smaller returns to scale than with panel data. This
indicates that the use of cross-section data alone will tend to bias up the size
of the estimated coefficients and hence understate the extent of returns to
scale in outdoor delivery. At the same time the results for the estimated cost
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elasticities with respect to delivery points {coefficient of Ln NDP) show the
opposite effect. Here, cross-section data in general (except for the most
urban areas) tend to bias downwards the size of the cost elasticity with
respect to the number of delivery points and so overstate returns to scale
from delivery point growth.

Secondly, we notice that the values of estimated coefficients in models
with observed cross-section all belong to the confidence intervals calculated
from estimation with simulated samples. This indicates that panel models
encompass “cross-section models” and implies that no additional
information can be obtained from estimates using cross-section data. This
result shows that the use of panel structure of data, when available, is
important. Such a panel dimension of data allows us fo take into account a
greater degree of heterogeneity amongst delivery offices in the estimation
procedure and yields better estimators.

Table 2: Regression results from observed and simulated
cross-section data

From i From simulated samples From
chserved chserved
data (t=1) panel data
Prop. Of Q
del. By non Mean  Std. Dev. Confidence interval
ruralroutes my (s} . {mils)
Coefficient of Ln Q
0.65 0.378 0.374 0.023 0.326 0.420 0.228
[0.65; 0.8] 0519 ¢ 0510 0.024 0.463 0.558 0.359
[0.8; 1] o595 | 0681 0.018 0.543 0.621 0.416
=1 0.583 0.590 0.028 0532 649 0.543
Coefficient of Ln AREA
0.65 0.149 0.151 0.008 0.117 0167 || 0.145
[0.65; 0.8] 0.118 0.124 0.005 0.113 0135 | 0125
[0.8; 1] 0.049 0.051 0.005 0.041 0.081 0.050
=1 0.054 0.048 0.009 0.030 0086 | 0047
Coefficient of Ln NOP
0.65 0.431 0.434 0024 0.386 0432 (.583
{0.65; 0.8] 0419 | 0414 0.026 0.362 0.465 0.570
[0.8; 1] 0.390 0.399 0.020 0.360 0439 o 0555
=1 0413 | 0.385 0.031 0.322 0.448 0.427

. MAIL VOLUMES, DELIVERY POINTS AND
DELIVERY COSTS

Over the medium to long-term mail volumes tend to change in response
to changes in the number of households and firms which impact directly on
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the number of delivery points. However, in addition, a number of other
factors, for example economic growth and competition from non-mail media
and entrants into the mail market, are likely to impact on mail volumes. The
impact on delivery costs of these alternative sources of volume growth is
quite different and it is imporiant to understand this from a postat policy and
planning perspective. For this purpose it is useful to reparameterise equation
(4) and specify the outdoor delivery cost function in terms of the number of
delivery points (NDP) and traffic per delivery point (Q,/NDP), as follows:

LuCy = at SLuNDP;, +y; Ln AREA; + B Ln(Qy/ NDP) + a, + ¢ 5
where: d=8+y,

Table 3: Estimate coefficients of model (5)

Proportion of Coefficient of
Q delivered by
non rural Lnh NDP Ln {AREA) Ln {Q/NDP)
routes @=f+y;) ?i B
<0.65 0.811 0.145 0.228
(0.024) {0.019) {0.060)
[0.65; 0.85] 0.929 0.125 0.359
(0.018) (0.014) (0.052)
[0.85; 1] 0.971 0.050 0.416
{0.027) (0.014) {0.048)
=1 0.970 0.047 0.543
{0.020} {0.015} {0.047)
Full sample 0.894 0.087 0418
{0.008) {0.004) (0.027)
Mote: The cosfficients reported above are based on a reparameterised version of model (4.
The constant, R* and p parameters are therefore identical to these reported in table 1.
Slandard errors are reported in parentheses. All cosfficients are statistically significant at
the 5% level.

We report the values of &, y; and # in table 3, These estimated values
suggest that, in general, J is close to unity and f is well below unity, Given
that Roval Mail is a universal service provider of mail services in the UK
and there is empirical evidence to suggest that the clasticity of mail volumes
with respect to the number of delivery points is close to unity (see Nankervis
and Rodriguez, 1995), expression (5) suggests that economies of scale in
outdoor delivery are mainly due to economies of scale from traffic per
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delivery point rather than traffic per se.! Therefore if in the near future Royal
Mail delivered traffic increases faster than the number of delivery points this
will exert downward pressure on average delivery costs. In contrast,
however, if Royal Mail traffic volumes per delivery point decline in the near
future, due for example to competition from non mail media or losses to
entrants into the UK mail market, this will exert upward pressure on Royal
Mail average costs. These are powerful conclusions to draw from the
estimated cost model and ones that UK postal policy makers and business
planners should take into consideration when developing evidence-based
policies and business decisions.

6. CONCLUSION

This paper stresses the importance of the treatment of heterogeneily
between delivery offices when estimating economies of scale in outdoor
mail delivery activity. We show that models estimated with cross-section
data can give biased results and that pancl data models encompass cross-
section models. In practice this means that empirical estimates of economies
of scale in delivery will be underestimated when using cross-section data and
researchers should, where possible, adopt panel estimation techniques. In
ling with these findings we have estimated cost functions for UK outdoor
mail activities using panel data that take into account observed heterogeneity
by using variables describing the environmental characteristics of delivery
offices. Among these variables, the proportion of traffic delivered by non
rural routes is introduced in a non linear way (with a stratification of the
sample) into the cost models and we find strong evidence of UK outdoor
mail delivery activities exhibiting returns to scale with respect to volumes
per delivery point that lie in the range of less than 2 to over 4 according to
the value of this proportion. These results are consistent with other studies
on outdoer delivery costs in France and the USA and add to the growing
international literature that substantial fixed costs are incurred in outdoor
mail delivery activities.

Reparameterising the estimated model allows further insights into the key
factors underpinning the existence of economies of scale in UK outdoor mail
delivery activities. Namely, that economies of scale are primarily due to the
concentration of traffic per delivery point and that the extent to which Royal
Mail benefits from economies of scale depends on the relative growth rate of
mail volumes versus the number of delivery points. In general the estimated
cost model suggests that the greater the rate of traffic growth relative to the

' This is similar to the conclusion reached in previous work by Christensen et al {1993} on

US data.



212 Chapter 10

number of ‘delivery points the greater the degree to which Royal Mail
benefits from economies of scale and vice versa. These are powerful
conclusions to draw from the estimated cost function and suggest that postal
policy makers take such factors into account when forming evidence-based
policies on the future of the postal market.
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Chapter 11

The Effects of Worksharing and Other Product
Innovations on U. S. Postal Volumes and Revenues”

Edward S. Pearsall
U. S. Postal Rate Commission

1. INTRODUCTION

Since 1975 the U. S. Postal Service {(USPS) has made many product
innovations creating new categories of services, cither directly, as with
Express mail and the Priority mail envelope, or indirectly, by unbundling
existing services as was done for large mailers with discounts for presorting,
prebarcoding and drop shipping. In all of these instances economic theory
tells us that postal volumes should have increased ceferis paribus after the
changes. This occurs because muailers are able to use the new mix of services
more efficiently than the old, especially after they have had the time to
develop necessary worksharing technologies, and because delivery has
always remained a bundled component of all of the offerings. In effect USPS
has liberalized potential competitors® access to postal markets but has strictly
limited the liberalization to upstream service components involving
collection, mail processing and transpertation while retaining its monopoly
on delivery.

The views expressed in this paper are my own and do not necessarily represent the
opinions of the U, S. Postal Rate Commission. T am particularly indebted to Kevin Harle,
a member of the Commission’s technical staff, for his invaluable assistance in assembling
the data that [ used (o {it the econometric model for this paper. I an also thankful for the
many helplul comments and suggestions made by readers of earlier dralts.
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Although mail volumes should have increased, it is not necessarily true
that postal revenues would have increased proportionately. Postal revenues
may have increased less than proportionately, or cven decreased, because
some existing mail would typically shift categories to obtain a lower
discounted rate. This effect usually lowers the revenues per piece received
by the Service when mailers are given the opportunity to workshare,

This paper presents an econometric model of the demand for U. 5. mail
services by subclasses and major discount categories’ and applies the model®
to estimate the impact that worksharing and other product innovations have
had on mail volumes and revenues. Adaptive processes are used to model
the impact of innovations and other events on volume per houschold and
revenue per piece. Innovations are assumed to initiate the processes by
creating new, usually higher, cquilibriunm levels for volumes and new,
usually lower, levels for revenues per picce. Actual volumes and revenues
per piece then adapt over time at rates that are propartionate to the remaining
displacement from the new equilibria.® The effects of the 9/L 1-Anthrax
attack are also modeled as adaptive processes in which volumes and
revenues per piece grow back to their equilibrium levels after an initial,
usually downward, displacement.

The adaptive processes are represented in the equations by variables that
follow an exponential time-path from the old equilibrium to the new. Both
the size of the displacements caused by innovations and the rates of
adaptation that determine the exponential paths are estimated
econometrically. The economietrics is outlined in Appendix A.

The entire econometric model consists of two mostly-matching sets of
equations describing quarterly postal volumes per household and revenucs
per picce in constant dollars. Altogether there are 36 equations for volumes
(or volume ratios for discount categories) and 31 equations for revenues per
piece at a level of detail generally corresponding to that found in the
Servige’s annual Revenue, Pieces and Weight (RPW) reports (USPS, 1971
to 2004).}

An early version ol the econometric model used in this paper is deseribed in Cohen et of
(2001). Other recent econometric studies of U. S. postal demand include those by
Musgrave (2001) and Thress {2001} on behalf of USPS for the R2001-1 postal rate
proceeding. Nikali (1997) has studied postal volumes in Finland, and Cazals and Florens
(2002) have made a recenl econometric study of postal demand in France.

For an earlier empirical discussion of worksharing innovations and the pricing of
workshared products using USPS estimates, see Mitchell (1599),

Strictly speaking, this proportionality applies to the dependent variables of the
econometric model which are natural logarithms and logits.

The entire set of fitted equations is loo large to be allached as an appendix. Readers
wishing (o examine the estimated equations of the mode! can find them assembled in 16
tables and posted on the PRC web site at www.pre.gov. The site also holds a copy of the
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The basic methodology for deriving the historical impact of product
innovations is back-casting with the fitted model. Projections of volumes
per household and revenues per picce were generated over the sample period
beginning at the date of the first imnovations for each subclass. The
(quarterly) projections were made both with and without the exponential
path variables representing the demand effects of the innovations. Direct
comparisons of the generated time series disclose how the product
innovations have altered volumes per houschold and revenues per piece over
the time periods spanned by the projections,

The fitted model shows that the product innovatiens made by the U. S,
Postal Service (USPS} beginning in 1975 were responsible for generating
about 37 percent of the total volume of mail and special service transactions
by the end of 2003. The volume increases, in turn, have caused an increase
in total revenue of about 26 percent despite the lowering of average rates for
most subclasses due to discounts. These percentages will eventually grow to
46 and 27 percent, respectively, when the adaptive processes have run their
course. Thercfore, upstream liberalizations of access to U. S, postal markets
and other product innovations have greatly stimulated the aggregate growth
of both U. 8. postal volumes and revenues singe 1973,

2, WORKSHARING AND OTHER PRODUCT
INNOVATIONS

The modern USPS inherited from the federal department it replaced in
1971 a system of postal product offerings consisting entirely of composite
services. A composite service combines two or more basic services in given
preportions in a single bundle at a single price. Prior to 1971 all mail was
collected, transported, processed and delivered cxclusively by the Service at
undiscounted rates.

This cradle-to-grave marketing doctrine changed in 1976 when USPS
began to offer discounts to First-Clags mailers for presorting cards and
letters. This was soon followed by discounts [or other subclasses of mail
and for other kinds of worksharing, By 1990 the Service was offering
discounts for several levels of presorting, prebarcoding and drop shipping on
many categories of First-Class, Priority mail, Periodicals (Second-Class),
Standard (Third-Class) mail and Parcel Services. For large mailers, the
discounts first offered during this period effectively expanded the Service’s
original short list of composite services into a much larger menu of simpler

Lotus 1-2-3 worksheet used to compile the data, derive the cstimates, and construct the
various tables and figures.



216 Chapter 11

composites consisting of bundles of different basic services with delivery
always included as part of the mix.

In 1975 USPS also introduced two new services, Express mail and
Mailgrams, Later, the Service added more new products such as the two-
pound envelope for Priority mail, and made innovations in its pricing
formulas such as un-zoned rates up to five pounds for Priority mail.

Offering a larger less bundled selection of services has the same effect on
postal demand as offering an a la carte menu to customers in a restaurant.
Since delivery is always included in the mix, a more diverse menu of postal
services increases the overall volume of mail delivered. This occurs because
the expanded list of services usually makes it possible for mailers to choose
for themselves a more efficient mix of the basic collection, processing,
transportation and delivery services that are included in different proportions
in the composites. Overall volume will increase when postal customers are
offered a discount for worksharing because the difference between the
discount and the lower cost of presorting or drop shipping to mailers who
take the discount has the same effect on their demand as a reduction in the
price of the original composite. When mailers are offered a new product
some of the demand for the new service constitutes new pieces that would
not have been mailed in other forms under the old offerings,

The immediate impact of unbundling is limited to mailers with a
worksharing cost advantage conferred by the available technology.
Similarly, new services and other product innovations have an immediate
impact largely on the demands of mailers who have anticipated their
introduction. But the immediate effects are not the only, and may not be the
most impottant, stimulus to postal demand resulling from the Service’s
innovations in its product offerings. The unbundling of basic mail services
and the introduction of new services also have the delayed effect of
promoting the development of better commercial technologies for generating
and processing mail. Mailing is actually a sequence of connected processes
beginning with the generation of the mail, which is always performed by the
mailer, and ending with delivery, which has always been performed by
USPS. Between generation and delivery, the intermediate collection,
transportation, and processing activities were performed by USPS until
about 198 using a Hmited range of simple manual technologies. With the
introduction of worksharing, mailers had the opportunity to perform some of
these activities for themselves, However, the gain to undertaking a
worksharing activity depends upon the mailer having a cost advantage over
the offered discount, or being able perform the activity with superior results.
Thus worksharing discounts gave matlers an incentive to develop specialized
technologies that were cheaper or more cffective than those used by USPS
for the workshared activities.
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As specialized technologies were developed, mail volumes grew as more
mailers discovered a cost advantage to performing the activities themselves
and taking the discount. USPS has also encouraged the development of
more efficient technologies by adapting its own technology and regulations
to smooth its interface with large mailers. The discounts for most kinds of
worksharing also tended to increase in relation to the rate for undiscounted
mail during the period prior to the general reclassification proceeding of
1995. So the economic incentive to develop better technologies for most
kinds of worksharing was maintained or increased by the rate structure for
many years following the introduction of the discounts.

3. AMODEL OF ADAPTIVE PROCESSES

Adaptive processes occur whenever postal customers must adapt over
time to new market conditions. In the case of worksharing, for example,
customers must learn how to exploit the opportunities offered by new
partially unbundled composite services. In the case of the 9/11-Anthrax
attack, mailers had to reclearn the U. S. mail’s characteristics of speed,
reliability and safcty afier an cvent that temporarily degraded all three., Put
simply, adaptive processes are often just learning curves, or, in the case of
the 9/11-Anthrax attack, a relearning curve,

The demand for new service offerings takes time to develop for a reason
that 1s fundamental to the study of marketing. The demand develops as
postal customers learn of the new product and then adapt their personal
habits and business practices to use it. It is this process that marketing fries
to speed up, since, unassisted, it would proceed only slowly as customers
learned mostly from the example of others. However, heavy marketing
campaigns for new products have never been a hallmark of USPS.
Consequently, the adaptive response of postal customers to new services and
to other product innovations may be fairly slow.

Adaptive processes also may take time to develop because adaptation can
be costly. In order to do worksharing, it is usually necessary for postal
customers to make investments in capital equipment, training and/or
computer software. The speed of adoption of new practices is then
constrained by customer investment rates.

Even a casual examination of the time series for most major subclasses of
mai} is sufficient to show that adaptive processes have been important
determinants of postal volume since 1975. For example, the volume per
household of First-Class letters was declining from 1971 to 1976, leveled off
between 1976 and 1982, grew rapidly but at a declining rate from 1982 to
1996, was level again until 2000, and has since declined. This growth
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pattern corresponds to the growth path one would expect from the
introduction of successively less effective innovations beginning with the
discounts for basic 3/5-digit presorting in 1976 and ending with the
automation discounts accompanying the mail reclassification of 1996, It
also tracks closely a simultancous migration of First-Class letters away from
single-piece and into the discounted rate categories.

First-Class letters, cards and Standard mail all exhibit growth paths with
periods of rapidly changing demand per household that ar¢ much too large to
be explained as the response to the usual economic suspects such as long
term trends, population growth, relative rate changes and changes in the
gross domestic product (GDP). As with First-Class letters, the episodes of
rapid growth typically follow in the wake of major innovations in service
offerings.  Furthermore, the changes usually are accompanied by
redistributions toward new discounted rate categories, TParcel Service
volume per houschold after 1985 also exhibits a pattern that is almost
impossible to explain except as a slowly developing response by large
mailers to new worksharing discounts,

Adaptive processes are represented in the equations of the econometric
maodel by variables whose values follow exponential paths, The assumption
that underlics this freatment is that the effect of an adaptive process is
propartional to a function Dy, #,) that is zero for ¢ £#yand ranges from zero

to one along a time path that obeys a lincar differential equation forr >y;.
The time #,corresponds to the date that the adaptive process begins. The
linear differential equation that sets the time path of D{r:zy) after t, 18
dDit;t : .

—%L) = r[l - D(r;rg )] The equation makes the rate of change in the level
of Dft;t3} proportional to the difference remaining between D(t;rg) and it’s

limiting value of one. The coefficient r is the rate of adaptation for the
process. If time is measured in years then # is roughly equal to the fraction
of the difference, 1- D(t;to), that the adaptive process attempts to make up

each year. The solution to the linear differential equation is
D(t;to)zl—e_r(’_fﬂ) for t=1t;. Therefore, the effect of the adaptive
process is represented as a path beginning at the time fjand growing
exponentially over time at the rate # from an initial value of zero towards a

limiting value of one.

D(t;to) is a continucus function of time, however, the econometric
model is necessarily specified for variables measured over finite intervals.
Therefore, the variables that are used as regressors in the equations of the
cconometric model are averages of D(r;!.o) over calendar quarters. Fora
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quarter beginning at time #; and ending at #, the average value of the

variable, D , is found by evaluating the integral D = j'-((—%dr The form
=4
of the integral depends upon whether the start of the adaptive process occurs

after the end of the quarter, during the quarter, or before the quarter begins.
The three cases are:

I—):O,iff; <ty <ty,

- _ —rlg—ty) _
D:gz ‘;o)_l_( G t)),ifrl<ro<t2,and
17 h " —4

D=1+ Jif 2, <1 <1,

For product innovations, an exponential path variable, D | is inserted
directly in a linear equation ¥ =a +..+ 8D +.... The equation may then be
fit by standard econometric methods for a given rate of adaptation ». The
coefficient J becomes the asymptotic limit to the change in the dependent
variable ¥ {or the adaptive process. It is the change in the equilibrium Ievel
of Y that triggers the process at the time f;. It is also the addition to ¥ that

occurs as L) approaches its limiting value of one.

For the 9/11-Anthrax attack D is subtracted from an ordinary dummy
variable to obtain a variable R that is inserted in the linear equation. R is
called a reverse exponential path variable because the adaptive process
returns the dependent variable ¥ to its original level after an initial
disequilibrating change at time t;.

An econometric model incorporating the cxponential path variables D
and R to describe the impact of product innovations, the effects of the 9/11-
Anthrax attack and other events changing postal market conditions
comprises a technical advance beyond the common econometric practice of
repregenting the impact of such events with ordinary dummy variables, In
fact, when an ordinary dummy is vsed to approximate an adaptive process,
the resulting coefficient tends to underestimate the impact of the event. This
occurs because the coefficient for the ordinary dummy measures an average
effecton Y thatis present when the dummy variable is set to one and is
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absent otherwise. The average effect of an innovation will include smaller
effects during many early quarters when postal customers have only partially
adapted to the new or improved scrvice. With an event such as the 9/11-
Anthrax attack, the coefficient for the ordinary dummy will include in the
average the impact for later quarters after the initial impact has somewhat
attenuated. In both cases the result is an underestimate.

Each exponential path variable used in the economctric model is
completely defined by just two parameters — the initial time £, and the rate

of adaptation ». The initial dates for postal product innovations and events
such as the entry of postal competitors were taken from postal sources.” The
date for the 9/11-Anthrax attack was chosen as September 11, 2001 even
though the anthrax mailings were unknown until several weeks later. All of
the initial times for the exponential paths were treated as fixed and given in
the econometrics. The same rate of adaptation is used for all the exponential
path variables found in the equations pertaining to a single class or, in some
cases, a large subclass,

There are both theoretical and practical reasons for adopting a one-size-
fits-all assumption for the rate of adaptation for equations grouped together
by a class or large subclass. First, an exponential path variable for the same
innovation or event often appears in several of the equations for a class or
subclass. The representations for each innovation or event cught to mirror
each other in these equations. Second, the rates of adaptation for different
innovations and events should roughly be the same if they describe similar
behavior by a single group of mailers. When an adaptive process is a
learning curve, the rate of adaptation is the underlying rate at which mailers
acquire and act on new information and should not differ too much with
respect to what is being learned. When adaptive processes are constrained
by capital formation, the rates of adaptation should also be similar.

The practical reason for using a single rate of adaptation for a single
class/subclass everywhere in the model is that the maximum likelihood
method of estimating these rates is not particularly robust. Formally, the
medel can-be generalized fairly easily by introducing unique rates of
adaptation for each of the adaptive processes affecting demand. However,
relaxing the single-rate assumption in this way, while complicating the

5 The most important of these sources is the Domestic Mail Rale History filed by USPS

with the PRC for cvery general rate proceeding. Most of the initial dates used to deline
exponential path variables for the introduction of worksharing discounts, new postal
services and other product innovations were taken from the Service’s R2001-1 filing
{USPS 2001). In several instances dates have been obtained from the testimony of Service
witnesses Thress (2001) and Musgrave (2001), or from USPS Library References (USPS,
2001).
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econometrics, would be unlikely to lead to a better understanding of mailer
behavior.

4. AN OUTLINE OF THE COMPLETE MODEL

The mode} compriscs a complete system of fitted equations describing
U.S. postal volumes and revenues for domestic mail and special services at a
level of detail that is approximately the samc as that found in the Service’s
annual RPW reports {(USPS, 1971 to 2004). International mail volumes and
revenues are treated as aggregates.

There are two sets of equations with mostly matching explanatory
variables. The first set describes volumes per household by subclass and
major discount category. The second set describes revenue per piece for the
same subclasses and categories. The first set of equations, but not the
second, have a rough counterpart in the demand model that the Service must
submit to the PRC at the start of an omnibus rate proceeding.®

Projections of postal volumes alone may be made with the first set, but
prejections of postal revenues require both sets of equations. The second set
of equations is needed because postal revenues per piece may be expected to
tespond to all of the same influences as postal volumes per household. The
volumes and revenues given in the RPW reports are actually vast aggregates
of somewhat heterogeneous pieces of mail and transactions. Since 1971
postal tariffs for mail and special services have undergone many structural
changes and have become quite complex, especially for large mailers. As a
result mailers now respond to changing rates and other market conditions not
only by changing the volume of mail sent but also by changing the
characicristics of the pieces or by choosing different combinations of
worksharing. When mailers do this it affects the average revenue per piece.

USPS, in its filings, and the PRC, in its recommended decisions, employ
behavioral equations to forecast volumes but not to project revenues per
piece. Instead, both make calculations based on the simple assumption that
the relative proportions of mail with different characteristics found in an
annual survey of mail and scrvices will not change.” Revenues are estimated

¥ The PRC’s current rules (PRC 2004, 52) require the submission of “an econometric
demand study relating postal volumes to their economic and non-economic
determinants...” The most recent filed version of this model, submitted for the R2001-1
general rate proceeding, is described at considerable length in the testimony, workpapers,
responses to interrogatories and library references of Service wilnesses Thress (2001} and
Musgrave (2001).

The results of these surveys are called “billing determinants”. They are cstimates of the
weights, numbers of pieces by shape, or whatever, lo which each element of the postal

T
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by applying new rates to forecasts of wvolumes with an unchanged
distribution of characteristics. in effect, revenues per piece are assumed to be
unit-clastic with respect to a fixed-weight average of the rates.

There is little about this assumption that seems attractive as a description
of economic behavior. Faced with a complex tariff based not only on picces
but frequently also on their weights, dimensions, content, size of mailing,
entry point, destination, workshared characteristics, etc., mailers will re-
optimnize their selection of services and discounts whenever rates and other
market conditions change. These re-optimizations can be expected to alter
the characteristics of the mail in ways that predictably relate revenues per
piece to postat ratcs and to the other determinants of postal demand.
Therefore, a complete model of the demand for postal services should
include behavioral equations for revenues per picce rather than depend upon
the simplistic assumption that the relative proportions of the mail with
different characteristics remain fixed.

The overall design of the volume equations in the model partly reflects a
need to preserve degrees of frecdom for the econometrics. A problem arises
because the Service has occasionally revised its RPW reports to disaggregate
mail streams into sub-streams in order to report workshared mail in greater
detail. This has occurred several times with all four subclasses of First-Class
and Standard mail, most recently in 1996. A model that simply adopted the
categories currently in use in the definitions of its dependent variables would
limit the econometrics to using time series that began in 1996 even though
there are quarterly RPW reports of volumes and revenues using more
aggregated category definitions that reach continuously back to 1971.

A solution to the problem is to fit an equation for aggregate subclass
volume using the entire sample, and then to fit equations for subsequent
subdivisions of the aggregate vsing the shorler time series fhat start later
after USPS had begun reporting the components. The equations for First-
Class letters illustrate how this is done. First, an equation for volume per
household is fit to the entire sample for total Firsi-Class letters. The next
equation explains the division of First-Class letters into single-piece and
worksharing segments. This equation is a logit that is fit to the sample
beginning in 1976 after the Service began reporting single-piece and
workshared mail separately.® Another logit explains the division of
workshared letters into its carrier-route presorted and non-carrier-route

tariff applies. The billing determinants for a recenl base yeur are liled by the Service for
every general rate proceeding , for example, see USP'S (2001).

Suppose that a variable has two components, e.g., ¥ =Y + 1 . The logit is detined as

ihe natural logarithm of the ratio of the components A = ln(Y] / YZ]‘ The logit divides
Y inte its components as follows: 1] = ¥ et / (1 + ej"J and Y5 =7 / (l +e” )
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presorted components. The time series for the fit of this equation begins in
1981. The subdivision of nou-carrier-route presorted mail into autemation
and non-automation components is explained by a final logit. This last
equation is the only one in the set whose fit must be made using a short time
gseries beginning in 1996.

3. DETERMINANTS OF THE DEMAND FOR MAIL
AND POSTAL SERVICES

Except for the exponential path variables, the model relies on standard
economic determinants of demand and on conventional forms for the
variables representing their effects.  The dependent variable for cach
equation is the natural logarithm of either volume per household, the volume
ratio for two rate categories {a logit), or, revenue per piece in constant
dellars. All of the explanatory variables, except for dunwmies, trends and
exponential path variables, appear in the equations as natural logarithms.
This includes the variables relating the dependent variables to levels of
economic activity, indexes of U.S postal rates, prices of competitive
services, and other measures of market conditions. The equations are lincar
in the transformed variables with additive disturbances.

The determinants of postal demand and the ways they are represented in
the equations are as follows,

Demographics — Mail is the sum of messages and packages exchanged
over the postal network by individuals, households, busincsses, nonprofit
organizations and government agencies. Volumes should be roughly
proportional to the number of participants. However, the number of postal
customers i1s not known and must be represented indirectly by a
demographic measure. The overwhelming bulk of postal transactions
involve a household at either the sending or the receiving end. Therefore,
the equations use RPW volumes converted o calendar quarters and divided
by the number of domestic households from the Census (2003). Income and
other activity variables found in the equations as regressors are expressed as
flows per quarter per household. The equation for Classroom mail also
includes the school age (5 to 21 years of age) population per household as an
explanatory variable.

Long Term Trends — Gradually encroaching indirect competition forms
the background economic environment for most non-competitive subclasses.
“Gradually encroaching indirect competition™ is a term that describes the
effect of the telegraph, telephone, newspapers, radio, tclevision, messenger
services, time-shared computers, faxes, e-mails, the Internet and cell phones.
In fact the termn applies to any alternative method for communicating
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messages between the same points served by the postal network. In the case
of competitive services, the effects that predominate in the long run are the
entry and growth of successful direct competitors such as United Parcel
Service and Federal Express. All but four of the equations include a linear
trend beginning with the quarter corresponding to the first observation in the
time series to which they are fit. The four exceptions are four logit
equations that must be fit to time series beginning only in 1996.

Seasonality — The volumes per househeld and revenues per piece for
most categories of mail exhibit seasonal patterns that are clearly evident
when volumes are plotted against time. The reason for the seasonality is that
some of the mail is closely linked to social customs and busincss practices
that are also scagonal (e.g., Christmas mail). All of the equations thercfore
include an intercept and dummy variables for the second, third and fourth
quarters of the calendar year. These would suffice if social customs and
business practices did not change over time. To account for changes in the
seasonal patterns, the equations also include seasonal trends obtained by
Interacting the seasonal durnmies with the linear trend.

Reclassifications, Redefinitions and Eligibility Changes — One time shifts
in the volumes and revenues in the Service’s RPW reports are occasionally
caused simply by revisions in the ways that these variables arc defined,
measured and reported. On other occasions changes in the Service’s
eligibility rules have caused sudden migrations of mail from onc category to
another that are largely involuntary. Changes of these kinds can be
represented by simple dummy variables because the changes are
instantaneously and do not occur as the result of an adaptive process.
Suitably defined simple dummy variables have been included in selected
equations for the redistribution of government mail that occurred in 1988,
for the MC935-1 reclassification that took effect in 1996, for the separate
accounting of return receipts in 1996, and for a heterogeneous collection of
subclass-specific changes in eligibility, sampling methods and RPW
reporting.

Market Conditions — Postal markets have been transformed from time to
time by the entry and exit of compctitors such as Federal Express, by the
business decisions of major customers such as Scars’ discontinuation of
catalog mailings, by the misfortunes of competitors such as strikes by United
Parcel Service’s delivery men, and by pricing anomalies such as the ones
that have sometimes made First-Class cards cheaper than comparable
Standard cards. When a change in market conditions can be related to a
specific dateable cause, the effect is represented in the equations by an
exponential path variable or by a simple dummy variable, depending upon
whether the circumstances require adaptive behavior by mailers or not. In
some other cases, for example, to represent the effect of the maximum
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weight for a First-Class letter on Priority mail, a tracking variable has been
inserted in the equations.

Economic Activity — USPS surveys of the composition of the mail stream
have always shown that the mail is primarily business-driven. The volumes
in meost categories are derived demands that arise from the broad range of
other production, distribution and marketing activities taking place in the
economy. This argues that the demand for postal services is related to
economic activity in a way that is best represented by broad aggregate
measures of income and product. The measure of general economic activity
that is used in all-but-one of the equations is the constant dollar Gross
Domestic Product (GDP) per household. The series that is unsed is the
chained GDP in year 2000 dollars (U. S. Dep’t. of Commerce 2004).

Special Services — Special service transactions are complementary
services to First-Class letters, Priority mail or Parcels. These
complementary relationships are represented in the model by the inclusion of
First-Class letters, Priority mail and Parcel Post picces per household in the
equations for their complementary special services.’

Worksharing and Other Product Innovations —The effects of these
innovations are represented in the equations by exponential path variables as
described earlier. Typically, several such variables appear in an cquation,
one for cach major product innovation that has occurred since the start of the
time series used to fit the equation.  Variables are not included for
innovations that predate the time series.

9/11-Anthrax Attack — A reverse exponential path variable for the effect
of the 9/11-Anthrax attack is included in every equation. All of these paths
are assumed to begin on 9/11/2001 and to converge over time to zero, 1.e., it
is assumed that the effects of the 9/11-Anthrax attack are disappearing
without leaving any permanent changes in volumes per household or
revenues per piece. It is also assumed that the rates of adaptation for the
reverse cxponential path variables of the attack are the same as the rates for
the exponential paths representing the effects of product innovations.

Postal Rates and the Rates of Substitutes — The demand functions for
menopoly services like First-Class Ictters can be expected to be fairly price-
inelastic because of the absence of direct competition and because postage is
rarely large in proportion to a person or business’s total outlay. Services
with direct competition like Priority mail should tend to have more price-
elastic demands since mailers have the option of switching to a similar
service offered by a postal competitor when USPS raises its rates. The rates

7 The equations for Special Services were [it last using the predicted values for First-Class

volume per household etc. This procedure avoids an errors-in-variables bias that would
arisc from using the scrics for First-Class lctters cte. as regressors without the errors
removed.
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enter the demand equations in the deflated form of fixed-weight indexes
divided by the implicit deflator for the GDP, The fixed weights for the
indexes are derived from postal billing determinants for either GFY 1997 or
GFY 2000". Billing determinants were not available for International mail,
Mailgrams or Special Delivery. For these subclasses rates were represented
by revenue per piece divided by the GDP deflator. No rates appear in the
equations for Penalty mail or Free-for-the-Blind mail. All of the rates found
in the equations are unlagged. If the expectations of postal customers are
rational, there should be no lags in the responses of demand to changes in
any of the rates.

Auto Regressive Disturbances — The sources of errors in quarterly
observations of volumes per househeold and revenues per piece are diverse
and may include causes that persist [or more than a quarter or tend to recur
seasonally for several years. The model copes with these possibilities by
treating the disturbances as auto regressive. Specifically, the current
disturbance for each equation is assumed to be a linear function of the
disturbances for each of the preceding four quarters plus a serially
uncorrelated error. This is known as an AR-4 process.

Estimation procedures for the AR-4 process and for the rates of
adaptation used te derive the exponential path variables are described in
Appendix A.

6. OVERALL RESULTS

The selected equations for First-Class letters shown in Appendix B are
generally characteristic of the equations that have been fit for all subclasses
and rate categories. This similarity exists because the individual equations
were derived by adapting a single prototype with as few alterations as
necessary. All of the equations for First-Class letters are fit to the same
basic set of regressors, so the equations are structurally similar except for the
dependent variable. The regressors for the revenue-per-piece equations
exactly match the regressors found in the corresponding volume-per-
household equations. The reason for this mirroring is that the matched
equations are just different manifestations of the same economic behavior.

The estimates in Appendix B, and the corresponding estimates for the
other 63 fitted equations, tell us generally that the econometric model

"% Most of the fixed-weight indexes used to fit the model were derived by modifying and
consolidating USPS worksheets submitied to the PRC for the R2001-1 rate proceeding. In
several instances the worksheets provided a choice of 1997 or 2000 billing determinants
for computing the indexes. The 1997 billing determinants were usually selected. The
fixed-weight indexcs were calculated as averages for the calendar quarters.
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successtully explains the data to which it has been fit. This is apparent from
the high adjusted R-squares, the high proportion of statistically significant
estimates among the coefficients, and the fact that the coefficients almost
always have estimated values that conform to expectations. So the estimates
demonstrate that a fairly conventional model of the demand behavior of
postal customers can be made to succeed statistically.

Next in importance, the estimates reveal that revenues per piece respond
to the same behavioral determinants as velumes per household, Many of the
variables in the revenue equations have estimated coefficients that differ
from zero at high levels of confidence. Tt turns out that revenues per piece
have all of the same general behavioral characteristics as volumes. They
have seasonal patterns and trends; they are affected by reclassifications,
market conditions and the level of economic activity; they have adapted over
time to worksharing and other innovations; they were changed by the 9/11-
Anthrax attack and are recovering; and, finally, they are almost always less
than unit-elastic with respeet o postal rates.

The non-zero cocfficients for the AR-4 processes show why it is difficult
to accurately forecast postal velumes and revenues using an econometric
model. The autoregressive process is usually an important part of the
mechanism thatl explains the time series in each equation. But this part of
the mechanism must be partially omitted when making forecasts more than
one quarter beyond the end of the sample period; and must be completely
omitted when making forecasts more than four quarters out. These
omissions leave forecasts with errors that are typically larger in magnitude
than the high adjusted R-squares of the fitted equations would indicate.

Table 1. Long Run Trends and Income Growth

Wolume per Household Fevenue per Plece Revenue per Houschold

d.f. Ratcof Chg,  i=value  Ratcof Chg  t-value  RatcolChg,  t-valug

First-Class Letters 106 -1.58% -3.84 0.57% 2.41 -1.01% -2.02
First-Class Cards 105 -1.88% -2.95 (3.98% 4.90 0.91% -1.35
Perindicals 108 -1.87% -3.87 -061% -0.81 -2 48% =277
Srandard Regular 166 0.55% 2.12 {.60% 1.72 1.15% 2.65
Standard Nonprofit 106 3.42% 7.02 2.14% 500 5.57% 10.01
Parcel Post 105 -14.00% -13.75 2.044% 3.406 -11.96% -10.77
Bound Printed Matter 109 -2.56% -1.%4 0.07% .13 -2.50% =137
Priority Mail 108 2.05% 5.27 -0.14% -1.52 1.92% 4.80
Certified Mail 11 2.58% 3.08 2.20% 3.20 4.7T8%: 4.87
International Mail 115 0.25% 1.21 0.25% 1.21

Table ! was derived from the estimates to show how volumes and
revenues tend to change over the long run when they are affected only by the
linear trends and the long run growth in GDP per houschold of about 1.51
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percent per year." The t-values in Tabie | indicate that the estimates of the
long term rates of change in volume per houschold, revenue per piece and
revenue per household are mostly significant, many at very high levels,

The long run rates of change in volume per household for all First-Class
letters and cards, Periodicals, Parcel Post and Bound Printed Matter are
negative. Most of these negative long-term trends can be explained as the
effect of gradually encroaching indirect competition. In the case of Parcel
Post the competition from United Parcel Service is direct and its cffect has
not been particularly gradual. Altogether, the subclasses with negative long
term rates of growth account for slightly more than half the mail and a
considerably larger proportion of USPS’ revenue,

The long-term trends for revenues per piece are mostly upward as mailers
gradually change the characteristics of the mail to increase the weight and
size of the average piece, send the average parcel over a greater distance,
perform less worksharing on the average bulk piece, and opt in other ways to
select a more expensive average mix of basic services, The long-term trends
in volume per household and revenue per picce combine to produce the
long-term ratcs of change in revenue per household shown in the right-hand
columns of Table 1.

The long-term trends in Table 1 are mostly gradual and are not apparent
in time plots of the data for most subclasses of mail and scrvices. They are
obscured by the effects of the large-scale introduction of worksharing
discounts and other innovations beginning in 1976. Table 2 shows that the
cumulative cffects of the innovations on volume per household and revenue
per piece for the affected subclasses were enormous. The columns labeled
“Sum of Effects” in Table 2 are the sums of the estimated cocfficients
expressed as percentages for the exponential path variables for the
innovations affecting the subclass. Most of the sums are significantly
different from zero as seen from their high t-values. These sums constitute
the total displacements of equilibrium volumes per household and revenues
per piece driving adaptive processes in the equations of the demand model.
Even with slow rates of adaptation, these displacements are so large that the
changes in volumes and revenues they caused dwarfed the long-termn trends
for many years after the innovations occurred.

""" The rates of change for volume per household and revenuc per picce in Table 1 are equal
to the equation coefficient for linear irend plus the coefficient for GDP per household
titnes its annual growth rate {see Appendix A). The percentage for revenue per household
is the sum of the percentages for volume per household and revenue per piece. The two
coefficient estimates are assumed 10 be uncorrclated.
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Table 2. Worksharing and Other Innovations

Volume per Household Revenue per Piece  Revenue per Househule

d.f. Sum of Ettects t-value Sumof Effects t-value Sum of Bffects t-value
First-Class Letters 106 70.80% 5.80 -160.73% -2.35 54.06% 3.83
First-Class Cards 105 52.32% 217 -43.24% -5.79 9.07% 0.36
Periodicals 16 13.60% 1.21 35.87% 1.93 49 48% 228
Sandard Regular 106 94.11% 11.78 -20.21% -1.97 73.89% 5.68
Standard Nonprofil 106 -30.50% -3.26 -3531% -3.63 -83.81% -4, 70
Parcel Post 1035 469.62% 13.54 -96.06% -3.80 373.56% 8.70
Bound Printed Matter 109 304.12% 4,14 -52.63% -85 251.48% 3.16
Priority Mail 108 4527% 513 -3.70% -1.92 41.57% 4.61
Certified Mail 1Ll -33.27% -2.21 -18.50% -1.14 -51.76% -2.40
Return Receipts 17 187.25% 4.58 S145.39%, -5.30 41.86% .85

The estimates of the long-term trend and the effects of innovations may
explain a puzzle concerning the recent slowdown of growth in the volume of
First-Class letters. For many years in the late 1970s and 1980s the volumes
per household of First-Class letters grew robustly vear after vear. But during
the 1990°s this growth slowed down. By the vear 2000 it had stopped
altogether and has since been replaced by a decline. The ad hoc¢ explanation
most often advanced for this reversal is that e-mail and electronic bill
payment over the Internet are displacing lstters as the preferred method for
written communications and payment by many households. There is nothing
actually wrong with this hypothesis; however, the estimates place these
effects within a broader context. The model does not distinguish between
the effects of the growth of the I[nternet and the effects of any of the other
developing communication technologies that have encroached on the market
for First-Class letters since 1971. All of these effects are merged by the
model inte a single linear trend. The estimates indicate that the annual rate
of change in Firsi-Class letters per houschold is simply reverting to its long-
term trend as the adaptive processes caused by product innovations run their
course.

An examination of the coefficients in Appendix B for the wvarious
innovations that have affected First-Class letters reveals a pattern that is alsc
characteristic of other subclasses. The Service’s innovations have tended to
be successively less effective. The original introduction of 3/5-digit presort
discounts in 1976 initiated an adaptive process that grew toward a 17.1
percent increase in volume per household. Discounts for carrier-route
presorting in 1981 caused an increase of 19.9 percent and discounts for
Zip+4 addressing added 17.1 percent in 1983, More recently, discounts for
5-digit prebarcoding raised equilibrium volumes per household by 3.4
percent in 1988; discounts for 3-digit prebarcoding raised volumes 9.4
percent in 1991; automation discounts raised volumes 3.9 percent in 1996.

The estimate of the rate of adaptation for First-Class letters is 19.86
percent per year so the Service’s innovations stimulated growth in letter
volumes for many years. However, the percentage increases causced by the
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innovations decreased over time while the long-term trend did not.
Sometime during the year 2000 the tortoise finally caught the hare.

Although the Service’s innovations have usually increased volumes per
household, they have simultaneously depressed revenues per piece. This is
hardly surprising since most of the innovations involve discounts for various
forms of worksharing. Most large mailers can be expected to eventually use
the opportunity provided by the discounts to do all of the worksharing for
which they have a cost advantage. As they take more of the offered
discounts, revenues per picce decline. However, this 1s not the only way that
worksharing can affect revenues per piece. Worksharing discounts can also
encourage mailers to increase the weight and the size of their pieces thus
driving up revenue per piece. This is apparently what happened with
publishers of Periodicals who cannot readily change the numbers of their
subscribers but can easily change the size and weight of their publications.

To economists the meost important behavioral characteristic of postal
demand functions is the elasticity of volumes per household with respect to
postal rates. The sums of the elasticities for all postal rates appearing in the
demand equations are shown in Table 3. These values are the clasticities for
simultaneous proportional changes in all postal rates. This is the way that
real rates change between rate proceedings as the result of movements in the
general level of prices. It also approximates the changes in the nominal rates
recommended by the PRC at the conclusion of general rate proceedings.
Typically, the PRC alters rclative rates only gradually over several
consceutive proceedings.

Table 3. Postal Rate Elasticities

Yolune per Houschald Revenue per Picce Revenue per Househnld

d.f Elasticity t-value Elasticity t-value Elasticity t-value
First-Class Letters 106 -12.87% -4.40 98.12% -(.91 83.25% 2377
Tirst-Class Cards 105 -48.23% -4.33 9T 4T -hE] 49.24%, 4.20
Periodicals 106 -9.63% -1.95 74.76% -3.94 65.12% 8.05
Seandard Regular 108 -29.95% -5.97 70.24% -3.39 45.20%, 6,93
Standard Nenprofit 106 -13.23% -2.55 74BN -7.01 Gl 0.77
Parcel Post 105 -67.00% -5.62 78.23% =272 11.23% 0.78
Bound Printed Matter 109 -2.01% -0.0% 76.14% 263 T4.04% 3.21
Prionity Mail 108 -63.51% -5.33 95.22% -1.57 7% 2.58
Certified Mail i -958% -1.39 RS 8% -2.69 T6.10% 876
Money Orders 113 -43.60M -9.88 Q0.44%, -1.91 46.84% .02

The demand elasticities with respect to postal rates of the non-
competitive subclasses of mail are all quite small. The non-competitive
subclasses of mail and special services in Table 3 are First-Class letters and
cards, Periodicals, Standard Regular, Standard Nonprofit, Bound Printed
Matter and Certified mail. All of the other subclasses have fairly direct
competitors and tend to be more rate-elastic,.  However, none of the rate
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elasticities are less than minus 100 percent. Therefore, even the demand
functions for the comipetitive services are somewhat rate-inelastic.

The t-values for revenuc per piece are calculated for tests of the null
hypothesis that the elasticity with respect to rates is 100 percent. These t-
values allow us to test the assumption that revenues per picee are unit-elastic
with respect to changes in postal rates as measured by changes in fixed-
weight rate indexes computed from billing determinants. ‘Table 3 shows that
this assumption is simply wrong,

Revenues per piece are less than unit-clastic with respect to rates in every
category. The t-values show that many of the clasticities are less than 100
percent at very high levels of significance, This result is exactly what would
be predicted for mailers who re-optimize in response to changes in a
complex tariff. These less-than-unit elasticities may be partly responsible
for the Commission’s tendency to over-estimate postal revenues when
recommending higher rates.

The elasticities in the last column of Table 3 are the percentage increases
in revenue per piece by subcelass that would result from a 100 percent
increase in postal rates under current conditions. All of these elasticities,
with the exception of the elasticity for Parcel Post, are greater than zero by
margins that are statistically quite large. This means that USPS presently
has the power to raise revenues by raising rates in every postal market with
the possible exception of the market served by Parcel Post.

The last columns of Table 3 also help to inform the current debate on
whether the USPS could fall into a death spiral because of decreasing
business demand and electronic substitutes. A death spiral for a subclass can
happen only when the elasticity of revenue with respect to postal rates is
below zero; a death spiral for USPS as an enterprise can occur only when all
of these elasticities are negative. Even then, the drop in postal revenues has
to exceed the cost saving from lower volumes in order to create a situation in
which higher rates produce a self-defeating drop in revenue net of costs.
The estimated rate elasticities of postal revenues per household, with the
possible exception of Parcel Post, come nowhere near meeting this
condition. Of course, these elasticities are local measures and they could
increase significantly as volumes fall out of the ranges circumscribed by the
sample, so the information provided here, while assuring, does not entirely
preclude a death spiral from emerging in the future.

The coefficient estimates for the reverse exponential path variables are
direct estimates of the instantaneous effects of the 9/11-Anthrax attack.
These estimates are collected and shown as percentages in Table 4 along
with their t-values. Both volume per household and revenue per piece for
most categories of mail were adversely affected by the attack. Reports of
postal volumes during the weeks following the 9/11-Anthrax attack showed
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that postal customers had reacted measurably to the sudden realization that
mail delivery was not as prompt, reliable or safe as had been previously
believed.” [n effect, mailers responded as might be expected to a
degradation in service quality by reducing the levels of demand for most
postal services. The estimates in Table 4 confirm these initial observations.

Table 4. Instantaneous Effects of the 9/11- Anthrax Attack

Yolume per Houschold Bevenue per Piece Revenue per Household

d.f, Pot, Change  Eyalwe  Pet Change  t-value  Pet Chunpe  Lvalue
First-Class [.otiers 11 <2059 -1.92 -1.62% -2.23 -3.67% -2.85
First-Class Cards 105 4.08% 1.41 0.95% 1.09 303% 1.a7
Periodicals 106 -2.20% -477 -1.a% .53 -3.89% -0.31
Handard Regular 1 -5.45% -2.92 -0.57% -2.29 -6.07% -2.21
Standard Nonprofit 106 -7.61% =226 -3.22% -1.14 -10.83% -2.46
Parcel Post 105 -7.88% -1.32 245% 061 -5 449, -0.76
Bound Printed Matter 109 -11.43% -0.62 -4.15% -0.48 -15.62% -0.76
Pricrity Mail 108 -20.69% -4,22 1.55% 1.27 -19,14% -3.79
Express Mail gl -12.29% -2.85 -4.42% -2.01 -16.71% -3.45
Certified Mail 1 11.86% 1.54 11.86% 1.54
International Mail 113 12 1T -2.61 -12.17% -2.61

Table 5 displays the maximum likelihood estimates of the rates of
adaptation and confidence intervals for them obfained by reversing the
arithmetic of a Wald test (see Appendix A). Most of the estimated rates of
adaptation are low; the weighted average for all mail and services is only
21.81 percent per year. Most mailers, it secms, are slow learners. However,
the confidence intervals bracketing the rates of adaptation are fairly wide.
So this finding should be regarded with some caution.

Table 5. Rates of Adaptation
99% Conldenee Limits  95% Conflidenee Timits 90% Confidence Limin

ML Rate Upper Lower Upper Lower Uppar Lower
First-Class Letlers 19.86% 31.56% B.16% 26.20% 10.52% 28.03% 11.69%
First-Class Cards 11.15% 22.90% -0.60% 20.53% 1.77% 19.36% 2.95%
Periodicals 60.94%, B6.20% 315.69% 8L.10% 43, 78% T8I 4331%
Srandard Regular 21.08% 34.91% 7.26% I22% 10.05% 30 74% 11.43%
Standard Nonprofit  17.33% 34.37% (0.28% 30.93% 372% 29.23% 5.43%
Parcel Services 13.91% 18.51% 9.32% 17.58% 102595 17.12% 10.71%

Priority, Express,.. 48.78% 62.54% 35.02% 37T 37.80% 5830  39.18%

Weighted Average  21.81%

12 Postal data systems continuously sample mail velumes. These reports are used (o estimate
volumes for postal accounting periods that are lour weeks long. The reports for the
accounling periods immediately before and after the 9/11-Anthrax attack showed a distinet
drop in the volumes of most categories of mail and speeial services,
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7. THE EFFECTS OF POSTAL PRODUCT
INNOVATIONS

The historical effects of postal preduct innovations were gauged by
comparing two sets of back-casts made with the fitted equations. The
method is illustrated for First-Class letters volume per household in Figure 1.
The first of the two back-casts is made with the same historical data used to
fit the equations. This back-cast is just a reconstruction of the data but
without the AR-4 process. In Figure | we can see that this back-cast tracks
the actual First-Class letters volume per household fairly closely.

Flgure 1. Firsl-Class Loaltars Yoiume per Household
Projocted Volumees with and witheut Sarvics Inovatlona by Calendar Quarter
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The second back-cast is alse made with the historical data but with the
exponential path variables for postal product innovations omitted and with
undiscounted postal rates. If USPS had not undertaken an upstream
liberalization of its service offerings beginning in the mid-1970s, postal rates
would have been higher because most of the innovations crcated discounts
for worksharing. The single-piece First-Class letters rate was used to
approximate the average rate without the worksharing.

The contribution to volume per household by the product innovations is
the difference between the first and second back-casts. This contribution
begins in 1976 with the introduction of 3/5-digit presorting, accelerates with
the introduction of carrier-route presorting and zip+4 addressing in the early
1980s, decelerates when later innovations prove less effective, and shares the
long-run downward trend beginning around 2000 as the adaptive processes
flatten out,
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Revenues per piece were back-cast in the same way as volumes per
household. Since 1976 this serics has shown no overall tendency to increase
or decrease. The sudden increases precipitated by rate decisions every 3 to 4
years have just about matched the intervening crosion caused by the rising
general level of prices.  However, this picture of rate stability is somewhat
misleading. When revenue per piece is back-cast without the effects due to
product innovations the result is a path that has slowly but unmistakably
increased since 1976. Therefore, actual First-Class letter revenues per piece
have not increased since 1976 largely because postal customers have
lowered their average rates by taking the discounts offered by USPS for
worksharing.

Although First-Class letter volumes per household have increased since
1976, postal revenues per piece have been reduced by innovations over the
same period of time. The product of the back-casts of volume per household
and revenue per piece is a back-cast of revenue per houschold. It is the
volume effects that mostly dominate this combination. USPS product
innovations acted to increase postal revenues per household from 1976 up
until about 1996. Since then the inmovations contribution has remained
essentially flat.

The effects of product innovations on all classes and subclasses of mail
are summarized in Table 6. The back-casts of volumes per household and
revenues per piece used to construct Table 6 were made as they were for
First-Class letters. The undiscounted rates used for First-Class letters and
cards are the Single-Piece rates; the rates for Periodicals exclude discounts
for drop shipping and presortation, the rates for Standard Regular and
Standard Nonprofit buik mail are the raies for the minimum required level of
presorting; and, the rates for Parcels are the non-discounted rates for
ordinary Parcel Service.

Table 6. Volume and Revenue Elfects of fnnovations with Undiscounted Rates
Effiel from Start Date Pereent Ditference  Asymptotic Difterence

Start Date Yolume  Revenue Volume  Revenue Volume  Revenue
First-Clags Letters 07/01/1976 TETITE B181.43% 36.2T%  23.62%  51.63%  37.53%
Firal-Class Cards 070111976 37,905 $3,564 34.20% 16.04%  42.47% 831%
Perigdicals 41011978 34,212 $5,602 13.20% P8 10% 13.29%  28.98%

Standard Regular AN 879 T893 SB4,035 53.81% 36.21%  66.60%  45.58%
Standard Nonprofit  O1AH/197% (35,900) {S16,832) -1130% -50.79%  -67.33% -121.18%

Parce] Services G1LA/1981 10,770 816,450  57.66%  48.10%  O9.88%W  66.25%
Priority, Express,. O0701/1975 TI75 0 342,315 4054%  46.24%  3028%  37.54%
Special Services 10/01/1996 3,186 $i,962  45.29% 22.27%  SR19% 14.12%

Total 1,547,314 321,635 37.00%  26.05% 4623%  27.07%

Volumes and revenues per household were multiplied by projections of
the number of households {(Census, 1996 and 2004) and aggregated from the
date of the first important innovation shown as the “start date”. Volumes are
in millions of pieces; revenues are in millions of constant dollars. Current
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dollar values are converted to constant (2000} dollars using the implicit
deflator for the chained GDP. The percent differences are the effects
expressed as percentages of total volumes and revenues projected from the
start date with the innovations at undiscounted rates. For example, the
percent difference for First-Class letters volume (36.27%) is the ratio of the
difference between accumulated volumes since 7/1/1976 back-cast with and
without the innovations divided by the back-cast of accumulated volumes
with the innovations.

The asymptotic differences are the percentage differences corresponding
o the new equilibrium levels of volume per household and revenue per
piece. These are the percentage differences that the innovations will cause
when the adaptive processes have run their course. They are the limiting
changes that the combined exponential paths approach over time. For
example, 51.63 percent of First-Class letters volume and 37.53 percent of
revenue will eventually be attributable to the product innovations affecting
this subclass since 1976.

Most of the asymptotic percent differences are larger in magnitude than
their corresponding historical percent differences. This occurs, first, because
most of the innovations had a peositive effect on volume, and sccond, because
the effects grow along the time path described by the exponential path
variables toward their asymptotic limits. Typically, the rates of adaptation
are not very high so it takes several years for an innovation’s effects to fully
develop.

The percent differences and the asymptotic percent differences mostly
conform to expected patterns. The innovations have produced increases in
volumes in every subclass except Standard Nonprofit bulk mail.” They have
also produced increascs in revenuces, which are proportionately smaller in
most of the subclasses.

However, Periodicals mailers have responded somewhat differently.
Periodicals volumes have increased very little as a result of the many
discounts for presorling and drop shipping that have been offered to them.
[nstead, these mailers have taken advantage of the discounts to increase the
average weight of their pieces. Therefore, the response to innovations in this
class has been a large increase in revenue per piece accompanied by a nch
smaller percentage increase in volume.

'3 An explanation for this exception to the general pattern may be found in the timing of the
innovations. All of the innovations for Standard Nonprofit bulk mail were made at times
that corresponded to almost identical inmovations in Standard Regular bulk mail and, in
some cases, First-Class letters. Standard Nonprofit bulk mailings tend 1o be much smaller
than mailings in these other subclasses so the combined effect of the innovalions may have
begen to shift mail out of Standard Nonprofit bulk and into First-Class lctters or Standard
Regular bulk where it could be combined with other mail to qualify for discounts,
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The last line of Table 6 provides the best estimates from the econometric
model of the historic and long-run impacts of worksharing and other product
innovations on aggregate postal volumes and revenues, From the start datcs
1o the end of 2003, postal volumes increased by 37.00 percent as the result of
worksharing and other product innovations. Revenues were enhanced by
26.05 percent despite the fact that the worksharing was necessarily
accompanied by discounts and that revenues per piece tended to drop in
response to the innovations. The asymptotic percent differences describing
the long-run impact on volumes and revenues are 46.23 percent for volume
and 27.07 percent for revenue.

8. CONCLUSIONS

The results presented in this paper bear on several questions that
currently confront the international and the U. S. postal communities. For the
international community, perhaps the most compelling of these questions is:
what effect will liberalization have on the financial viability of the national
postal services of the European Union? The results provide a partial answer.
Upstream liberalizations of access 1o postal markets, of the kind increasingly
allowed by USPS with worksharing discounts since 1975, are more likely to
strengthen rather than weaken the financial position of a national postal
service. The U. S. experience, repeated in all but one subclass, is that
discounts for worksharing and other product innovations add substantially to
both volumes and revenues. Revenues net of costs were also increased
because the discounts were generally set equal to or below USPS’ avoided
COSIS per piece.

For the U. 5. postal community the most compelling question may be:
why have the rapid rates of growth in volume and revenue experienced in
the 1980s and early 1990s slowed down? The short answer provided by the
model is that USPS stopped innovating. The econometric results show that
the historical growth pattern can be attributed almost entirely to the product
innovations that USPS made starting about 1976. The early innovations
were typically the most effective at stimulating postal demand. As their
effects attenuated, the Service maintained the momentum for a while with
more, but less effective, innovations. Eventually, during the 1990s, the
adaptive processes for these additional innovations also largely ran their
course, The last major product innovations by USPS were discounts
introduced in 1996 for automation-related worksharing. These last
innovations did little to stimulate additional demand in any of the larger
subclasses, with the result that the long-run trends in postal demands are
now reemerging as the predominant cause of the rates of growth of volumes
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and revenues. For many subclasses of mail and services the long-term trend
of volume and revenue per household is downward.

For USPS the most compelling question may be whether to accept a
long-run decline in the demand for many of its services, or try to restart the
engine that once propelled volumes and revenues upward. Now that the
econometrics has revealed how that engine worked, it is clear what USPS
can do to restart it. USPS can continue to unbundle its remaining composite
service offerings with respect to collection, processing and transportation -
but not with respect to delivery. In addition, USPS can aggressively make
other product innovations in the form of new or improved service offerings —
again making delivery a part of every offering. USPS should alse consider
the possibilities for increasing the rather slow rates of adaptation that have
been found to govern these processes. It may be advantageous for USPS to
raise these rates by marketing new product offerings more intensively than
has been its custom in the past.

APPENDIX A: NOTES ON THE ECONOMETRICS

There are two aspects of the model requiring special treatment in the
econometrics. These are, first, the AR-4 processes for the disturbances, and,
seccond, the rates of adaptation which enter the equations in a non-linear
form. A non-iterative variant of the Cochranc-Orcutt procedure is used to
deal with the auto-regressive disturbances while the rates of adaptation are
held fixed." This procedure is then performed iteratively to find the rates of
adaptation that maximize the likelihood functions for the volumes equations
taken in sets. The sets correspond to those equations with exponential path
variables parameterized by the same rate of adaptation, for example, the four
volume equations for First-Class letters.

The Cochrane-Orcutt procedure is more efficient than a direct least
squares fit when the disturbances are generated by an auto-regressive
process. First, an equation of the model is fit by least squares. The residuals
frem this preliminary fit are used to estimate the parameters of the AR-4
process by fitting a second linear equation, without an intercept, relating the
residuals to their lagged values for the past four quarters, The coefficients
from this second fit are used to perform an AR-4 transform on all of the
variables (including a variable for the intercept) appearing in the equation.
The equation is then refit by least squares to the transformed sample without
the first four observations in the time series.

¥ The Cochrane-Orcutt procedure can be found described for an AR-1 process in almost any
standard modern text, for instance, Maddala {1977, 277-84). The extension for an AR-4
process is straightforward.
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A rate of adaptation is estimated by maximizing a likelihood function
formed from the AR-4 transformed disturbances for the set of volume
equations (including the logit equations) that use the rate to determine the
values of exponential path variables in the equations, To construct the
likelihood function it is assumed that the transformed disturbances are all
independently and normally distributed crrors. The errors from individual
equations are serially independent if the AR-4 transform succeeds in
removing all of the serial correlation caused by auto regressive processes in
the disturbances. However, the form of the likelihood function also depends
upon the transformed disturbances being uncorrelated across the equations.
This condition is approximately met by the residuals from the equations for
volumes per household but not by the residuals from the rcvenue per piece
equations.

The likeliiwod function is maximized by minimizing the scated sum of
the squared residuals from the last step of the Cochrane-Orcutt procedure.
The scaling is necessary if there is more than one equation in the set because
the disturbances for the several equations can be expected to have different
variances. The scaling is performed using prior approximate estimates of the
variances of the equation errors so the scaled sum is a sum of squares of
standardized residuals. In effect, the likelihood function is maximized over
a parameter set that includes the rate of adaptation, all of the coefficients of
the linear equations and (approximately) the coefficients of the AR-4
processes for the equation. However, the elements of the variance-
covariance matrix of the disturbances are not part of the maximizing
parameter set. Instead these elements are assigned predetermined values if
they are on the diagonal and are assumed to be zero otherwise.

All of the parameters except the rate of adapiation arc estimated within
the Cochrane-Oreutt procedure, This allowed the procedure to be operated
as a sub-optimization for each volume equation of a class or subclass, These
sub-optimizations were embedded within a simple search process that
converged iteratively on the value of the rate of adaptation that minimized
the weighted sum of squares. The parameter estimates for the model are
taken from the final least squares fits of the Cochrane-Orcutt procedure
using the minimizing rate of adaptation. The coefficients for the
autoregressive disturbances are also taken from the final iteration of the
Cochrane-Orcutt procedure.

Confidence intervals for the estimates of the rates of adaptation were
derived by reversing the arithmetic for a Wald test.”” The second derivative
of the logged likelihood function, which summarizes the information on the
rate of adaptation contained in the sample, is used to construct a test statistic

'* A cicar and concise trcatment of the subject of the Maximum Likelihood approach to
nonlinearities in regression equations and the Wald test is Maddala (1977,176-81).
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having asymptotically a ;{2 distribution with one degree of freedom. The test

has the practical advantage that it only depends on the properties of the
likelihood function at its maximum. To apply the Wald test a parabolic fit of
the logged likelihood function was computed numerically in the vicinity of
the final estimate of the rate of adaptation. The maximum likelihood
estimate of the rale occurs at the peak of the parabola. The confidence
intervals are found by inserting the second derivative of the parabola in the
statistic for the Wald test and solving for the rates of adaptation

corresponding to the critical values of ;(2 . Confidence infervals computed in

this way are symmetric about the maximum likelihood estimate.

Shown at the bottom of the table in Appendix B are the rate of adaptation
for all of the First-Class letters equations, confidence intervals for 94, 95 and
9% percent Wald tests, and the coefficients of the AR-4 process for each
equation.

The estimates also include t-values computed from the final variance-
covariance matrices [or three combinations of the coefficients. The first
combination is the sum of the coefficient of the lincar trend plus 0.0151
times the coefficient of GDP per household. GDP per houschold has
increased at an average annual rate of 1.51 percent since 1971, so this sum
describes the long-term trend of the dependent variable for each of the
equations.

The second sum is the sum of the coefficients for the exponential path
variables associated with postal innovations. This sum is an estimate of the
asymptotic limit of the combined effect of the adaptive processes
represented by the exponential path variables included in gach equation. The
t-value for the sum may be used to test the statistical significance of the
combined effects of the innovations on volume per household, worksharing
volume ratios and revenue per piece.

The third sum is the sum of the coefficients for all of the postal rates in
the equation. In the volumes equations this sum shows the combined effect
on volume-per-household of changing postal rates in the same proportion.
The t-values for the volumes equations are computed in the usual way for
tests of the null hypothesis that the suwm of the rate elasticities is equal to
zero (Ho: f#=0). The t-statistics for the revenue per piece equations are
computed for tests of the null hypothesis that the sum of the elasticities is
equal to one (Ho: #=1).



240 Chapter 11

APPENDIX B: SELECTED FIRST-CLASS LETTER
YOLUME AND REVENUE EQUATIONS

Bekoted First-Chass Letters Volome and Hevonue Equations
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Chapter 12

ETOEs-—Arbitrageurs or Vehicles of Change in Postal
Liberalization?"

Joy M. Leong, Daniel Bahar, and Dimosthenis Papakrivopoulos
Sidley Austin Brown & Wood LLP

1. INTRODUCTION

Extraterritorial Offices of Exchange (ETQESs) have proliferated recently,
partly in response to arbitrage opportunities arising from the terminal dues
system of the Universal Postal Union (UPU), which discriminates between
mai! sent by ICs and mail sent by DCs. At its 2004 Congress in Bucharest,
the UPU will determine whether to placc restrictions on ETOEs. This paper
argues that the UPU should not seek to inhibit ETOEs, ETOEs are mercly a
gymptom of an economically inefficient and outdated terminal dues
structure. Rather than seeking to restrain ETOEs, the UPU should focus on
reform of the underlying non-cost-based, discriminatory tlerminal dues
system that has given rise to arbitrage. Efforts to restrict ETOEs may also
contravene trade rules and may in fact be counterproductive in the long run.

Indeed, the growth of ETOESs reflects the building pressure toward global
postal competition. ETOEs can serve as helpful vehicles for change in a
liberalized postal environment. The liberalized postal market in Europe
provides a model of a more cost-based terminal dues system, where ETOEs
are flourishing. Building on the postal liberalization policies of the
European Union (EU), which allow competition in the cross-border mail
market, the Agreement for the Remuneration of Mandatory Deliveries of

The views expressed in this paper are those of the authors and not of Sidicy Austin Brown
& Wood LLP.
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Cross-Border Mails (“REIMS IT Agreement™} establishes terminal dues
based on a percentage of domestic rates. In such a regime, a postal
administration in need of mail volumes may seek to compete outside its
traditional territory for the cross-border mail (and eventnally the domestic
mail) of other countries. Through an ETOE, a postal administration can
compete in newly-opened markets, leveraging its superior postal expertise
and efficiencies to build a customer base. Thus, in a competitive
environment, ETOEs offer benefits aside from their ability to arbitrage
inefficiencies in the terminal dues structure.

This paper first examines the rise of ETOEs and describes two types of
ETOEs: ETOEs established by DCs—which can exploit the difference
between IC and DC terminal ducs ratcs—and ETOEs established by ICs,
which do not have universal service cbligations in the territories in which
they operate. Second, this paper describes the recent reactions to ETOEs at
the UPU, where due to differing economic and social welfare incentives,
Member States have hotly debated ETOEs. Third, this paper argues that, at
the Bucharest Congress, the UPU should not restrict ETOEs because such an
effort, at least with respect to IC ETOEs, may violate the General Agreement
on Trade in Services (GATS) and may in fact be unworkable, Finally, this
paper argues that UPU Member States should focus their attention on
inefficiencies in the terminal dues structure and should take steps toward
developing more cost-based tenminal dues. Postal liberalization in Burope
and the REIMS II Agreement can serve as a model for a transition to a more
competitive international postal environment. In a liberalized postal
environment, ETOEs have a role as vehicles for the entry of postal
administrations inte competitive cross-border mail markets.

2. THE ORIGIN OF ETOES

Competitive pressures in the international pestal market have led to a
proliferation of entities seeking to win cross-border mail volumes formerly
reserved to Universal Service Providers (USPs). Private operators have
begun to compete with USPs for mail volumes. Enterprising national postal
administrations have also begun to compete for foreign mail volumes by
establishing offices of exchange in the territories of other countries.

An Extraterritorial Office of Exchange or ETOE is an exchange office
established by a postal operator in the territory of another country (UPU
2001). An ETOE may compete with the USP of the host territory and with
private operators in any aspect of mail transport and delivery that is not
subject to a monopoly in the host territory. An ETOE typically competes for
outbound mail volumes that originate in its host territory and are destined for
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a third country (known as “ABC remail”) (Emerson and Alverno 2002, p.
287). An ETOE could also compete with the USP in the market for
domestic mail by collecting mail from the sender’s country and placing it
into the sender’s mail system as inbound cross-border mail (known as “ABA
remail”) (Emerson and Alverno 2002, p. 287). As of March 2004, fifteen
postal admintstrations had publicly registered approximately 112 ETOEs in
foreign territories (UPU 2004); it is believed that many more are quietly
operating without registering.

2.1 DC ETOES

The literature to date has focused on ETOEs' ability to exploit
discrimination in the current system of terminal dues {D. Campbell, Cotton,
and Power 2002, 277-84; Emerson and Alverno 2002, p. 288-9). Terminal
dues are the fees paid by one postal administration to another postal
administration to cover the delivery costs of inbound international mail
(UPU Convention, art. 47.1). Under the current system, terminal dues paid
by UPU member postal administrations vary depending on whether the
sending and receiving countries are ICs or DCs (UPU Convention, art. 47.2).
For example, terminal dues paid on lightweight cross-border letter traffic
destined for an IC are generally lower if the letters are posted trom a DC
rather than an IC (Emerson and Alverno 2002, p. 288). An incentive thus
exists to route mail originating in an IC and destined for another 1C through
a DC ETOE since mail that appears to be coming from a DC will be subject
to lower terminal dues {Emerson and Alverno 2002, p. 288-9; D. Campbell,
Cotton, and Power 2002, p. 278). Critics argue that such exploitation of the
terminal dues system undermines the Universal Service Obligation (USQ),
distorts international postal markets, and raises legal issues under
international trade rules (see, e.g., D. Campbell, Cotton, and Power 2002, p.
281-3).

2.2 IC ETOES

While discrimination in the terminal dues system suggests that DC
ETOEs have the strongest incentive to engage in arbitrage, available data
shows that the recent growth in reported ETOEs results mainly from the
establishment of ETOEs by ICs. Indeed, of the 112 ETOEs registered with
the UPU in March 2004, approximately 100 were operated by IC postal
administrations (UPU 2004). Critics argue that IC ETOEs shoutd not be
allowed to access the UPU terminal dues systemm—and thereby compete
favorably against both USPs and private operators. -
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While IC ETOEs cannot exploit discrimination within the terminal dues
system, these ETOEs can still offer rates for cross-border mail that are
significantly lower than the rates charged by USPs and private operators,
An IC ETCE can charge less than a USP because the ETOE is not subject to
the Universal Service Obligation (USQ) in the sender’s country and thus
does not include USO costs in its cross-border mail rates.! All else being
equal, as long as ETOE shipments are treated as mail under the UPU Acts,
an IC ETOE may also be able to underprice private operators, since (i} for
the outhound leg, the ETOE and the private operator will presumably have
similar costs, and (ii) for the inbound leg, the ETOE will pay terminal dues,
while the privaie operator will pay domestic rates. Terminal dues are
generally lower than domestic tariffs for lighter weight mail items (Emerson
and Alverno 2002, 289; D. Campbell, Cotton, and Power 2002, p. 281-3).

3. CONTROVERSY OVER ETOES IN THE UPU

Differing economic incentives have caused some actors in the cross-
border mail market to support ETOEs, while others strongly oppose them,
IC USPs have divergent views. Some IC USPs oppose ETOEs, except
where a USP gains more revenue as the result of its own ETOE operations
than it loses to foreign ETOEs that take away its mail volumes. Private
operators may also oppose ETOEs since, as discussed above, ETOEs can
charge less than private operators for mail sent to any destinating country
that  treats items sent by ETOEs as mail under the UPU Acts.
Notwithstanding these economic incentives to use ETOEs rather than USPs,
it should be recognized that practical reafities often place the USP at an
advantage. The mere threat of non-delivery or of delay may prevent many
senders from using an ETOE, even where the price differential would
otherwise warrant using the ETOE (J. Campbell 2002, p. 13, n.12),

The UPU Convention is silent with respect to the legality of ETOEs and
the treatment of ETOE mail as UPU mail falling under the UPU terminal
dues system (UPU 2001, p. 2). Supporters of ETOEs have argued that
Article 43 of the UPU Convention, which permits destinating
administrations to charge higher rates for certain forms of remail,
demonstrates the Convention’s “recognition of the existence of competition”
for outbound mail traffic, thus legitimizing ETOEs (Emerson and Alverno
2002, p. 293). Opponents of ETOEs have argued that Article 43 neither
contemplates nor recognizes ETOEs, since Article 43 refers only to so-called
“ABA” and “ABC” forms of remail, in which letters are “posted in a country

' It is also possible (hat the ETOE may be more efficient than the USP or may charge a

smaller profit margin than the USP (in countries where the USP recovers a profit).
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other than the country where the senders reside” (Emerson and Alverno
2002, p. 293). The quoted language, it is argued, would exclude ETOEs,
which generally compete for outbound mail traffic posted by senders within
the territory of the host country (UPU 2001, p. 3).

UPU Member States have previously acknowledged that the UPU
Convention provides no guidance on ETOEs. In 2001, the UPU Council of
Administration issued Resolution CA 17/2001, which noted that the UPU
Acts “do not at present contain provisions for settling all the questions raised
by the establishment of extraterritorial offices of exchange” (UPU 2002).
The Council “recognize[d] provisionally . . . until the entry into force of the
decisions of the next Congress . . . that administrations accepting dispatches
from extraterritorial offices of exchange may apply the provisions of the
Universal Postal Convention to such dispatches™ (UPU 2002). The Counci!
declared, however, “that nothing in this resolution can be construed as
requiring an administration to accept items from extraterritorial offices of
exchange as mail under the UPU Acts” (UPU 200)2). The Resolution thus
failed to resolve the central questions regarding the legality of (i)
establishing an ETOE or (it} treating ETOE mail as international mail under
the UPU Acts {Emerson and Alverno 2002, p. 292).

At the UPU Congress in Bucharest, UPU Members are scheduled to
consider—and, in theory, to reach agreement on—the legal status of ETOEs
under the UPU Acts. As a temporary solution, the Council of
Administration adopted a resolution proposed by Japan in Gctober 2003,
tequiring ETOEs to obtain the approval of a host government before
cstablishing operations in the host’s territory (U.S. Dept. of State 2003). It is
unclear whether this resolution applies retroactively to ETOEs already in
existence, whether it is enforceable, and what penalties would be imposed
for its violation. In February 2004, the Council of Administration postponed
until the Bucharest Congress debate on a proposal that would prevent items
sent by ETOEs from being treated as UPU mail to which UPU terminal dues
apply, except where the government of the receiving administration
specifically authorizes such treatment (U.S. Dept. of State 2004). In
Bucharest, UPU Member States will also consider alternative proposals that
would explicitly legitimize ETOEs under the UPU Convention (U.5. Dept.
of State 2004).

4. THE BUCHAREST CONGRESS SHOULD NOT
PLACE RESTRAINTS ON ETOES

As a symptom of an econcmically inefficient and unsustainable rate
structure, ETOEs should not be treated as an anathema to postal



248 Chapter 12

administrations to be stamped owt in order to preserve the monopoly status
quo. Prohibiting ETOEs will not stem the pressure toward competition in
the international postal arena caused by electronic diversion, multinational
business operations, and the liberalization of many posts. UPU Members
shoutd address the underlying economic inefficiencies head on and
encourage—not seek to stifle—new entrants and competition in the
international postal delivery market. The UPU should adopt a long-term
strategy—albeit with an acceptable transition period—to move toward an
economically efficient terminal dues structure while making social subsidies
explicit.

Basic economic policies for adopting a cost-based approach have been
examined in detail in the literature on terminal dues and are beyond the
scope of this paper. This paper identifies legal and practical reasons why the
UPU should address ETOEs in the broader context of adopting a
nondiscriminatory, cost-based rates approach rather than treating ETOESs as
an isolated problem. The following discussion will address the possible
legal challenges to restraints on ETOEs under the GATS and the practical
problems in application and enforcement that may arise from such restraints.

4.1 Possible Challenges under GATS

A national measure that restricts ETOEs from paving UPU terminal
dues—including a measure based on Article 43, which would allow UPU
Members not to deliver certain forms of remail—might be successfully
challenged under the Most-Favored Nation (MFN) obligation under GATS
Article II:1. The possibility that a country would bring a Woerld Trade
Organization (WTQ) case challenging restraints on ETOEs cannot be
ignored. The existence of a large number of IC ETOEs means that several
countries with the experience and resources necessary to aggressively pursuc
a WTO claim may also possess a strong economic incentive to do so. Strong
legal arguments appear to support such a casc, as outlined below.

Articte 11:¥ of GATS provides, in relevant part:

[Elach Member shall accord immediately and unconditionally to services
and service suppliers of any other Member treatment no less favorable
than that it accords to like services and service suppliers of any other
country.

Two elements would be required for a WTO member to establish that a
measure restricting ETOEs constitutes a violation of GATS Article II:1.
First, the challenged restriction on ETOEs must be “a measure covered by
GATS”; second, it must “accord to services or service suppliers of the
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Complainant’s origin treatment less favorable than that it accords to the like
services or services suppliers of any other country” {WTO 1997b, para.
7.344).

GATS obligations apply to all measures by WTO Members “alfecting”
trade 1n services such as postal services in the liberalized markets in which
ETOEs operate. Under Article I:2, “trade in services” is defined, inter alia,
as the “supply of a service . . . by a service supplier of one Member, through
commercial presence in the territory of any other Member.” ETOEs are
service suppliers of one Member that trade in services by establishing a
cominercial presence in the territory of another Member, While GATS does
not apply to “services supplied in the exercise of governmental anthority,”
this category includes only services that are supplied “neither on a
commercial basis, nor in competition with cne or more service suppliers”
(GATS, art. I:3). It would be difficult to argue that postal services offered in
a liberalized market for outbound mail are not offered “on a commercial
basis” (Perrazzelli and Vergano 2000, p. 741; WTO 1998¢, p. 2). The ETOE
issue in the UPU exists because USPs and ETOEs are commercial
competitors for mail streams.

It a WTO Member were to implement measures preventing an ETOE (or
all ETOEs) from accessing inbound delivery services of the USP under the
terminal dues system, the ETOE would be charged domestic rates for
inbound mail delivery while third country USPs would be charged the lower
terminal dues rates. In this situation, any WTO Member whose ETOE was
subject to such a measure could argue that the measure accords the ETOE
less favorable treatment than that accorded to like service suppliers {e.g.,
USPs) of third countries.

The key question is whether ETOEs and USPs are “like suppliers™ for the
purposes of GATS Article II:1. While some commentators have argued that
these entities are not “like suppliers” due to the fact that USPs—unlike
ETCEs—have an obligation to provide universal service (Emerson and
Alverno 2002, p. 297), WTO jurisprudence indicates that a determination
that entities are “like service suppliers™ does not require a finding that such
suppliers are alike in all or even most respects. Rather, service suppliers
may be found to be “like” each other “at least to the extent that [the] entities
provide . . . like services” (WTO 1997h, para. 7.346; WTQO 19973, paras.
242-244; WTO 2000, para. 10.248). Thus, where service suppliers provide
the same service, they may be deemed to be “like” suppliers with respect to
a challenge to a measure aimed at suppliers of the particular service. Under
this reasoning, a WTO Panel would find that USPs and ETOEs are “like
service suppliers” to the extent that they provide the same service—namely,
the outbound transport of cross-border mail.



250 Chapter 12

The fact that one service supplier has a universal service obligation or
has a reciprocal obligation to deliver inbound cross-border mail should not
destroy “likeness.” As discussed above, a finding that service suppliers are
“like” under the GATS MFN obligation depends on whether they provide
one or more “like” services such as the outbound transpott of cross-border
mail. Suppliers thus need not be alike in all respects, nor provide all of the
same services, nor be subject to all of the same legal obligations—including
the obligation to provide reciprocal delivery of cross-border mail.
Otherwise, a service supplier could take on additional obligations by
contract, render itself “unlike” and benefit from special government
treatment that would otherwise constitute impermissible discrimination,
This result would likely be unacceptable to a WTO Panel.

While some commentators have argned that UPU rules should “trump”
GATS rules due to the principle of lex specialis—in other words, the
principle that specific rules prevail over general ones—it is unlikely that
such an argument would succeed before a WTO Panel or the Appellate
Body. The function of Panels and the Appellate Body is to apply the law
embodied in the WTO Agreements, not the law embodied in other treaties
such as the UPU Acts. The WTO’s Dispute Settiement Understanding
(*DSU”}, which provides the legal framework for WTO dispute settlement,
“appllies] to disputes brought pursuant to . . . the agreements listed in
Appendix 1 to this Understanding”—a closed list that includes only WTO
Agreements (DSU, art. 1.1). Panels convened for the purpose of settling a
dispute between WTO Members are specifically charged with the task of
interpreting and applying the relevant provisions within the WTO
Agreements that are subject to dispute settlement (DSU, arts. 7, 11). The
Appellate Body is similarly charged with applying and interpreting these
WTO Agreements, since appellate review is limited to review of legal issues
addressed in the underlying Panel Report (DSU, art. 17.6). The limited
scope of WTO dispute settlement makes it very unlikely that a Panel or the
Appellate Body would consider or apply UPU provisions. The prospect of
UPU rules “trumping” WTO rules in a proceeding before a WTO Panel thus
appears dim.? To date, neither a Panel nor the Appellate Bedy has applied
lex speciafis to “trump” an established rule of WTO law with a non-WTOQO
treaty provision.

Even if a Panel were competent to analyze whether UPU provisions
should prevail over the GATS obligation, it would apply {ex specialis only
where an unavoidable conflict exists between UPU and GATS provisions.
According to WTO jurisprudence, a conflict will be found only where: {1)

Under similar reasoning, it is doubtful that a WTO Panel or the Appellate Body would
hold that UPU rules “trump” the GATS MFN obligation based on the principle of fex
posterior (i.e., the principle that a later law prevails over an carlicr one).
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the relevant agreements have the same signatories; (2} the relevant
agreements operate in the same substantive area; and (3) the provisions in
question (within the agreements) generate mutnally exclusive obligations
{WTO 1998b, para. 14.28, n.649). All three conditions present difficulties
for a party arguing that lex specialis would privilege UPU rules over GATS,
Perhaps the most significant obstacle arises in connection with the mutual
exclusivity requirement. For the GATS MFN obligation and a UPU
provision to be mutally exclusive, the UPU provision must mandate that
UPU Members treat ETOEs in a WTO-inconsistent manner. A provision
granting UPU Members discretion with respect to treatment of ETOEs
would not conflict with GATS since a UPU Member could exercise
discretion to act in a manner consistent with both UPU and WTQ obligations
(WTO 1998a, para. 65). It is not clear that sufficient consensus exists
among UPU Members to enact provisions mandating WTQO-inconsistent
treatment of ETOEs.

Other aspects of the underlying terminal dues regime—which may
impact an ETOE’s profitability—may also be wulnerable to a GATS
challenge. For example, a WTO member that is an IC might raise an MFN
chalienge asserting that a destinating country accords treatment less
favorable to the service suppliers of the IC (i.e., a USP or IC ETOE ) than it
accords to the like service suppliers of a DC (i.e., a DC ETOE). The point
here is not that national measures implementing the discriminatory terminal
dues system would survive a challenge under GATS. Rather, an attempt to
correct the problem of discrimination in terminal dues by restricting ETOEs
would itsclf cngender a GATS challenge. The policy proposal set forth in
this paper would prevent both types of GATS challenges by replacing the
underlying non-cost-based terminal dues system with a system that treats all
countries’ service suppliers equally.

As Emerson and Alvermno have suggested, a country with a substantial
interest in private operators might challenge a destinating country on the
ground that treating ETOE mail as UPU mail (i.e., charging an ETOE
terminal dues rates rather than higher domestic rates) constitutes
discrimination against private operators, since ETOEs and private operators
arc arguably “like suppliers” (2002, p. 297-8). In the compelitive system
proposed in this paper, open access and the same cost-based terminal dues
would be applied to both ETOEs and private operators, thus avoiding such a
GATS challenge.

4.2 Practical Problems with Restraints on ETOEs

Attempting to stamp out ETOEs to protect USP postal administrations
may be counterproductive for practical reasons, The UPU’s terminal dues
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system based on country borders is becoming outdated in light of
technological innovations such as electronic mail and modern practices of
multinational corporations in centralizing mailing operations. The fiction of
postal administrations with strict boundaries may soon become untenable in
places such as the EU, where integration across borders is encouraged.

Application of remail-type restrictions to ETOE mail would ignore the
realities of the global business mailer. A large multinational mailer seeking
1o employ the most technologically efficient means of processing its mail—
by consolidating mail in one country for sorting before sending the mail to
several countries—would benefit from a wide variety of delivery
alternatives, whether provided by the USP, an ETCE or a private operator,
By squelching these competitive choices, the UPU may provide larger
mailers with incentives toward electronic diversion, not only of international
mail but also of domestic mail, and thus accelerate the decline of mail
volumes,

In addition, enfercing ETOE prohibitions may be difficult in practice
because the receiving postal administration must be able to track the
volumes of mail over time. An ETOE that dumps into one country large
volumes of mail from a single mailer in a short time period may be relatively
easy to detect, but an ETOE intent on avoiding detection has several
alternatives. For example, it can stagger mailing dates, vary volumes, enter
the mail at different locations, and use various return addresses. ETOEs'
ability to avold detection is demonstrated by the fact that there is still no
definitive data on the number or location of ETOEs (other than those that
have registered} or of the amount of mail handled by ETOEs.

Finally, under Article 47.8 of the UPU Convention, UPU Mcmbers may
choose to opt out of the UPU system of terminal dues in favor of payment
provisions set forth in separate bilateral or multilateral agreements. Article
47.8 provides that “[t]he administrations concerned may, by bilateral or
multilateral agreement, apply other payment systems [or the settlement of
terminal dues accounts.” Many European countries have opted out of the
UPU system in favor of the REIMS II Agreement, at least with respect to
intra-REIMS II countries” terminal dues, the largest portion of their cross-
border mail, Other countries could similarly circumvent UPU-imposed
restrictions on ETOEs.

Restricting ETOEs may thus mn afoul of both legal and practical
considerations. Before placing restraints on ETOEs, the UPU should also
consider the role ETOEs may play in 4 more competitive international postal
system, such as the liberalized European postal market.
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5. ETOES AS VEHICLES OF CHANGE IN A
COMPETITIVE ENVIRONMENT

As explained earlier, ETOEs are a symptom of a larger problem caused
by a noneconomic terminal dues structure. Moving toward competition and
cost-based terminal dues would not only solve the ETOE issue but also
position the UPU to play a significant role in the coming compctitive
international postal market. At the Bucharest Congress, the UPU should act
with the goal of competition firmly in mind. Thiz does not mean that social
welfare considerations should fall by the wayside. Rather, the UPU should
consider making more explicit any subsidies based on social welfare reasons
such as universal service.

Although moving from a regulated monopoly regime to a competition-
based market may seem a daunting task, such a feat has already been done in
the European postal market. In the EU, the process of liberalizing cross-
border mail has begun with dramatic results, including growing competition.
EU postal liberalization and the REIMS IT Agreement, described below, can
serve as models for the process of introducing competition into the global
postal market.

5.1 Liberalization of Postal Services in the EU

The Buropean Court of Justice (“Court” or ECI) in its landmark Corbeau
decision established the legal framework for the liberalization of regulated
industries in the BEU, including postal services (ECJ 1993). In examining the
legality of the Belgian postal monopoly under the EU Treaty, the Court
stipulated that, while Member States may grant monopoly rights to postal
operators when necessary to meet public service obligations (ECI 1993,
para. 17}, such monopely rights are not unlimited. Specifically, the USP’s
monopoly rights may not extend to separate services not traditionally
provided by the postal service unless the USP’s ability to meet its universal
service obligation would be corupromised (ECJ 1993, para. 19).

Similar principles formed the basis of Directive No. 97/67/EC, the
“Framework Postal Directive,” which provides the legislative framework for
EU postal liberalization. The Framework Postal Directive has two main
elements. First, it guarantees universal service, defining a minimum group
of services that USPs must provide to all users at affordable rates (European
Communities 1998, arts. 3.3 and 3.4, and recital 11), Second, it limits the
postal services that Member States may reserve for their USPs. Article 7.1
of the Framework Postal Directive, as amended by Directive No.
2002/39/EC, provides that USPs may retain a monopoly regarding
“clearance, sorting, transport and delivery of items of domestic and
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incoming cross-border correspondence”—within specified weight and price
limits—but only “to the extent necessary to ensure . . . universal service”
(European Communities 2002, art. 1). The market for outgoing cross-border
mail s liberalized subject to a similar qualification (European Communities
2002, art. 1). Thus, a Member State seeking to reserve a service must
demonstrate that the reservation is necessary for universal service. This
exception mirrors Articte 86(2) of the EU Treaty, under which EU
competition rules apply to service providers such as USPs except where such
application would impede universal service obligations (Eurepean
Commission 1998),

While there has not yet been occasion for a ruling on the relationship
between the UPU Convention and EU Law, a conflict in theory could arise
if, for example, a revised UPU Convention restricted ETOEs in a manner
incompatible with EU law. It is unlikely that such a conflict would arise,
since EU Member States are under a legal obligation not to participate in
international agreements that are incompatible with EU law. If a conflict
were to arise, however, ElJ Member States might argue that the UPU Acts
are subordinate to EU law under Declaration No. VI made by the EU
Member States on signature of the Acts of the 1999 Beijing Congress.
Declaration VIII provides that EU Member States “will apply the [UPU]
Acts . . . in accordance with their obligations pursuvant to the Treaty
establishing the EU and the General Agreement on Trade in Services
(GATS) of the [WTOL.”

5.2 The REIMS II Agreement on Terminal Dues

In October 2003, the European Commission adopted a Decision {“the
Exemption Decision™) extending through 2006 the exemption of the REIMS
I Agreement from the application of EC competition rules concerning price
fixing (European Commission 2004). The REIMS II Agreement is the
instroment whereby seventeen European USPs collectively determined intra-
party terminal dues. The Commission had previously exempted the
Agreement for the period between 1999 and 2001 (Ewropean Commission
1999).

The REIMS 11 Agreement seeks, inter alia, “to provide the Parties with
fair compensation for the delivery of cross-horder mail which reflects more
closely the real costs of delivery” (European Commission 2004, para. 35).
Under REIMS 11, terminal dues must bear a specified relation to the
destinating country’s domestic tariffs and are to progressively increase to a
level of 78.5% of domestic tariffs in 2005-6 (European Commission 2004,
paras. 37, 62),
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The REIMS II Agreement provides that “each Party shall apply the same
rates of terminal dues to all other parties provided that the transactions are
equivalent” (BEuropean Commission 2004, para. 43). Thus, as described in
the Exemption Decision, “two REIMS II PPOs competing for outgoing
cross-border mail in a given REIMS II country to another REIMS It country
would bear the same costs for . . . delivery . . . in the country of destination”
(European Commission 2004, para. 43). Under the original, notified version
of the Agreement, however, access to REIMS II terminal dues was not
granted to non-REIMS I operators (i.e., third-party postal operators),
placing these third-party operators at a competitive disadvantage vis-a-vis
the REIMS 1II parties. The Commission addressed this exclusion of third-
party operators by exempting REIMS II from EC Competition rules subject
to the condition, inter alia, that third-party operators competing in the intra-
REIMS II market be granted access to REIMS II terminal dues under
nondiscriminatory conditions (European Commission 2004, art. 3). The
combination of postal liberalization in the EU and the REIMS II terminal
dues system, as exempted by the Commission, has spurred a proliferation of
ETOEs.

5.3 ETOES in the EU

The liberalization of postal services in Burope has led to the
establishment of IC ETOEs that allow national postal administrations with
shrinking mail volumes to build a custorer base throughout the BU. To
compensate for decreasing domestic mail volumes, postal administrations
may look beyond their borders to creamskim mail from large customers of
other postal administrations. In an earlier monopolistic era, this might have
been perceived as an unacceptable threat to the universal service obligation
of the postal administration located in the sender’s country, however,
economic principtes dictate that such competition will encourage greater
efficiencies and cost savings and ultimately benefit the consumer—the
mailer.

The latest UPU listing of ETOEs, compiled from official registrations,
shows that European postal administrations are rapidly deploying ETOEs.
For example, the Belgian operator La Poste is currently operating twelve
ETOEs (UPU 2004). Germany's Deutsche Post AG is currently operating
twenty ETOEs (UPU 2004). Switzerland's Swiss Post is curtently operating
sixteen ETOEs (UPU 2004). The Netherlands® TPG Post is currently
operating eighteen ETOEs (UPU 2004). The United Kingdom’s Roval Mail
is currently operating eleven ETOEs (UPU 2004). In the last year, the
nuntber of ETOEs in Europe has increascd sharply.
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As noted earlier, an ETOE operating in the sender’s country may
creamskim the most profitable mail of the postal administration of the
sender’s country. Most likely, the postal administration’s charges for that
mail would have included some recovery for the universal service obligation
in addition to the attributable costs of carrying that mail. As discussed
above, under the Framework Postal Directive, as amended, EU Member
States may opt to maintain a monopoly with respect to outgoing cross-border
mail only “to the extent necessary to ensure . . . umversal service.” To date,
Member States de not appear to have invoked the universal service
exception in order to block competition from ETOEs. It is possible that no
challenges have been brought becanse many of the postal administrations
that might otherwise raise such challenges have begun profitably operating
their own ETQEs. It is also possible that cross-border mail revenues do not
constitute a large enough portion of revenue such that their loss would
threaten universal service.

54 ETOEs in a Competitive Environment

After witnessing the proliferation of ETOEs by Buropean posts, one does
not need much imagination to contemplate the future of ETOEs in a
competitive global postal market. As postal administrations or even private
operators collect and deliver cross-border mail with greater efficiency and
innovation, competition in end-to-end intcrnational postal services will
follow. The most efficient competitors will survive, with possible
consolidation in, for example, the European market to a handful of posts
{and/or private operators). These established global postal operators might
then turn to competing with national postal administrations for domestic
mail by creamskimming large mailers’ domestic mail in countries where the
national post is overpriced or of umsatisfactory quality. As the national
post’s monopoly is challenged, its universal service obligation may need to
be met by an explicit subsidy or protected by regulation.

Depending on whether one has the perspective of a monopoly provider or
of a consumer/mailer, ETOEs can be seen as a threat or a boon., The
ultimate result of allowing ETOEs to grow can be improved cross-border
mail service and competilive alternatives to inefficient national post
services—offset by the loss of the hidden subsidy for universal service. One
thing is clear, however: perpetuating an outdated monopoly system of non-
cost-based, discriminatory terminal dues, attempting to police ETOEs and
remail, and imposing noneconomic social welfare charges will only
exacerbate the tension between those countries moving toward competition
and those countries reluctant to recognize change.
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6. CONCLUSION

The UPU should move away from a monopoly orientation, which
perceives the proliferation of ETOEs only as a temporary aberration and a
threat to universal service. Instead, the UPU should embrace a more
economically efficient terminal dues structure that will correct non-cost-
based discrimination, place the UPU in a position to lead the way to a
competitive global postal market, and allow ETOEs to play a significant role
in the growth of liberalized postal administrations.
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Universal Service Providers
Defensive Moves on the Level Playing Field

2]

Mary Anne Gibbons

Uinited States Postaf Service

1. INTRODUCTION

For almost a decade major postal reform legislation has been considered
in the U.S. Congress. In 2003, a nine-member, bipartisan commission
appointed by President George W. Bush offered recommendations for
structural reform of the U.S. postal market. Throughout the course of
debates before the Congress and the President’s Conunission, postal
competitors and watchdogs have alleged that competitive markets are tilted
unfairly in favor of postal operators that receive government-granted
protections and censequently more advantageous treatment than their private
sector counterparts. Compiaints about the U.S. Postal Service’s (USPS’s)
immunity from “taxes, tags, and tickets” have become a familiar refrain in
the halls of the U.S. Congress. Some observers allege that governments
should “level the playing field” by subjecting postal operators to the same
rules and laws as private operators, such as antitrust, customs, tort, traffic,
and tax law.

These debates have transcended the halls of legislatures and academic
circles and very recently were raised in arguments before the U.S, Supreme

1

The views represented are solely those of the author and not necessarily those of the
Uniled Staies Postal Service. Special thanks to Gerald Robinson, Stephan Boardman,
William Alvis, Lori Dym, Margaret Crenshaw, Fred Eggleston, Kent Smith, Kevin
Rachel, Nancy Forden, P'eter Henry, and Anthony Alverne [or contributions lowards this
paper.
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Court in United States Postal Service v. Flamingo Industries, an antitrust
case in which the Court decided unanimously for the USPS and reaffirmed
its governmental character, clearly distinguishing it from commercial
operators.  The impact of the Flamingo casc should have profound
implications for those on both sides of the level playing field argument.

While at first glance, arguments in favor of strict parity between public
and private operators have superficial appeal, they oversimplify the
differences between postal operators and their private sector competitors,
minimize the financial impact of restrictions on postal operators, and ignore
the costly public service functions and obligations of postal operators. This
paper explores the “advantages” enjoyed by postal operators and surveys
actions taken by regulators and independent commissions in several
industrialized countries to address the “level playing field” arguments. This
paper then reviews typical social and noncommercial policies that postal
operators must fulfill, illustrated by the example of the USPS. This paper
concludes that the market as currently structured imposes many costly,
noncomumercial objectives on universal service providers. The “level
playing ficld” debate therefore cannot be fairly understood without
recognizing the unique social policy responsibilitiecs borne by postal
operators.'

2. THE LEVEL PLAYING FIELD CHARGE

During the past decade, universal service providers around the world
have been confronted with legal and political challenges. Debates in
governments, independent legal bodies, and academic circles have
challenged the longstanding treatment accorded to universal service
operators by governments. These claims are closely linked to the growth of
private sector companies in the communications field, the commercialization
of postal operators, and liberalization in the scope of the letter monopolies,
Historically, countries relied on government ministries to provide national
postal services. In the past 20 years, that situation has been changing as
more countries have created independent legal entities that provide their
postal services. These entities have been granted discretion to act
commercially, while governments have expanded opportunities to competing
firms to participate in formerly protected markets. Following on the heels of
this “corporatization” of postal authorities and the subsequent liberalization
of the postal sector has been a move toward separating governmental

Whether the social policy obligations imposed on the posts reflect sensible public policy
goals for a business-oriented entity like the Postal Service, is a debate for another day.
This paper is not intended to comment on the value to society of these obligations.
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activities from commercial activities, even to the point in some cases of
privatizing the postal operator and placing governmental oversight in
specialized organizations within a ministry or in independent regulatory
authorities.

As posts have commercialized and competition in postal markets has
intensified, observers have debated whether private sector competitors are
disadvantaged due to various governmental measures that grant postal
operators different treatment under domestic law. This is illustrated by the
experience of governments in Canada, Australia, the United Kingdom, and
the United States.

2.1 Canada

In Canada, arguments about fairness in competition were heard before an
independent panel known as the Canada Post Mandale Review.
Commissioned in 1995, the Mandate Review analyzed Canada Post’s
business and provided an assessment of its ability to adjust to market
conditions. In a report issued in 1996, the Mandate Review found that
Canada Post was unfairly advantaged because it could leverage a network
developed with public funds derived from a government-granted monopoly.
This, according to the Mandate Review, gave Canada Post a pricing
advantage over competitors. In addition, the Mandate Review found that
Canada Post had a competitive advantage because it had exclusive access to
mailboxes, could offer total market coverage for unaddressed advertising
matter, and was immune from municipal laws allowing customers to refuse
advertising material,

The Mandate Review concluded that Canada Post’s structure and
treatment under domestic law distorted competition by giving Canada Post
an unfair advantage over private-sector competitors. In lieu of
recommending the extension of Canada Post’s prelcrential treatment to
similarly situated competitors, the Mandate Review instead urged that
Canada Post withdraw from all competitive activities that went beyond
“core” responsibilities. Specifically, the Mandate Review recommended that
Canada Post divest itself of its express delivery subsidiary, Purolator, exit
the market for delivering unaddressed commercial advertising mail, and
cease retailing of non-postal merchandise. While many of the Mandate
Review's recommendations received a lukewarm reception, the Canadian
government implemented certain reforms, including directing Canada Post’s
exit from the commercial unaddressed advertising mail business. More
ambitious recommendations, such as divestiture of Purolator, were not
adopted.
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2.2 Australia

Similar to Canada, in 1997 the Australian government also directed an
independent advisory body, the National Competition Council (NCC), to
examine Australia Post. The issue of parity between postal and privaie
providers was less of an issuc in Australia, given that Australia Post was
already corporatized and subject to private sector business procedures and
taxes. Nevertheless, in a report issued in 1998, the NCC recommended that
the Australian government implement a policy of “competitive neutrality”
with respect to Australia Post’s participation in competitive markets. The
aim of this peolicy recommendation was to ensure that “significant
government businesses” do not enjoy advantages over the private sector and
that such businesses compete on an “equal footing” with their private sector
counterparts.

The competitive neutrality policy envisaged by the NCC considered both
advantages and disadvantages between the public postal operator and its
private sector competitors. [n furtherance of the competitive ncutrality
objective, the NCC recommended that equality of treatment be imposed on
Australia Post in numerous contexis, including any remaining differences in
tax, traffic, zoning, and customs administration, as well as immunity from
liability. In the intercst of promoting parity between public and private
operators, however, the NCC recommended that privacy and mail security
requirements be extended to all operators offering postal services. Although
the expected outcome of the NCC review was a further agenda for reform of
postal services, most of the key recommendations have not been
implemented, with the exception of some changes in regulation of the
Australian postal system.,

23 United Kingdom

Debates about Royal Mail’s freatment under domestic law are currently
under scrutiny in the United Kingdom. The Postal Services Commission
(Postcomm), the U.K.’s independent postal regulator, is in the process of
soliciting public comment through a formal “consultation” process on
whether ten of Royal Mail’s “special privileges” present market distorting
effects and should be remedied in some manner. Among the topics to be
further explored include whether Royal Mail should: be exempt from value
added taxes (VAT), continue to have the authority to set mail collection
boxes on streets, retain immunity from parking restrictions, receive different
customs ftreatment for postal articles, and have the ability to compel
transportation providers to carry mail matier. In its initial consultation
report, Postcomm suggests that certain immunities and treatment should be



{3, Universal Service Providers 263

altered. For instance, Postcomm has preliminarily opined that Royal Mail’s
VAT exemption distorts competition. In other contexts, such as postal
customs clearance, however, Postcomm observes that Royal Mail probably
should continue to be treated differently. In Postcomm’s view, postal
customs clearance procedures may be justified on grounds that a great deal
of postal traffic is anonymous and postal operators do not know, and cannot
take responsibility for, the contents of packets.

The consultation is still ongeing. Although Postcomm has no power to
make changes to any of the statulory privileges, the process should
culminate in a series of recommendations for relevant action by Parliament
or exccutive departments. Postcomm plans to publish its conclusions and
recommendations for changes to Royal Mail’s existing special privileges
upon consideration of commentis received.

24 United States

In the United States, debates about the USPS’s treatment under domestic
law are now subsumed in the postal reform debate. Major postal reform
legislation has been considered in the U.S. Congress since 1996, and
addressed with increasing intensity by several public policy think tanks. The
arguments are fairly uniform and generally follow two themes. First, critics
allege that the USPS unfairly leverages its monopoly network when it does
business in competitive markets, and thereby “cross-subsidizes” competitive
products. Interestingly, this argument is not supported by quantitative proof
that postal competitive services fail to cover incremental costs. Rather, the
competitors’ argument appears to be premised on the notion that universal
postal operators have an inherent cost advantage because they must create a
delivery network to provide universal service. This, in turn, allows postal
operators to offer competitive services at a relatively low unit cost, since a
large portion of network costs are fixed or institutional and not attributed to
competitive services. Apparently, the competitors believe that the remedy is
to force the USPS fo deal with its competitive scrvices at arm’s length, or to
withdraw entirely from competitive markets, notwithstanding the economies
and benefits to consumers associated with sharing postal network costs.

Second, and pertinent to the theme of this paper, critics allege that the
USPS receives “indirect” subsidies and competitive advantages due to its
status as a federal executive branch agency. For instance, critics allege
unfair treatment in relation to the USPS’s immunity from antitrust law,
financial reporting requirements, and local zoning requirements, as well as
its ability to exercise the power of eminent domain, Crities also complain
that the UUSPS is exempt from federal, state, and local tax liability, borrows
from the U.S. Treasury at preferential rates with the backing of the federal
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government, and is exempt from parking laws and state vehicular
registration requirements.

By contrast, critics note that competitors are subject to tax liability, must
pay parking tickets and registration fees, must retain their own defense in
legal actions, lack regulatory power over competitors, and must comply with
applicable commercial and antitrust law. According to the critics, the
USPS’s many governmental powers and privileges are tantamount to indirect
subsidies that can hide inefficiency and distort competitive markets.
Observers diverge on how the alleged perceived advantages should be
remedied. On the one hand, some observers believe that privatization of the
USPS would level the playing field and place it on the same footing as
private competitors. Others fear that a privatized USPS would convert the
postal industry’s proverbial “sleeping giant” into competitors’ worst
nightmare.

Arguments addressing alleged unfair compctition were aired in 2003
before the President’s Commission on the USPS. Similar to the independent
panels in Canada and Australia, the Commission was cstablished to make
recommendations on the USPS’s future. The President’s Commission issued
its report to the President in July 2003. Interestingly, the President’s
Commission did not recommend privatization or strict parity between the
USPS and private operators, Rather, it recommended retention of the USPS
as a self-sustaining, independent executive branch establishment. The
President’s Commission also did not endeavor to recommend structural
separation of postal competitive services, or complete withdrawal from
competitive markets. Instead, it offered alternative solutions to address these
arguments, such as, for example, recommending a “core mission” for the
USPS, strengthened oversight by an independent regulator, and enhanced
transparency and financial reporting under specially tailored guidelines.

The President’s Commission recommendations have undergone further
policy evaluation in the U.S. executive and legislative branches. in late 2003
and early 2004, both houses of the U.S. Congress held hearings to receive
testimony from interested parties concerning a new postal reform legislative
package. Once again, arguments about the “level playing field” have been
injected into the congressional debate. Postal reform bills are currently
pending in the U.S. House of Representatives and the Scnate. The bills are
designed in part to extend several commercial laws to the Postal Service.
For example, the bills would require the Postal Service to pay an assumed
federal income tax on competitive products, and subject the Postal Service to
antitrust liability for its competitive, non-market dominant products, and
Federal Trade Commission (FT'C} jurisdiction. In addition, the bills would
direct the FTC to prepare a report identifying the federal and state laws that
apply differently to the USPS in its provision of competitive products as
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compared with private companies providing similar products. The report is
to include the FTC’s recommendations as to how such differences should be
ended.

3. IMPACT OF FLAMINGO INDUSTRIES

One of the central arguments advanced by proponents of the “level
playing field” has been the equal application of competition laws.
Removing the USPS’s longstanding imnmnity from federal antitrust law has
been a key objective of some engaged in the “level playing field” debate,
Momentum for extending the antitrust laws to the USPS through the judicial
process gained some ground when the Ninth Circuit Court of Appeals ruled
in 2002 in the Flamingo case that the USPS was a “person™ subject to the
antitrust laws. This ground-breaking precedent was short-lived, however,
since the U.S. Supreme Court reversed the appellate court in a unanimous
opinion issued in February 2004. The Supreme Court decision not only
establishes an important holding about the governmental status of the USPS,
but it also illustrates that questions of equal application to the USPS of
private sector competition laws are matters reserved for the legislatures, not
the courts,

The controversy in Flamingo began when Flamingo Industries, Ltd., a
manufacturer of mail sacks, challenged the USPS’s termination of a contract
for mail sacks and Flamingo’s subsequent nonselection for other contracts to
provide mail bags. Amaong other claims, Flamingo alleged that the USPS
sought to suppress competition and to create a monopoly in mail sack
production by resorting to foreign manufacturers. The USPS prevailed in
district court, which held that Congress did not intend for the antitrust laws
to apply to the USPS. The Ninth Circuit Court of Appeals reversed. The
appellate court miled that federal law allowing the USPS to sue and be sued
in its own name waived the USPS’s sovereign immunity based on its
“status.” Since sovereign immunity was waived, the USPS should be treated
as a “person” subject to the antitrust laws.

The USPS thereafter petitioned the Supreme Court to hear the case.
Flamingo and its supporters asserted that when the USPS engages in activity
outside the scope of its monopoly, it should be subject to antitrust liability.
A contrary conclusion would pose a risk to competitors because the USPS
could use its size and commercial freedom to harm competitors by
expanding the scope of the letier monopely. The USPS defended these
claims by arguing that its commercial endeavors do not change the fact that
it is performing a sovereign function required by statute. The Supreme
Court held that the USPS is not a “person” subject to the antitrust laws. In
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reaching this decision, it applied a two-step analysis: whether there is a
waiver of sovereign immunity against the USPS and, if so, whether the
substantive provisions of the antitrust laws apply to the USPS as an
independent establishment of the executive branch. The Court concluded
that the first step is satisfied because the USPS’s “sue-and-be-sued clause” is
a broad waiver of sovereign immunity. However, the Supreme Court
emphasized that this broad waiver of sovercign immunity does not change
the USPS’s status as a governmental entity.

The Supreme Court then determined that the second step is not satisfied
because the USPS is not a “person” under the Sherman Act. The Sherman
Act’s definition of a “person™ includes “corporations and associations
existing under or authorized by the laws of ... the United States.” The Court
observed that it would be inconsistent with congressional intent to expose
the United States to Liability as an antitrust defendant. The Court noted that
the USPS’s goals, powers, and obligations are unlike those of private
businesses. For instance, the USPS is not a profit-making enterprise, has
responsibility for universal service and free mail delivery, and “increased
public responsibilities related to national security.” The Court also found
instructive the fact that its powers are more limited than those of private
businesses. For instance, the postal ratemaking process with the Postal Rate
Commission deprives the USPS of the power unilaterally to set prices, and
the USPS is subject to restrictions governing the closing of post offices.
Thus, the Court concluded that the USPS’s “public characteristics and
responsibilities indicate it should be treated under the antitrust laws as part
of the Government, not a market participant separate from it.”

Flamingo confirmed that the USPS is legally governmental in nature.
The Filamingo opinion also re-emphasizes the distinctions between the USPS
and private sector competitors that do not shoulder public service functions
and responsibilities.  Flamingo further implies that reforms sought by
proponents of the “level playing field” must be taken to legislatures, and not
the federal courts, for reselution.

4. THE POSTS’ ROLE IN FULFILLING SOCIAL
AND ECONOMIC POLICIES

The “level playing field” reforms envisaged by critics focus on several
discrete features of the USPS’s treatment under domestic law. For example,
critics emphasize tax and antitrust immunity, as well as differential treatment
in customs, as evidence of unfair treatment favoring posts. Missing entirely
from this debate is a comprehensive understanding of the financial and
operational impact of the many noncommercial, public, and social missions
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that postal operators must fulfill. [n the United States and many other
countries, the postal system is not structured as an economic or commercial
instrument alone. It is structured instead as an instrument of public policy
which is required to balance economic efficiency objectives with other
specified social policy goals. To be truly level, the playing field would look
much different from the proposals advanced by proponents of the concept.

4,1 Universal Service

The universal service obligation, or USO, as provided in the Postal
Reorganization Act of 1970, requires the USPS to “provide prompt, reliable,
and efficient scrvices to patrons in all areas” and to “render postal services to
all communities” at “fair and equitable” rates. The extent of the USPS’s
universal service obligation is guite broad. It must serve as nearly as
practicable the entire population of the United States. Further, the USPS is
obligated to maintain a maximum degree of postal services to “rural areas,
communities, and small towns where post offices are not self-sustaining.”

The USPS also must adhere to frequency of delivery requirements. Six-
day per week delivery service to virtually all addresses has been legislatively
mandated on an annual basis. Additional requirements specify that the
USPS must offer a uniform rate for sealed letters and books and other media.
As a result, the TJSPS must accept high-cost shipments destined to the most
remote locations and rely on internal cross-subsidies within subclasses of
mail to cover unprofitable service.

The USPS must also maintain thousands of low activity, loss producing
retail units throughout rural areas. To protect small comumunities from large-
scale closings or consolidations of post offices, the Postal Rcorganization
Act stipulates that small post offices cannot be closed “solely for operating
at a deficit.” If the USPS seeks to close a rural office, it must provide
advance notice to customers, and its decision to close the office is subject to
appeal to the Postal Rate Commission, thereby staying the effective date of
the decision until resolution of the appeal.

In light of the above requirements, the USPS clearly remains distinct
from other providers. Universal service operators such as the USPS are
charged with a statutory mandate to provide universal service to their
country’s population. In the United Statcs and many other countries,
universal postal services are subject to standards and requirements not
common to private carriers. For instance, universal services are offered
through a collection network that includes an extensive array of retail stores
and collection boxes unlike that of any other provider. Tn the United States
and elsewhere, this implies maintenance of unprofitable retail outlets, hardly
a characteristic of the business practices of the private sector. Universal
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postal services are subject to regulation and statutorily-prescribed pricing
standards, including principles of nondiscrimination, fairness, and equity that
are not common to alternative providers. A clear example is the inability of
the USPS to change domestic prices without a lengthy, external review
process in which customers and competitors participate. Moreover, the
regulatory process has not allowed the USPS to compete domestically
through high-volume discounts.

In addition, unlike private sector providers, posts cannot unilaterally
determine what markets to compete in and what markets to exit. Seme posts
offering universal postal service often may net offer new products or
negotiate the prices of such products outside the purview of competitors or
regulators. Universal postal services are also distinguished on grounds that
they are delivered in a manner that requires passing all delivery poinis on a
frequent, usually daily, schedule. This implies that universal postal services
must be structured to provide services to all destinations. By contrast,
private providers can tailor their networks to demand and profitability. They
can decide what markets to serve, how oflen to scrve them, and at what
price. They also are not hampered by legislative requirements limiting their
ability to close or consolidate retail outlets. Hence, private carriers have the
luxury of being able to “cream skim” the most lucrative markets, leaving
only the unprofitable and high-cost markets for the postal operator.

In the United States, private operators share no financial responsibility
for executing universal service obligattons. Moreover, a public service
reimbursement from the government for maintenance of universal services
was last provided in 1982, Since then, the total revenue of the USPS from
the various classes of mail has had to cover the total cost of providing
universal postal service, Postage for certain free services required by
Congress, including mail for the blind and overseas voting materials, is
subsidized with tax revenues; however, these amount to less than 0.1 percent
of total revenue,

The universal service obligations represent a significant cost on the
USPS. Based on a limited sample, Bradley and Colvin (2000) found that of
27,166 post offices, 4,525 had positive revenue, while 22,920 were operated
at a loss or breakeven. The sum of these losses was estimated to be $1.27
billion, which represents an estimate of the cost of the retail aspect of the
universal service obligation. Estimates of the delivery aspect of the USO
cost [rotn Colien ef «f., (2004) and Bradley and Colvin (2600) range from
$2.5 billion to $9.8 billion, depending on the method of measurement.
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4.2 Noncommmercial Rate Policy

In addition to the USQO, the USPS must adhere to numerous ratemaking
requirements that incorporate social policy in pricing. These requirements
have the effect of requiring the USPS to charge noncommercial prices,
forgoing considerable revenue, For instance, the Postal Reorganization Act
requires that all postage rates nmust be “fair and equitable.” Further, the
USPS must maintain at least one class of mail for letters for which the rate
“shall be uniform™ throughout the United States. For First-Class Mail the
public policy aspects of the uniform rate policy imply that an internal cross-
subsidy from low-cost users to high-cost users is the primary financing tool
for universal service. This deprives the USPS of the ability to send the most
efficient economic signals to mail users,

Another example of social policy reflected in U.S. ratemaking is the
requirement that preferred rates be extended to certain categories of users,
For instance, the USPS must offer highly discounted rates for advertising
mail sent by nonprofit organizations. Under current law, nonprofit rates for
advertising matter are roughly 40 percent below those for commercial users.
The USPS lacks the power to control the volume of mail tendered at
preferred rates, since Congress reserves to itself the right to decide to whom
they are available.

In addition, as a matter of longstanding ratemaking practice, contribution
margins on Periodicals and Mecdia Mail have been kept at extremely low
levels to further social policy. For instance, in FY 2003, the USPS reported
a markup of 5.8 percent for Periodicals, while the Media Mail markup was a
mere 6.3 percent. By contrast, the markup for “competitive” Express Mail
was 111 percent, which ranked among the highest of all subclasses. These
uneconomic outcomes result from rate policies in federal law that direct the
Postal Rate Commission to consider the educational, cultural, scientific, and
informational value (“ECSI value”) of the mail in setting overhead cost
assignments for purposes of rate recommendations. Mail matter having a
high “ECSI value,” such as Periodicals and Media Mail, traditionally
receives relatively low overhead cost burdens. The Commission must also
consider the impact of rate increases on competition, which creates upward
pressure in relation to prices for competitive products like Express Mail,

By contrast, private industry serves only the most lucrative markets,
engages in high degrees of price differentiation, and can elect to offer or cap
any preferences extended to nonprofit users. For example, private operators
can offer highly discounicd ncgotiated rates to large volume customers.
Hence, the noncommercial rate policies imposed on the USPS to promote
certain social policies over economic and profitmaking principles in
ratesetting distinguish the USPS from private providers.
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4.3 Employment

The USPS provides employment opportunities for a large segment of the
U.S. population, Currently, the USPS employs roughly 710,000 career
employees, supports nearly 500,000 retired postal workers, and indirectly
sustains thousands of other organizations that employ more than eight
million individuals. As the second largest employer in the United States and
the world’s largest unionized employer, the USPS offers upward mobility for
millions of U.S. families. It appears, moreover, that Congress has mandated
rich benefits to aid in or expedite the upward mobility of postal employees,

Many federal statutes, such as the Postal Reorganization Act, the Civil
Service Reform Act, and the Federal Employees’ Compensation Act, to
mention only a few, establish postal human-resources policies. These laws
cover diverse employment matters ranging from the hiring of employces, to
setting their wages and benefits, to governing employees’ retention and
retirement. [n many instances, the USPS’s discretion to establish or modify
key components of its employment policies is quite narrow and highly
circumscribed, especially compared to the bread latitude enjoyed by private
businesses in the United States. Relevant to the issue of a “level playing
field” between the USPS and private organizations providing delivery
services, the annual cost to the USPS for its human resources significantly
exceeds the employment costs of companies in the private sector. No
assessment of the playing field can be accurate or complete if it fails to take
full account of the costs of postal human-resources that are outside the
USPS’s control compared to the legally required costs of compeling private
enterprises.

The costs involved in postal employment far exceed those for
employment in comparable positions in the private sector for a variety of
reasons. Unlike private organizations, the wages and benelits of postal
workers are determined by mechanisms established by the U.S. Congress.
As a consequence, postal workers in collective-bargaining units {(craft
employees) earn an average salary of $42,500 and total annual compensation
of nearly $60,000. Indeed, postal wage and benefit levels are so generous
that there is a backlog in excess of 400,000 applicants for employment and
an attrition rate that is virtually non-existent. Postal workers, once hired,
typically stay with the USPS until retirement. Unlike employers in the
private sector, the USPS lacks the ability or the discretion to set benefit
levels based on market conditions. A review of how three important benefits
— health insurance, retirement, and workers’ compensation — ar¢ determined
illustrates this point.

Postal workers enjoy a full range of comparatively generous health
insurance plans offered by the federal government. The benefit levels in the
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federal health plans are set by the federal government without any significant
input from the USPS. Federal law currently deprives postal management of
considerable discretion in setting health benefits. The Postal Reorganization
Act establishes the government benefits package in effect at the creation of
the USPS in 1971 as a floor against which any alterations must be compared,
ensuring that the benefits package, as a whole, remains favorable for
employees.  As a result, the USPS has little control over health benefits
costs. The current cost of postal health insurance plans exceeds the cost for
health insurance plans in the private sector by approximately 235 percent,

Retirement benefits for postal cmployees are also generous. Like other
federal employees, certain postal employees with sufficient ycars of service
can retire at age 55 and receive annuities that are indexed annually to
inflation, a rare provision in private scctor pension plans. Although the
USPS absorbs the cost of these retirement programs, it has little influence on
either the scope of the retirement plans or underlying policics. By contrast,
private sector enterprises are free to establish and modify retirement plans
based on market conditions. Indeed, private organizations are under no
obligation to offer pension plans although, if they do, they must comply with
various federal regulations.

Also, pursuant to a federal law passed in 2003 which sought to provide
relief to the USPS in the retirement area, the USPS is now obligated to fund
retirement benefits of its employees for periods earned while in the military
service. Since the USPS, also by federal law, gives hiring preference to
veterans, it has a large number of veterans in its workforce. This new
requirement that the USPS cover these retivement costs, unique to federal
agencies, will result in a cumulative pension obligation of $27 billion for a
period beginning in 1971 and continuing prospectively through 2038.

Finally, the USPS falls under a federal workers’ compensation plan,
which, unlike the private sector, provides that benefits commence
immediately upon the occurrence of a compensable injury. Under the
federal plan, salaries are continued at full pay for the first 45 days and
afterwards at a tax-free rate up to 75 percent of workers® pay, rather than the
norm of 66-2/3 percent. There is no maximum cap on payments, The plan
often results in take-home pay for an injured worker in excess of what the
employee would have received if working. For those emplovees to whom
this applies, most ¢lect to remain on workers’ compensation well beyond
nermal retirement.

As a rule, private organizations in the United States have wide freedoms
to set benefit levels in accordance with their own circumstances, relevant
market conditions, and profit targets.  Although there are some few
exceptions, such as various unemployment or worker injury benefits under
state laws, private employers have much greater freedom to establish benefit
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policies appropriate to their circumstances in the marketplace. Many
propenents of the “level playing field” principle take little, if any, account of
respective employment costs, although the cost of employment is the single
largest expense for organizations in most service industries. The human
resources costs incurred by the USPS, while advancing public policies set by
law, have a concomitant, significant impact on postal operations and costs
which must be recognized in discussions of a “level playing field.”

4.4 Social Policy in Procurement

The USPS fulfills numerous socio-economic policies that make it less
able than a private sector company to acquire goods and services efficiently
and at the lowest possible cost. For instance, Congress mandates wage
levels for construction and service workers employed by contractors that do
business with the USPS by requiring USPS suppliers to pay prevailing wage
rates set by the Department of Labor (DOL). The Davis-Bacon Act requires
all laborers on USPS construction conlracts valued at more than §2,000 to be
paid area prevailing wage rates established by DOL. Similar to the Davis-
Bacon Act, the Service Contract Act also applies DOL-established wage
rates and administrative requirements for service contracts. The effect of
these laws is to deny the USPS the opportunity to contract at the lowest
possible cost. The prevailing rates tend to be the union wage rates and
require that even lower-cost {non-union) contractors must pay the higher
wages on USPS projects. The impact of these laws is not trivial. The U.S.
General Accounting Office concluded that the Davis-Bacon Act inflates
federal construction costs considerably and repeal of the Act would reduce
funds spent on federal construction.

While these policies promote the interests of their intended beneficiaries,
they also add costs to USPS contracts, whether for supplics, services or
facilities. In short, Congress, in an attempt to foster certain social goals, has
imposed, either directly or by policy, numerous obligations and restrictions
upon the USPS and its suppliers that prevent the USPS from obtaining
preducts and services efficiently and at the lowest possible cost. Given the
size of the USPS’s purchasing program, which exceeds $11 billion annually,
the combination of these requirements has a significant impact on the bottom
line.  Private scctor companies do not share these obligations and
restrictions, or the financial impacts that result.
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S. COMPETITIVE CONDITIONS FOR UNIVERSAL
SERVICE OPERATORS

The discussion above demonstrates that the level playing field argument
cannot be boiled down to a simple set of discrete comparisons in narrowly-
defined fields, as the critics have long suggested. Rather, there are a host of
obligations that the USPS must fulfill in a variety of contexts. The economic
effect of these policies may well dwar( whatever competitive advantages the
USPS receives from its governmental status, Public objectives permeate and
define the operations of the postal system to the extent that comparison 1o
private economic entities is limited and questionable. At its core, the
purpose of a private company is to maximize the value ol its shareholders
investments. The leadership of a private corporation is accountable for
focusing on that cffort. With its public service mission, the USPS is led and
directed by Presidentially appointed Governors, expressly selected to
“represent the public interest generally,” not just the business interest of the
institution.

Unlike the private sector, the USPS is subject to ongoing oversight by
multiple executive and legislative branch bodies, and it is prohibited from
lobbying or forming political action committees. The USPS is subject to
rigorous independent review of domestic rates, product definitions, post
office closings, and nationwide service changes. Pricing authority is limited,
and even the most modest price and product changes are subject to lengthy
advance scrutiny before the Postal Rate Commission. Not only are domestic
postal rates set by a public process, but the Postal Rate Commission is bound
by statute to consider the effect on postal competition before issuing
recommended decisions on rates for any postal products.  Private
competitors and customers are also entitled to and do participate in these
proceedings. The USPS is sometimes forced to disclose sensitive business
and financial information to its competitors, and the cffect of rate changes
must consider the impact on competition. Because an explicit statutory
provision limits its ability to price discriminate among mailers, the Postal
Service also lacks comsiderable discretion in negotiating specially tailored
price and product solutions. Private sector providers by contrast can engage
in a higher degree of price discrimination.

The USPS also lacks independent control over its finances. Unlike the
private sector, the USPS cannot borrow in public markets, or invest in
securities, without first securing the consent of the Treasury Department.
Like other federal agencies, the USPS is subject to certain administrative
laws, such as open records and privacy restrictions, and it is explicitly denied
commercial opportunities to sell or transfer lists of patrons or addresses.
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Criticisms under the “level playing field” rubric would undoubtediy be
more balanced if the principle required extension to private operators of the
same restrictions and requirements imposed on public postal operators.
Understandably, no private company could accept having its objectives and
processes so heavily defined by public legistation and oversight, nor would
that result merit consideration or be constitutionally permitted in the United
States. Consideration of a “level playing field” analysis simply cannot
ignore the tremendous impact these obligations and restrictions have on the
competitive posture of postal operators like the USPS.

6. CONCLUSION

Posts arcund the world have been confronted with arguments that they
receive competitive advantages and betier treatmment under domestic law than
private sector operators. Independent bodies in several industrialized
countries have issued recommendations urging governments to promote
competitive equality principles under domestic law. While many critics urge
that the playing ficld be leveled, they often do not take account of the many
costly public responsibilities that postal operators must fulfill.  The
Flamingo opinion reaffirms that the USPS is a federal government entity and
18 not subject to competition laws applicable to private sector providers. As
a governmental entity, the USPS must fulfiil many social policies. Unlike
private sector providers in the United States, it must execute universal
service obligations. Postal rates must alse reflect many noncommercial
considerations, and product pricing is driven by social policy as opposed to
economic principles. As an employer, the USPS must observe significant,
costly restrictions on its ability to set wage and benefit policies, As a
purchaser of billions of dollars of goods and services, the USPS must fulfill
numercus socio-economic policies that make it less able to acquire goods
and services efficiently and at the lowest possible cost. The “level playing
field” debate cannot be fairly understood without recognizing the
counterbalancing social policy responsibilities borne by postal operators.
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Selective Rate Discounts To Preserve First-Class Mail
Yolume'

David M. Levy
Stdley dustin Brown & Wood LLP

1. INTRODUCTION

This paper considers a paradox of postal ratemaking in the United States;
the failure of the Postal Service to offer targeted rate reductions to stem the
diversion of bill presentment and payment communications from First-Class
Mail to the Internet, There is a growing consensus that electronic bill
presentment and payment (“EBPP”)} threaten one of the largest and most
profitable sources of First Class mail. The preference of consumers for
EBPP is hardly unanimous, however, and the mails arc likely to remain an
accepted (or even preferred} bill paying medium for a high percentage of
households for the foreseeable future. Hence, a large share of bill paying
mail volume is still very much in play.

Regulators of other network industrics such as transportation, cnergy and
telecommunications have long allowed individual firms to meet analogous
threats of intermodal competition with selective rate discounts. To date,
however, the Postal Service has not proposed to offer velume-retention
discounts for billing and bill payment mail. The Service’s inaction appears
to reflect a widely shared agsumption in the postal community that volume-
retention discounts constitute undue discrimination, or are otherwise

The author and others at his law firm have represented a number of mailers and trade
associations of mailers concerning (he maliers covered in this paper. The views offered
here, however, are those of the author, not Sidley or its clients.
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incongistent with the Postal Service’s common carrier status, This paper
argnes that volume-retention discounts of this kind, if reasonably justified by
competitive threats, would in fact benefit all classes of mail, and comply
with well-established legal norms for undue discrimination,

2. THE GROWING DIVERSION OF BILLS AND
BILL PAYMENTS FROM THE MAIL TO THE
INTERNET

The *“oft-predicted” mass migration of EBPP from the mails to the
Internet (Kane (2001); Plum (1997), Nikali (1995); Rcisner (2000);
Robinson (1980)) until recently has been more promise than reality in the
United States. Ten years ago, for example, a consulting firm predicted that
13.8 million households would pay bills online by 2000. In fact, only 3.4
million people paid bills online by that date (USPS (2002), Ezcll (2004)).

Since then, however, on-line bill paying has finally begun to achieve
critical mass. By 2003, an estimated 25 million households paid utility and
credit card bills by computer (Ezell (2004)). This year, approximately 25
percent of American houscholds currently pay bills online each month (Park
(2004), Walker (2004}, President’s Commission {2003)). According to one
consulting firm, Jupiter Research, consumer adoption of online banking is
increasing 14 percent each year (PR Newswire (2004)}). Another consulting
firm, TowerGroup, has estimated that adoption of Internet bill payments rose
26 percent in 2003 and 19 percent in 2002, and one-third of the largest banks
and brokerage firms in the U.S. are reported to offer free Internet bill
payment {Walker {2004)). Two consulting firms have projected that 73
million U.S. consumers are expected to pay bills on-line by four years from
now (USPS {2002}, Park (2004)).

Both supply and demand factors encourage the growth of EBPP, The
President’s Commission on the [1.8. Postal Service has estimated that
processing a digital payment over the Internet costs between one-third and
onc-half less than a check sent through the mail.” (President’s Commission,
7). EBPP can also increasc the loyalty of banking customers; the time and
gffort invested by an account holder in setting up and automating his or her
bill payment preferences and payees is a sunk investment that changing
banks would require the consumer to duplicate from scratch (Gonsalves
(2003)). Customers who pay bills on line are 75 percent less likely to
change banks, according to Wells Fargo (Park (2004)). Customers who pay
bills on line also tend to use more financial services, and generate more
income from feces and loans, than the average customer (Ezell (2004),
Walker (2004)). For these reasons, credit card issuers and other financial
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institutions are eliminating fees for the convenience of on-line bill paying,
and even offer incentives to customers who pay bills through their website—
“everything from cash to Caribbean cruise raffles” (President’s Commission,
7).

Consumers’ reasons for favoring e-bill paying, according to a Harris
Interactive® survey sponsored by MasterCard International, include
convenience, 24/7 access, saving money, saving time, and security (Business
Wire (2004), President’s Commission, 7).

The shift to EBPP poses a growing threat to mail volume and revenue.
The volume of First-Class single-piece letters mailed in the United States fell
from 54.3 billion pieces in 1998 to 49.3 billion in 2002. And the total
volume of all First-Class Mail—which accounis for more than half of all
USPS revenues—declined in 2002, for the first time in more than a quarter
century (President’s Commission).  Like many other recent observers, the
President’s Commission on the USPS concluded in 2003 that “Electronic
substitution is the primary reason long-term First-Class mail volumes are
threatened. The initial rise of the Internet, e-mail, instant messaging and
other communications trends siphoned away a large share of personal, one-
to-one correspondence” (¢d.}.  Largely as a result of EBPP, the number of
checks written annually is predicted to decline by about one quarter by 2007,
to 30 billion (Park (2004), Cornwell {2004), Celent Communications
(2002)). The decline in First-Class volume is expected to continue over the
long term. (President’s Commission (2002); US General Accounting Office
(2003}

The threat of electronic diversion matters in two respects, First, it “poses
a significant threat to Postal Service revenue since more than half of all
First-Class mail is composed of communications from businesses and other
organizations to households, primarily the invoices and payments now
shifting on ling” (President’s Commission 2002). Second, the volumes at
risk include some of the most profitable and highest margin mail carried by
the Postal Service. Average contribution per piece of First Class letters in
Fiscal Year 2001, according to the USPS, was $0.177-—almost three times
the average contribution per piece of Standard mail ($0.061) (USPS (2002),
App. E-9).

The decline of First-Class Mail as a mcans of bill payment and
presentation should not be exaggerated, however,  First, the embrace of
EBPP by consumers has been far from unanimous, Approximately threc out
of four U.S. consumers, or about 116 million adults, still pay their bills by
check (Koprowski (2004), Rosato (2004)}. Morgover, a recent poll indicates
that 42 percent of Americans remain uninterested in paying their bills on-ling
over the next five years {(President’s Commission (2003)). And the
consumers who remain wedded to traditional checks are disproportionately
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represented among demographic groups——older people, lower-income
families, and houscholds lacking Internet access—that are less open to EBPP
than the earlier adapters were (Plum (1997), Ezell {2004)).

Second, consumers have been less willing to use the Internet for bill
presentment than for bill payment. In 2001, for example, when 8.7 percent
of U.5. consumers were reported to have paid at least one bill over the
Internet, less than one percent of consumer and business-to-business bills in
the U.S. were both presented and paid via the Internet (Stefanadis (2002)).
Nearly half of consumers surveyed stated that they were “not at all”
comfortable with receiving clectronic  bill statements (President’s
Commission).

In sum, consumer preference for EBPP appears to fall across a broad
continuum, from early adapters (who may have abandoned traditional bill
payving permanently) to late adapters (who may remain loyal to traditional
means for the foreseeable future), with an intermediate group of consumers
at the margin, whose rate of substitution may be affected by changes in the
relative cost of payment media. This range of consumer preferences and
demand 1s likely to persist for many years to come.

The attractiveness of EBPP varies for creditors and financial institutions
as well. As several Postal Service managers involved in contract rate
negotiations have noted, “the degree to which [EBPP] is a viable substitute
for paper-based billing varies across industries. For example, utility bills
may contain less complex customer information than credit card statements
and may offer limited opportunities for the seller to sell additional services.
For these reasons, the cost advantages of EBPP may be of greater
importance to a utility such that marginal discounts may have no effect on
the pace of electronic diversion.” (Adra, Ayub, Crum and Plunkett (2004)).

3. THE OPTION OF SELECTIVE RATE
DISCOUNTS TO PREVENT OR SLOW THE
DIVERSION OF MAIL VOLUME TO THE
INTERNET

The threat to the Postal Service from the Internet is neither unique nor
unprecedented in regulated network industries. Railroads, for example, have
in turn faced competitive threats from barges, trucking companies, and
pipelines. Long distance wireline telephone carriers have faced competition
from unaffiliated microwave and fiber-optic networks, and today confront a
major threat from packet-switched telephony over the iInternet. The
unbundling of electric power generation from transmission and distribution
has confronted power producers with similar challenges.
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Regulated carriers have often responded to intermodal competition of this
kind by offering targeted rate reductions to stem or limit the potential loss in
contribution. For the high-margin First Class mail generated by the
presentinent and payment of bills, competitive responses of this kind would
consist of rate reductions targeted at the specific subsets of First Class mail
matter most vulnerable to intermodal diversion. These target rate reductions
could be adopted either through narrowly defined “niche classifications” for
the particular kinds of First-Class mail most susceptible to diversion, or
through rate contracts (also known as “Negotiated Service Agreements” or
“NSAs”) that provided rate discounts to individual mailers in exchange for
volume commitments. To date, however, the Postal Service has not
proposed to use either alternative to meet competition from the Internet, and
the Postal Rate Commission has net invited it to do so.

3.1 Discounts For Narrowly Tailored Classes of Service

Rate reductions tailored to meet intermodal competition for narrowly
defined classes of service have long been accepted in other regulated
network industries in the United States. Moreover, the courts have held for
more than a century that the existence of competitive differences is an
affirmative defense to claims that rate differentials constitute unjust
discrimination or undue preference:

The judicial acceptance of such price differentials [i.e., differentials
based solely on competition] is longstanding. For nearly 100 years, for
example, the courts have interpreted the antidiscrimination provisions of
the Interstate Commerce Act to allow the [Interstate Commerce
Commission] to approve differentials justificd exclusively by
competition. . . . Indeed, the Supreme Court has even struck down an
ICC finding of unlawful discrimination where it appeared to be based on
an absolute rule that competitive conditions could never justify a rate
differential.

U.S. Court of Appeals (1987), 1011; U.S. Federal Energy Regulatory
Commission (1992), pp. 65,024-27; U.S. District Court (1973), pp. 946-69.
Consistent with this principle, regulators for many decades have found
that discount rates tailored lo meet competition from other modes of
transportation are not unduly disctiminatory. In 1959, for example, the
Interstate Commerce Commission upheld discount rates offered for the
transportation of coal by railroad between narrowly defined points, in part to
meet competition from other modes of transportation {U.S. Interstate
Commerce Commission {1959)). Ninc years later, the same agency upheld
certain discount rates offered by certain railroads for hauling minimum
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annual volumes of coal from mines in the Appalachians (e.g., Kentucky and
West Virginia) to ports on the Great Lakes, Finding that the discounts were
justified by the threat that the railroads’ largest existing customers would
build a coal slurry pipeline, the ICC rejecting claims by shippers of smaller
amounts of coal that the annual volume requirements were unduly
discriminatory (U.S. Interstate Commerce Commission (1968)),

In 1992, an Administrative Law Judge of the Federal Energy Regulatory
Commission found that a common carrier petroleum pipeline could
reasonably cstablish a variety of annual volume discounts and
geographically-limited discounts to meet the threat of intermodal
competition—and that the threat that some of the largest customers of a
petroleumn pipeline might build their own competing pipclines or relocate
their refinery capacity to existing competing pipelings (U.S. Federal Energy
Regulatory Commission (1992), pp. 65,024-65,027.

By contrast, volume-retention discounts appear to be largely untried by
the Postal Service. In general, the Service has proposed narrowly tailored
discounts enly to (1) encourage additional worksharing by mailers, or
otherwise deaverage the rate structure to reflect cxisling intra-class cost
differences more precisely'; (2) generate additione! mail volume from
existing services;” or (3) set rates and conditions for new services.® The
author is unaware of any case in which the Postal Service has proposed, or
the Commission has considered, rate reductions aimed specifically at
preserving existing high-markup volumes from the Intcruct or other
intermodal competitive threats,*

L' See, e.g., US PRC Docket No. MC2001-1, Experimental Presorted Priority Mail Rate
Categories, Dockel No. MC2002-3, Experimental Periodicals Co-Palletization Dropship
Discounts, 2002, Docket No. MC2003-2, Experimenial Parcel Refurn Services; Docket
No. MC2004-1, Experimenial Periodicals Co-Palletization Dropship Discounts For High
Editorial Publications, 2004.

2 See US PRC Dacket No, MC2003-1, Customized Market Mail Minor Classification
Changes.

* See US PRC Docket No, MC98-1, Mailing Onfine Service; Docket No. MC9-4, Bulk

Parcel Return Service Fxpedited Minor Classification Case; Docket No. MC2002-1,

Classification and Fees for Confirm.

In four cases between 1988 and 1998, the Commission proposed (and the Governors of the

Postal Service rejecied) the creation of a “shell” classification {i.e., a scparate subclass

unaccompanied by any rate differentials) for Courtesy Envelope Mail (“CEM™), defined as

single-piece, pre-addressed, prebarcoded First-Class letter envelopes provided by creditors
to consumers for use in paying bills. Docket No. R87-1, Pastal Rate and Fee Changes,

{987, PRC Op. & Rec. Decis. (March 4, 1998) 1Y 5034-5059; Docket No. R90-1, Postal

Rate and Fee Changes, 1990, PRC Op. & Ree. Decis. (Jan. 4, 1991), 19 5161-5181;

Docket No. MC95-1, Mail Classification Schedule, 1995—Classification Reform I, PRC

Op. & Rec. Decis. (Jan. 26, 15596) 4 5075-50%4; Docket No. R97-1, Postal Rate and Fee

Changes, 1997, PRC Op. & Rec. Decis. (May 11, 1998) 4% 5166-5199. The primary

justifications offered for this proposal were fairness and cost recognition—i.e., thal the
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3.2 Rate Contracts (“Negotiated Service Agreements™)
With Individual Mailers

Contract rates extend the logic of rate differentiation even further. A
postal rate contract, or Negotiated Service Agreement (“NSA”), is a “written
contract, to be n effect for a defined period of time, between the Postal
Service and a mailer, that provides for customer-specific rates or fees and/or
terms in accordance with the terms and conditions of the contract.” 39
C.F.R. § 3001.5(r). Unlike a niche classification, a rate contract or NSA is
offered only 1o a mailer that has specifically entered into the contract.

For nearly a century after the enactment of the Interstate Commerce Act
of 1887, the progenitor of common carricr regulation in the United States,
rate contracts between regulated monopolies and individual ratepayers were
generally thought to be unlawful, on the theory that customer-specific
arrangements necessarily violated the duty of a common carrier or public
utility to serve all customers without undue discrimination, and the related
prohibition against rebates or discounts from tarifl rales. U.S. Supreme
Court (1908); U.S. Court of Appeals (1960); U.S. Court of Appeals (1984),
1316-17.

This view began to change in the late 1970s. A consensus evolved
among regulators that contract rates were not unduly discriminatory if the
carricr offering them made them available to all similarly situated ratepayers.
U.S. Court of Appeals (1984). Courts and regulators began to uphold to
contract rates and similar arrangements even without express statutory
authorization. U.S. Interstate Commerce Commission (1978); U.S, Court of
Appeals (1982, 1984). And legislators amended several regulatory statutes
to provide express authority for contract rates. Interstate Commerce Act
(1984}, § 10713(j) (authorizing rate contracts for rail transportation).

Allowed to flourish, contract rates quickly became a dominant feature of
ratesetting in other regulated network industries, In 1982, for example, only
two years after Congress enacted an explicit statutory mechanism for review
of contract rate proposals, approximately 2,000 railroad transportation
contracts were on file with the Interstate Commerce Commission. U.S.
Interstate Commerce Commission (1982). Teday, more than 90 percent of
all railroad traffic moves under contract rates and other non-tariff rates.’

cost savings available from pre-addressing and barcoding should be reflected in rate
discounts for single-piece mail, not just bulk mailings. At least one advocate of the CEM
proposal also asscrted, however, that it could help the Postal Service reduce the eisk of
losing “houschold-to-business mail because of the availability of computer networks and
telephones for delivery and paying bills,” R87-1 Op. & Rec. Decis, (March 4, 1998}
9 5036 (quoting testimony of OCA witngss Olson).

By 1994, 88 percent of all railroad tonnage in the Umted States moved under contract
rates, not tarit rates (Association of American Railroads {1994)).
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Intermodal competition—the form of competition offered by the Internet
to First-Class Mail—has become one of the most important justifications for
rate contracts. In 1984, for example, the 1CC and the U.S. Court of Appeals
upheld a contract that offered reduced rates designed to meet rail and water
competition for the shipment of certain products between Alaska and the
lower 48 states. U.S. Court of Appeals (1984), Another court decision in
1993 upheld discounted contract rates negotiated by AT&T with large
corporate customers for integrated service packages, to meet competition
from unregulated services offered by competitors such as MCI and Sprint.
U.8. Court of Appeals (1993).

In the postal arena, the traditional antipathy to contract ratemaking
prevailed until recently. Uniform rate tariffs were widely believed to be the
only lawful mechanism for setting rates and fees for regulated postal services
in the United States. Contract rates, by contrast, were believed to violate the
statutory bar against “undue or unrcasonable discrimination among users of
the mails.” Postal Reorganization Act (1970), § 403(c). As the Postal Rate
Commission explained in 1989, its “reluctance to pursue the concept of
contract rates” stemuned from “substantial uncertainty” over the lawfulness
of after-the-fact review of contracts, and the possibility ‘that contract rates
might cause unreasonable discrimination or an unfair allocation among
mailers of the burden of covering the Postal Service’s institutional costs
(U.S. Postal Rate Commuission (1989)).

In 1992, a joint task force of the Postal Service and the Commission
urged renewed consideration of rate contracts, arguing that “negotiated
agreements tailored to the particular circumstances™ of one customer or a
limited number of customers “might be more effective than the broad [rate]
schedules in meeting what the particular facts require, so that the benefits
can be shared between the participating customer and the postal system™
(Joint Task Force (1992), 54).

In the same year, the Postal Service began a contract rate service for
international mail. Under the service, dubbed International Customized Mail
(“ICM™), qualifying international mailers were invited to negotiate
individualized service agreements with the Postal Service governing the
services provided and the rates of postage. To qualify for the service, a
mailer was required to have the capacity to mail at least one million pounds
of international mail, or pay at least two million dollars in international
postage, each year. After the program took effect, UPS and other private
competitors filed suit to block the ICM service. The competitors argued,
among other things, that individually-negotiated rate and service contracts
for large mailers violated the antidiscrimination provision of the Postal
Reorganization Act. A federal district court, agreeing with the competitors,
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enjoined implementation of the program, in part on the ground that it
discriminated illegally against small mailers. U.S. District Court {1994),

The Court of Appeals disagreed. On the discrimination issue, the court
ruled that the volume and revenue minima were a reasonable way to permit
the Postal Service “to compete more effectively for the business of large-
volume mailers™ in the fact of “increasing competition from . . . flexible rate
structures and customer-specific service” offered by competing private
couriers. U.S. Court of Appeals {1995), pp. 632-35. The court specifically
limited its decision to the Postal Service’s international services, however.
The Postal Service's traditional status as a regulated monopoly cartier in the
United States, the court suggested, might warrant a different outcome for
domestic mail services. Id., pp. 637-38. Accordingly, the lawfulness of
domestic rate and service contracts remained unresolved.

The Commission and the Postal Service took no further action io
establish contract ratemaking until 2001, when the Congressional conference
committee on postal appropriations ordered both bodies to report on the
scope of Postal Service’s existing authorily 1o “cnter into negotiated service
agreements with individual customers or groups of customers.” U.S.
Congress (2001), p. 59. In response, the Commission reported that postal
rate contracts could be implemented under current law if three conditions
were met: (1) the contract was reviewed before its implementation under the
rate and classification review provisions of the Postal Reorganization Act;
(2} the terms of the contract benefited mailers users as a whole, and satisfied
the general ratemaking standards of the Act; and (3) the package of rates and
services was offered “on the same terms to other potential users willing to
meet the same conditions of service” (U.S. Postal Rate Comimission
(2002d)}. The Postal Service, in its report to Congress, also concluded that
postal rate contracts could be implemented under current law.

Later in 2002, the Postal Service filed a request with the Postal Rale
Commission for approval of an NSA with Capital One Scrvices, Inc., a
major credit card issuer that was reputedly the largest single mailer of First-
Class Mail in the United States. For the three-year term of the proposcd
NSA, Capital One agreed to: (1} update the addresses in its mailing lists
more frequently than required by the Postal Service’s existing address
hygiene rules; and (2) waive physical return of First Class solicitation mail
that is undeliverable as addressed. In exchange, the Postal Service agreed to
provide discounts, ranging from threc to six cents per piece, [or First Class
bulk volumes exceeding 1.225 billion pieces per year, the annual volume
that Capital One was projected to mail without the discounts:



286 Chapter 14

Table 1
Annual volume of First Class bulk presoried mail Discount
entered by Capital One (picces) ($ per piece)
0 to 1,225,000,000 -
1,225,000,001 to 1,275,000,000 0.030
1,275,000,001 to 1,325,000,000 0.035
1,325,000,001 to 1,375,000,000 0.040
1,375.,600,001 to 1,450,000,000 0.045
1,450,000,001 to 1,525,000,000 0.050
1,525,000,001 to 1,500,000,000 0.055
1,600,000,001 and above 0,050

The NSA thus had the dual purposes of encouraging Capital One (1) to
engage In cost-saving practices not otherwise required by the Postal Service,
and {2) to encourage Capital One to mail additional volumes of high-margin
First Class mail (US Postal Rate Commission (2602b)).

On May 15, 2003, the Commission rccommended approval of the
proposed NSA, The Commission held that NSAs were authorized by Postal
Reorganization Act, and did not violate the statutory prohibition against
undue discrimination. The Commission limited the propesed NSA in one
major respect, however. Finding that the Postal Service and Capital One had
failed to offcr a “plausible” estimate of the volume of First Class mail that
Capital One would entered even without the discounts, the Commission
imposed a limit of $40.6 million on the aggregate amount of discounts that
Capital One could receive over the three-year life of the contract (US Postal
Rate Commission {2003a)). The Governors of the Postal Service voted to
implement the NSA on September 1, 2003,

In the wake of the Capital One case, the Commission estabiished general
rules in February 2004 to govern future NSA cases. The final rules spell out
in detail the evidence that must be submitted in suppeort of the agreement.
The required data include, among other things, the complete terms of the
NSA; its anticipated effect on the Postal Service’s volumes, costs and
revenues; and the impact of the NSA on competitors of the Postal Service
and its NSA partner, and on mail users generally. More information is
required to support a “baseline” NSA {a NSA of first impression) than an
NSA that is “functionally equivalent” to an NSA previously approved by the
Commission (US Postal Rate Commisgion (2004a)). The Commission also
has stated its willingness to waive some of the information requirements on a
showing that the information “is not avaiiable and cannot be made available
without undue burden.” fd.

Neither Cap One case nor the rules adopted in 2004 resolved whether the
Postal Scrvice could extend rate discounts to individual mailers solely to
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respond to competitive threats to existing mail volume., And the
Commission has had no reason to consider the issue in any subsequent case:
the only two NSA proposals submitted to the Commission for approval since
the Capital One case arc functionally equivalent agreements with other
credit card issuers.

4. POLICY ISSUES RAISED BY SELECTIVE
DISCOUNTING TO PRESERVE EXISTING MAIL
VOLUME

Why has the Postal Service not sought to offer selective rate discounts to
stem the loss of high margin First Class billing and payment mail to the
Internet? And why has the Postal Rate Commission failed to encourage this
strategy? The reason appears to be a widely held assumption in the postal
community that volume retention discounts are virtually illegal per se. In
2002, for example, the Commission stated that negotiated rates, if
“unaccompanied by a change in service conditions that provides cost
justification,” are a “problematical approach™ (US Postal Rate Commission
(2002d), 13).

The assumption, however, is at odds with regulatory precedent. As noted
above in Section 3.1, other regulated utilities and common carriers in the
United States have long been allowed to offer discounts to narrowly limited
groups of customers (o mect competition. And, as explained in section 3.2,
courts and regulatory agencics have extended this principle during the past
three decades by upholding rate discounts offercd in contracts with
individual ratepayers.®

There also appears to be no compelling economic argument against
volume-retention discounts. Forbidding the Postal Service from offering
discounts needed to retain high-markup First Class mail volume in the face
of intermodal competition from the internet would result in the neediess loss
of the volume to the competing mode of comrunication; reduce the net
contribution to the Postal Service’s revenues available from the mail; and
leave other mailers no better off, and at worst [acing higher costs if the
Postal Service raised its remaining rates to offset its reduction in total
earnings.

®  As Ware has noted, “Pricing flexibility, including the ability to offer volume discounis, is

consistent with both antitrust principles and practice, which allow price differences across
customers to meel competition and/or if costs differ among customers, Regulations has
also permitted such pricing; [or example, the FCC and state regulators have authorized
many volume discounts and individual customer rates for lelecommunications services.”
{(Ware, 379).
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The opponents of volume-retention discounts generally argue that the
discounts would (1) unfairly burden other classes or subclasses of mail or
(2) unduly discriminate against competing users of the same class of mail
(i.e., First Class mail). For the reasons explained next, available regulatory
nmiechanisms should be able to accommodate these concerns,

4.1 Whether Volume-Retention Discounts Would
Unfairly Burden Other Classes Of Mail

Rate discounts for one kind of mail do not unfairly burden other classes
or subclasses of mail if the net effect of the discounts is to reduce the
contribution to total postal costs that the rest of the mail would otherwise be
required to bear (US Postal Rate Commission (2003a), ¥ 2006. If volume-
retention discounts allow the Postal Service to retain a net contribution to
institutional costs that otherwise would be lost to intramodal or intermodal
competition, the discounts “work to the mutual benefit of mail users and the
postal system as a whole.”

More generally, economic price discrimination can enhance overall
economic efficiency. A large share of Postal Service costs are fixed (in
postal parlance, are “institutional™): they do not change with the volume of
output.” Hence, equating each rate to the “attributable” (roughly speaking,
“variable” or “incremental” costs) of a service would not produce encugh
tevenue to cover total system costs. To recover total costs, including
institutional or fixed and common costs, the Postal Service must set at least
some rates above attributable cost (Kahn (1970), I:136).

The necessary markups cannot be uniform. The varying levels of
competition and elasticitics of demand for postal services make fully
distributed cost pricing unworkable, Where competition is strongest and
demand most price-clastic, raising rates to fully distributed costs would
simply drive away volume, forfeiting the contribution to institutional costs
that this volume could make (Kahn (1970), 1:155, 199). Because
competition holds some rates below fully-distributed costs, other rates must
be set above fully distributed costs if, total are to be recovered (Baumol and
Bradford (1970), Scherer and Ross (1990), 496-499).

Second (and in any event}, uniform markups would not serve the best
interests of mailers, consumers and society as a whole. Ramsey pricing
theory indicates that when a firm must set some prices above marginal cost
to recover total costs, economic efficiency is maximized by charging the
highest markups over marginal costs for the services whose demand is least
“elastic” {sensitive to price). Prices that satisfy this rule (also known loosely

Roughly 38 cents out of every dollar of total postal costs are institutional (Danner (1999)).



14. Selective Rate Discounts To Preserve First-Class Mail Volume 289

as the “inverse elasticity™ rule) are called Ramsecy prices (Crew and
Kleindorfer (1992), 23-26, Ware, 382-84). Fully allocated cost prices differ
from Ramsey prices except in the purely theoretical instance of a firm that
faces identical elasticities of demand for all of its services.?

This is all fine in theory, the skeptic may reply, but these efficiencies will
be realized in practice only if the rate discounts are reasonably calibrated to
competitive alternatives and elasticities of demand. If the Postal Service
simply gives away the store, the benefits of volume-retention discounts will
be illusory.

First critics might argue that any volume-retention discounts for billing
and bill payment mail would be ineffective and thus inherently wasteful; if
these kinds of communication arc going to migrate to the Internet in any
event, the Postal Service would maximize the present value of the remaining
contribution from this declining line of business by opting for a strategy ol
short-run profit maximization instead of sacrificing margins in a vain effort
to stem the inevitabie loss of business. As noted above in Section 2,
however, the demise of First-Class mail as a medium of EBPP is hardly
eminent. While consumers that have already adopted EBPP are unlikely to
revert to payment by mail even if the Postal Service reduced the cost of
postage to zero, a significant percentage of consumers—particularly older
and poorer individuals—appear highly resistant to abandoning payment by
mail for many years to come. Between those extremes, there appears to be a
continuum of consumers whose demand for payment-by-mail is likely to be
responsive to changes in its cost. For these rcasons, the willingness of credit
card issuers to make the initial fixed investment in establishing and
marketing EBPP is also likely to be affected at the margin by the price of
First-Class postage. Moreover, the high margins currently earned by the
Postal Service on bill presentment and payment mail mean that even deeply
discounted rates can still make & positive net contribution to the Postal
Service fixed costs. Hence, to the extent that consumers perceive EBPP as a
higher quality substitute for traditional means of bill payment, discounting to
reduce loss of First-Class velume to EBPP should be a rational strategy for
the Postal Service. See Scherer & Ross (1990}, 363-64,

Second, critics might argue that, even if properly designed volume
discounts could benefit the Postal Service in some circumstances, the Postal
Service canuot be trusted to limit discounts to the optimal level for each

¥ Kahn (1970), 1:155; Braeutigam (1980). Ramsey pricing is more efficient than fully
allocated cost pricing because Ramsey pricing comes closer to the efliciency of marginal
cost pricing. ' When marginal cost pricing does not permit recovery of total costs, Ramsey
prices are the next most efficient alternative, because they minimize the distortion of
consumption patterns that results when prices exceed marginal cost.  Scherer & Ross
(1990, 498-99.
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customer. As Panzar testified in the Capital One NSA case, the assumption
that bilateral negotiations result in a rate schedule that makes all ratepayers
better off holds only if the firm is a profit maximizer—and the Postal Service
is not.”

The extent to which the Postal Service and other national postal
enterprises actually behave as a profit-maximizers (or cost-minimizers) is a
question beyond the scope of this paper, On the one hand, the Postal Service
responds to the demands of a variety of interest groups, with a wide variety
of goals for the Postal Service other than profit-maximization (Bradley,
Colvin, Perking (2004), 172-173). On the other hand, a financial death spiral
could obviously have adverse consequences for Postal Service management.
Moreover, to the extent that the Postal Service undergoes a period when its
earnings fall chronically short of its regulatory break-even constraint {i.e.,
the constraint is non-binding), the Postal Service’s incentives may be closer
to those of an unconstrained profit-maximizer than to a rate-of-return
regulated monopoly.'

The desirability of volume-retention discounts does not turn on the this
issue, however. Under existing law, the Postal Rate Commission retains
regulatory oversight of proposed NSAs and niche classifications. Hence,
interested parties who believe that proposed discounts are unwarranted or
excessive in light of market conditions are entitled to raise the issue on
review of the proposed arrangement, and the Commission is entitled to
adjudicate the issue based on the cvidence submitted by all parties.

4.2 Whether Volume-Retention Discounts Would
Discriminate Unduly Against Competing Users Of
The Same Class Of Mail

A separate question is whether volume-retention discounts wonld
discriminate unduly against other mailers within the same class of mail. The
issue is particularly important because First Class mail is not just a consumer
good, but an input used by many firms as an input of production. Many of
those firms compete against one another in downstream markets. Volume-
retention discounts, if offered to some of these firms but not others,
obviously could distort the competitive performance of downstream markets.

The Commission has adopted two policies aimed at these concerns.
First, it has announced a preference for offering rate discounts through niche

% Panzar (2003), 5-6, 13, 20; see also US Postal Rate Commission (2003a), 4 5084 (“the
Postal Service cannot be relied upon to negotiate NSAs that maximize the public benefits
(represented by the added contribution to postal net revenue) to be derived from them™).
For an explanation of how the Postal Service analyzes and negotiates proposed contract
rates, see Adra, Ayub, Crum and Plunkett (2004).

v
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classifications rather than mailer-specific NSAs, where possible, Niche
classifications, unlike NSAs, are common carrier services that the Postal
Service must make available to all mailers that tender the necessary mail
volumes and comply with the other published terms and conditions of the
rates (US Postal Rate Comumission (2003a), 993034-3040). Second, the
Commission has establishcd rules requiring the Postal Service to offer the
terms of a given NSA to similarly situated mailers by negotiating
*functionally equivalent” NSAs with those mailers (id., ] 7001-7026; US
Postal Rate Commission (2004a).

A separate concern involves the concern that velume discounts would
discriminate unfairly against smaller mailers. Panzar has argued that volume
discounts, even though designed for large users, are “inhcrently
- nondiscriminatory” because “the same outlay schedule is available to all
consumers” {Panzar (2003)). As he has acknowledged, however, this is a
complete answer only when ratepayers do not compete against one another
in downstrcam markets; when they do, volume discounts may disadvantage
smaller mailers vis-a-vis larger mailers {id.).

A more complete answer must focus on the cost structure of the non-
postal competitive threat. If the threat of ¢lectronic diversion varies with the
size of the mailer {e.g., because there are scale economies associated with
the establishment of an on-line site for bill presentment and payment), then it
is difficult to argue that barring the postal service from offering discounts to
meet this competitive threat will make smaller mailers better off. In this
scenario, the source of their competitive disadvantage is their scale, not the
Postal Service’s rate structure. Conversely, if the threat of electronic
diversion lacks significant scale economies, then a linear (i.e., non-volume
based) discount structure may be a sufficient competitive response.

5. CONCLUSION

The growing competitive threat to the Postal Service’s role as a medium
for electronic bill presentment and payment (“EBPP”) is similar to the
competitive challenges that other regulated network industries—including
the transportation, energy, and telecommunications industries—have faced
from intermodal competition. Unlike other regulated industries, however,
the Postal Service has not tried to meet this threat by offering targeted rate
reductions aimed at stemming the loss of this high-margin business. The
inaction appears to slem from the belicf, widely shared in the postal
community, that volume-retention discounts constitte undue discrimination,
ar are otherwise inconsistent with the Postal Service’s common carrier
status. This paper has argued that volume-retention discounts of this kind, if
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reasonably calibrated to the competitive threat from the Internet, would be
consistent with established legal standards for price discrimination.
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1. INTRODUCTION

The aim of the liberalization of the European postal markets, as laid
down in the European Postal Directive 2002, is to achieve more competition
n its postal markets. A competitive market will result in lower costs of
resources used to deliver services, lower market prices, higher quality of
services and thus an increase in overall value created. At first sight, the
incorporation of stale postal services, then the privatization of those
corporations, and next the partial tiberalization of postal markets, did have a
tremendous beneficial effect on costs, quality of service, and the
development of postal service firms like Deutsche Post in Germany and TPG
Post in the Netherlands, This liberalization is aimed at introducing
competition in local markets. New entrants in local markets may be new
firms starting from scratch, e.g. Sandd in the Netherlands, or they may be a
subsidiary of a postal firm having its home market in another country, e.g.
TPGPost in the UK. This phenomenon of incumbents taking footholds in
cach other markets, adds a new dimension in the market dynamics of the
European postal markets. These footholds are to be interpreted as a change
from the competition /n national postal markets to a competition for the
European market. This change from competition in markets to competition
for markets may have different effects for large and for small countries: the
first having a natural advantage over the latter. Add to this that postal
services, as part of the wider business of logistic services, by its very nature
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have L-curve relations between average costs and volume, as a result of
which large companies have an advantage over smaller companies. The L~
curve relations suggest that in the end the result of the liberalization of the
European postal markets is not that the market structure will develop into a
state of pure competition, that is, a large number of players, but that most
likely the outcome will be that a few players dominate this market. The
unfolding of this scenario is supported by the phenomenon of asymmetric
liberalization, as this presently is the case in Europe. Even more, the process
of liberalization of postal markets has entered a new phase in its
development, in which some players to compete for the European postal
market deliberately use asymmetric liberalization. To present our argument
we summarize in Section 2 the main argument for liberalization and explain
why the benefits of liberalization arc not naturally disiributed equally across
countries and companies of different sizes. Section 3 briefly describes the
current state of the postal liberalization process, showing the asymmetry
between the member states. Section 4 explains the changing nature of the
business of postal services and the strategies the key market players are
pursuing. Section 5 introduces the concept of strategic supremacy, which we
will subsequently use in section 6 to analyze the present situation in four
major postal markets, [n Section 7 we describe the new phase of
development in European postal markets, suggesting that asymmetric
liberalizations deliberately is used in strategies to compete for markets. In
Scction 8 we formulate several conclusions on the basis of the analysis
presented.

2, THE TRUE NATURE OF FREE TRADE AND
LIBERALIZATION'

The policy of privatization (this is, transferring ownership of state run
postal services to private ownership, be it closely held or in public
corporations) and liberalization (that is lifling regulatory restrictions and
monopolies in postal services) is pursued to increase the general welfare in a
country: lower consumer prices, higher economic growth, minimizing
externalities with respect to the environment, etc. The results of the
liberalization of markets in the western world after the Second World War
by and large have proven the nco-classical economic theory to be true
(Turner, 2001; Yergin & Stanislaw, 1998). Liberalization of markets may
however also lcad to counter-intuitive results: increasing prices and lower
quality of services (as in the case of the liberalization of the Dutch taxi-

! The title of this section is inspired by (Kay, 2003)
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market and in the case of the Californian electricity market (Stiglitz, 2003)).
In the case of the European postal markets it is assumed that the
liberalization and integration of its markets will contribute to the growth of
the European economy and thus its welfare. The Dutch Planning Agency
estimates that achieving the single European market will increase the gross
national income with 6.5% (Mooij & Tang, 2003:30). Traditional economic
theory assumes that benefits of economic integration, through liberalization
of trade, will equally benefit all economics involved.

This neo-classical theory comprises a number of assumptions on
liberalization, which do not hold up for the liberalization of the European
postal market. Traditional economic theory on free trade and integration of
markets assumes that the process of liberalization in the individual markets
is symmetric and synchronous and that neither differences in scale nor the
nature of technology affects the distribution of the benefits of this
liberalization and integration. Further, it is assumed that all cconomsics
involved have sufficient comparable advantages available to share equitable
in the created additional welfare. The underlying assumption is that
resources are not mobile, that is they cannot be removed from a country or
specific region. This is true for land as a production factor, but land is of
decreasing importance as a production factor, So it is for minerals and
infrastructures like distribution of electricity and water. The assumption of
non-mobility of preduction resources does not hold for capital, including
physical capital nor knowledge. Some services may be immobile in
geographic terms, e.g. the delivery of a letter at a specific address, but other
services, ¢.g. call center and other back office activitics are mobile, as is
demonstrated in the case of off shore call centers.

As a result value chains can be redefined in mobile and immobile
components, allowing firms more choice to optimize, across borders, their
manufacturing and delivery processes. The mobility of production resources
has two effects with respect to economic integration and free trade:

The combination of mobile production factors with free trade enables
firms with a large domestic market to concentrate mobile production and
back office activities in a single place, thus optimizing cconomics of scale.
As a result these firms can serve small adjacent markets with limited
additional investments and costs. The small country may enjoy lower prices,
but it will suffer loss of jobs, these especially being the knowledge intensive
jobs, thus suffering welfare effects;

Large companics with large home markets have an additional advantage,
as their mobile production factors, such as capital, knowledge and
infrastructure-type preduction capacity, enjoy increasing returns, While non-
mobile production factors, such as land, small-scale production and non-
knowledge intensive services are subject to the law of diminishing returns,
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The danger becomes apparent that the attractive compensation for capital,
knowledge and large-scale infrastructure-type production shifts to large
countries, while the profits on non-mobile production factors flow towards
these large countries through corporate holding relationships.?

According to the Stolper-Samuelson theorem, in the casc of significant
economies of scale, countries with abundant resources will benefit most of
economic integration (Grieco & lkenberry, 2003:47-49). In the case of
increasing return industries, the largest, most powerful economies are the
ones fo gain the most with free trade and economic integration. The
competitive advantage of countries or regions relates to the ability of
locations (regions, countries, or sub regions) to offer the immobile assets
necessary for the mobile assets of domestic and foreign firms to be used
more efficiently — both to add value to those assets and to create (through
innovation or tapping into indigenous capabilities) new assets (Dunning &
Wymbs, 2001),

With the postal services business being scale intensive, partly subject to
modularization and the European liberalization process being asymmetrical
the question should be raised whether the current liberalization progess in the
postal markets will lead to an equitable distribution of welfare benefits
between the six large countries and ningteen small countries. In Section 3 we
will briefly address the current (asymmetrical) stafus of the liberalization
process, while in Section 4 we will point out the relevance of economies of
scale in postal operations and the potential for modularization and sharing of
back-office functions within multi-business-multi-market firms.

3. THE ASYMMETRIC LIBERALTZATION IN
EUROPEAN POSTAL MARKETS

The formal state of liberalization in Europe can be split between a group
of pro-liberalization northern-European  countrics (United Kingdom,
Germany, Sweden, Denmark, Finland and the Ncetherlands) and a group of
southern member states (of which Belgium, France and Austria are the main
exponents) where the national postal markets are still hardly or not
accessible for third parties (Bot, 2003). Even in countries where the EU postal

* “The new trade theory incorporates scctors producing under increasing returns to scale in

general- equilibrium models, and has shown that trade liberalization may lead IRS
industries (industries that operate under increasing retums to scale) to flee countries with
small home markets” (Kind, 2002). [tlustrative to the argument is the stalement made by
the CEG of KPN, Ad Scheepbouwer, that KPN (Dutch Telecommunications Company)
contemplates on redirecting its investments to forcign countries, [let Financicel Dagblad,
11-08-2003
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directive is implemented correctly, practical entry barriers of a technical or
economical nature remain. Differences in the degree of liberalization
between postal markets result in asymmetrical competitive situations
between European market players. Companies operating from a protected
market have an advantage vis-a-vis firms operating from more liberalized
markets, as the firm from the protected market can access the more
liberalized markets, and thus attack de player in the liberalized home market,
while the other way around is frustrated.

The resistance to further liberalization of the European postal markets is
stronger than expected. A majorily of the European Union governments
refuses further liberalization. This resistance appears to be prompted by their
fear for a further increase in unemployment in the current economic climate,
but this may also be a cover for serving the interests of their national postal
companies ambitions for the European market.

4. THE NATURE OF THE BUSINESS OF POSTAL
SERVICES

To understand the dynamics of the European postal market and the
structures that may develop at industry level, it is necessary to understand
the context of the postal services. The nature of the business of postal
services can be described with respect to (a) its market(s) and (b) its
operational processes and (¢} whether it being a stand-alone business or
being part of a multi-business firm. Table 2 provides an overview of the
activities of the four main European market players, Deutsche Post, La
Poste, Royal Mail and TPG. This overview demonstrates that the portfolio of
these players is no longer confined to postal services.

Mail is both part of the communications market and the logistics market.
To its users mail is part of their total communication mix and budget.
However, from a process perspective, the postal service most logically is to
be defined as part of the market of logistic services. In the execution of
postal services synergies can be realized by sharing certain (parts of)
activities with other activities of the value chains of e.g. express, parcels and
logistics. In addition to operating synergies, financial synergies may exist
(internal financing) with unrelated activities, e.g. in the case of Deutsche
Post with its financial services. Figure 1 provides an overview of such
possible syncrgies.
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Table 1: Overview of Total Business Portfolio’s of Main European
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Sources: Annual Reporls 2002, TPG, DPWN, Royal Mail & La Poste. Notes: *) Due 1o
differences in rounding up/down and inter-company revenues, the percenlage of total
revenues does not always add up 1o 100. 13 TPG Post Postal concession report 2002, 2)
RegTP, Markibeobachtungsdaten Postmarkt, Auszug aus dem Jahresbericht 2002 der Reg
TP. 3) Rayal Mail, Regulatory Financial Statements 2003. 4) Contrat de Performances ct
de Convergences entre La Poste et I"Itat 2003-2007. 5) Mail revenues include parcels for
TPG Post. €) Including revenues of Global Mail, which Deutsche Post records under
Express. 7) Including parcel revenues for DPWN, Royal Mail and La Poste. 8) Total
revenues of DPWN arc € 42,179 million — € 2,924 million for other revenues /
consolidation.
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A process of unbundling of traditional vertically and functionally
integrated value chains is progressing in today’s economy (Evans &
Wurster, 2000). The rcason for this being that distinct parts of the value
chain have different profitability levels as a result of differences in
economies of scale and scope. Deutsche Post World Net is an example of a
large, multi-product-multi- market corporation that is building its own
group-wide infrastructures, to exploit economies of scale and scope and to
exploit its accumulated knowledge under its STAR program®. These
company-owned group-wide infrastructures are often called Shared Service
Centers and can be used in back-, mid- and front-office processes to support
market-oriented business units to enter new markets faster and cheaper than
was previously possible®. Initially it was believed that synergies between
mail, express and logistics were limited®, now the assumption is justified that
by implementing Shared Service Centers a great deal more synergics can be
realized systematically (Strikwerda, 2003). To this has to be added thaf the
value chain of postal delivery by technology and contracting can be perfectly
unbundled in scparate activities, each to be performed by separate,
specialized firms coordinated through the market (see Strikwerda in Kok et
al.}. The consequences hercof are that {a) the dynamics in the competition in
postal services no lenger should be considered only through the lens of
vertical integration, but should be considered as well through the lens of
horizontal competing; (b) as this unbundling corresponds with that in other
logistic services, exploiting synergies along functional specialized axis is
possible; (¢) competition in postal services will be from outside the
traditional business borders of postal services. Especially in this process of
unbundling players will try to compete through cost effective infrastructures.
Given the cost-dynamics of these synergetic infrastructure activities,
companies will pursue infrastructures on a pan-Buropean or even global
scale. The business units (being the commercial or market oriented
activities) within such a group have a rather diverse optimal volume, varying
from very small (Local postal delivery) to pan-European (European account
management, logistics). The implication of the existence of large
international groups, consisting of both Shared Scrviee Centers and market
oriented business untts with strongly divergent optimal scales, is that these
international players can serve local and national markets at lower costs,
than their national or local counterparts. The former chasm between local
responsiveness versus global economies is becoming smaller and is actually

* Annual Report Deutsche Post World Net, 2002:12-17

From the perspeciive of an investor, respeclively ol the group holding, these business units

have lower entry and exir costs

® Siatement made by the European Commission in Case No. [V/M.1168 DHL/Deutsche
Post, cited in (RBB, 2003)
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reversed to a logical and necessary combination, with the help of modem
technology.

With physical mail volumes declining as a result of substitution by e-mail
and other Internet message services, several former postal operators are
expanding their portfolio of activitics inte other areas in order to pursue a
sustainable corporate strategy. As Table 2 shows, most players have
expanded into the related parcels, express and logistics markets, while some
players are also (still) active in the market for financial services. With most
companies being active in both protected and free markets, this raises the
question how asymmetric liberalization may relale to or interfere with the
expansion strategy of national postal service providers, As the de facto mail
activities are not organized in single business firms and because synergies
are to be exploited between postal services and other activities, the future
competitive configuration of the Buropean postal market cannot be analyzed
at the level of the mail business. This argument is supported by the fact that
il is not attractive to reinvest the free cash flows generated by the declining
mail business, into the existing mail activities {(apart from investments
needed to increase efficiency and to broaden its geographical operations). It
could be argued that the resulting cash flow should be handed over to the
open capital market, which it will then reinvest in new opportunities.
However, modern enterprises promise their stakeholders sustainability in
order to maximize stakeholder value themselves, including shareholder
value, and therefore opt to reinvest the free cash flow through their internal
capital market into new opportunities.

S. THE CONCEPT OF STRATEGIC SUPREMACY

Which theoretical concepts are available to analyze, describe and predict
a possible outcome in terms of market structure, number of players etc. for
the European postal market? The traditional field of strategic management is
restricted to the conduct-level of the SCP-paradigm, whilst the field of
industrial organization is limited to pricing behavior. What needs to be
acknowledged is that firms not only compete for customers or for market
share, but also display conduct to push competitors from a market, pursuc
containment strategies, etc. (D'Aveni, 1994). In a way firms pursne power
strategies in and for markets comparable with geo-political players in
international relations (D" Aveni, 2001). In this paper we will use D’ Aveni’s
concept of strategic supremacy to analyze and describe what will likely
happen in the European postal market. D'Aveni’s concept of strategic
supremacy consists of three clements: the concept of spheres of interests, the
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concept of competitive pressure and the concept of competitive
configuration.

Figure 2. " Aveni’s sphere of interests (D*Aveni, 2001:29-31),

.--’___'_'_ _\_\_\_""\--\__

Forward Positions

Vital Interests

Buffers

Pivotal Zone

D’ Aveni, see Figure 2, describes the activities of a firm in terms of core
activities (those products, markets with respectively in which the firm
generates its major cash flow, now and in the future), in vital interests (this
sphere consists of products, brands, distribution ete. that contribute to the
profitability of the core activities, through for example complementarity and
its ability for attracting customers, although in themsclves less profitable
then the core activities), buffer activities (this consists of products or other
activities that hinder competitors to attack core activities or vital intercsts),
pivotal zone (products that reflect the future products and markets of the
firm) and forward positions (products, pesitions in geo-market to attack
specific competitors). This portfolio of activities, which D Aveni defines as
a sphere of intercsts, serves to optimize the company’s power base as
prerequisite to sustainable revenues and profit. Firms may usc this labeling
of their activities and especially that of their competitors to analyze the way
they compete. By taking footholds in each other’'s markets, firms may signal
their intentions and learn about response capacity of their competitors, [n the
next section we will use the concept of the sphere of interest to analyze the
competition in the European postal markets.

The second element in the concept of strategic supremacy is competitive
pressure. D" Aveni (2001:295} defines this operationally as:
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et

In which:

My, = the magnitude of the pressure felt by the focal firm (@) from its
overlaps with competitor (6);

Sai = Euro (or unit) sales of focal firm (4) in the geo-product market ;

S, = total euro (or unit) sales of focal firm (a) in all its geo-~product
markets;

S8« = Euro (or unit) sales of competitor () in geo-product market /;

S = total dollar (or unit) sales of all competitors and the focal firm in

geo-product market /;

i = a geo-product market among the » geo-product markets served by
both focal firm (&) and competitor (&)

The first term in the equation, (8,/S,), 1s a measure of the importance of
the geo-product market 7 to the focal firm (@). The practical meaning of
competitive pressure is whether one or more competitors of the focal firm
have the ability to choke the (free) cash flow, which focal firm (a) enjoys
from its activities in geo-product market /. This choking of the cash flow
may be through price competition (above the line, below the line), forcing
the focal firm to spend more on marketing, merchandising, product
differentiation, etc. Reducing the cash flow of the focal firm (a}, especially if
the cash flow generated in market / is the main source of cash flow, may
restrict the focal firm () in its resources and ability to expand to new
markets, future sources of income and profit, or disable the focal firm to
make investments in new products or technology. In the formula the sales
volume of the focal firm is taken as proxy for the (free) cash flow, as many
corporations do not publish the specific sources of their free cash flow
explicitly. In other cases this source may be known to competitors, e.g. in the
case of home markets, through disclosure or through business intelligence,
and competitors may choose lo, and often do, atlack the focal firm in that
geo-product market from which the focal firm gencrates most of its free cash
flow. In the case of state monopolies, as for some parts of the postal market,
competitors cannot attack the cash flow from those protected market
segments for legal reasons. In the case of a monopoly no competitor exists
and henoe term (Sg/5;) 18 zero and thus My, 1s zero. In the case the focal firm
has only one geo-product market: (S,/S,) = 1. D*Aveni's formula then
suggests that in this case the focal firm is more vulnerable for competition.
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The total competitive pressurc M, on a focal firm {a) with m (m<<w)
competitors §; and active in a total of » markets labeled 7 is:

m H S _ 5 ,
e

J=l\ el a ;

In which S; 1s the Buro {or unit} sales of competitor () in geo-product
market /.
In case of a single business firm the total competitive pressure is

" Sﬁ L Sm-
w55 X

i

That is, the total competitive pressure on focal firm (a) is 1 minus its own
market share” In case of the focal firm (&) being a monopolist, the
competitive pressure on (&) is zero. In case of infinite competitors (and focal
firm (a)’s market share being very small) the total competitive pressure is 1,
in this case of a pure market, assuming no friction etc., the marginal costs
will equal marginal revenue and the profit will be zero (in this case however,
the concept of strategic supremacy does not apply). In case that the focus
firm has one competitor who is a near monopolist (as in some postal
markets), and the focus firm is a single business firm with postal services
only, the competitive pressure is equal to the market share of the incurnbent
player, e.g. 0.95 in case the incumbent playcr has a market share of 95%. In
the following section we will apply D’Aveni’s formula to the situation of
some of the major Buropean postal markets.

What is the importance of differences in the order of magnitude between
companies market share within the same market, as is the case between the
European postal markets where market shares differ in the order of
magnitude of a factor =10, with the incumbent player holding a dominant
market share ~ 95% in its home market? A numerical example illustrates.

T I Aveni {2001:256) suggests that the pressure measures (M,,) should be scaled such that

their sum across all of a given focal firm’s competitors will be equal to one. From the
analysis given it follows that this scaling 1s not necessary and wrongly denics the role of
the market share of the focal firm.
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Table 2, Numerical example to calculate competitive pressure between
companies in geo-markets of comparable sizes.

Europc USA AP Tolal
Firm A 240 25 35 300
Firm B 64 210 6 280
Firm C 16 15 109 140
Total 320 250 150 70

Table 3 shows revenues for Firms A, B, C in the indicated markets, In
the example of Table 2 the competitive pressure of firm A on B is 0.25, and
the pressure of B on A is 0.23, computed by applying formula (1). Suppose
the USA market is much larger and the market shares o A and B in the USA
are ~1%, the numerical example is given in Table 3.

Table 3. Numerical example to calculate competitive pressure between
cempanies in geo-markets of strongly differing sizes.

Furope USA AP Tolal
Firm A 240 25 35 300
Firm B 64 2100 b 2170
Firm C 16 15 109 140
Total 320 2140 130 2610

In the example of Table 3 the competitive pressure of A on B is 0.03 and
the pressure of B on A is 0.25, computed by applying formula (1). More in
general, it can be argned that incumbents with large home markets naturally
exert a higher competitive pressure on incumbents with smaller home
markets.

The third element in D*Aveni’s concept of strategic supremacy is the
concept of competitive configuration. This concept describes what may
happen in a market with multiple players that exert different competitive
pressure on each other, be it in core markets or through pivotal and or
forward positions. [n gencral competitive configurations in mature markets,
with enilry barriers and fransparency with respect to pricing and other
competitive behavior, will tend to move to a balance of powers between a
few players, in order to avoid destructive competition and protect
profitability.

The current European postal market consists of six large countries and
ninctecn small{er) countries. It is doubtful if the corresponding situation of
six large postal service providers and nincicen small postal service providers
will automatically result in a stable competitive configuration, particularly in
view of the fact that postal services in several cases is part of a larger
(European} portfolio of activities. The question remains which stable
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competitive configuration may result from the liberalization process and
along which paths the migration will move. This question will be dealt with
in the next section.

6. THE COMPETITIVE CONFIGURATION IN
SOME EUROPEAN POSTAL MARKETS

Our analysis takes TPG as the focal postal firm, and our analysis is
concenirated on the four largest postal markets Germany, France, United
Kingdom and the Netherlands, in part due to restrictions in time and budget
and as this paper originates [rom a study performed for TPG Post on the
question what the possible effects are of asymmetric liberalization of the
European postal market on the Netherlands. The major players and their
respective positions in these four markets are depicted in Table 4.

Table 4. Market shares ¢f European pestal firms in each other’s
mail markets®

Mail Market Share Genmany France UK Netherlands
Deutsche Post 97% - License granted 2,5%
La Poste 0,5% iy - 0,1%
Royal Mail - 0,2% 96%; 1%
TPG 1% 0,19 1% 95%
II‘::I:E‘:"‘!;’I‘;’S“"“" €10b E10b €950 €4b

Table 4 shows that the incumbent firms are still the dominant players in
their home market and Table 2 shows that Mail for most players is their core
in terms of the sphere of interest. Using the spheres of interest, Table 4
suggests the pattern of footholds amongst the four playcrs, as shown in
Figure 3.

F NNT analysis on the basis of the Annual Reports (2002) of the four companies and reports

from the respective National Regulatory Agencics
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Figure 3. The pattern of footholds in four postal markets in Europe
La Poste

Deutsche

. B
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! s e P foothold presence in a part
LAY \____ S of finm 2 5 sphare; the
\ \ /./ T _ strength of the foothold is
— denoted by the size of the
\ B baxes at the end of the ling.,
Royal Mail TPG Post

The pattern of footholds throws some light on a possible pattern of
competitive configuration, e.g. that La Poste endures the least competition
and TPG the most, but two elements need to be added to this analysis. The
first is that significant differences exist in sizes of firms with respect to their
postal services, as depicted in Figure 4,

Figure 4. Overview of mail-turnover for the largest European players

Current Balance of power in the European postal market

Deutsche Post 'QF LA POSTE @
Mall Frevenye 2002 €12,905 M €11,123M €10,255 M

Posteitaliane mm?
Mail Revenus 2002 €4,102 M €4,005 M €2478 M €1,866 M

Sowiee: Annual Reports 2002
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However, total competitive pressure is to be taken across all aclivities ol
these firms, e.g. including their express, logistics and financial services,
Taken these into account, the power relations are suggested as in Figure 5.

Figure 5. The total turnover of the players in the postal market
Ovenview of total relative size between main players in 1he European postal market

Deutsche Post QY
LA POSTE @
[ .

Totd ¢ 39265 €17.332 €12.940 €11.782 €7.3M €4.288 €2.581

Rewenue

Source Annual Repons 2002

The second thing to be taken into account is that differences between the
four countries exist with respect to liberalization. The Dutch market
currently being ahead in liberalization, the UK market being opened up to a
large extent in 2003 with full liberalization expected in 2007, the German
market still relatively protected as a result of a complex license system and
the French market in practice still being closed. The effect of this
asymmmetric liberalization is that the players from the more protected markets
can access the more open markets of its competitors, draining its cash flows,
while the opposite is not possible for the players from the more liberalized
markets. Add to this that La Poste and Deutsche Post both have an additional
protected source of cash flow in terms of their financial services activities
(vital interest), leaving competitors only with the opportunity to altack the
companies butfers in Express and Logistics. Taking this into account the
pattern of footholds in Figure 3 needs to be redrawn as in Figure 6.

In the case of the US United Parcel Service (UPS) versus Deutsche Post,
UPS charged Deutsche Post to use its profit (cash flow) generated in its
monopoly activities in letters to subsidize its price competition on parcel
express services in an atternpt to push UPS from the market. The European
Commission sentenced Deutsch Post with a fine of 24 million curo. In July
1999 the Buropean Commission has started an inquiry whether Deutsche
Post amongst others, uses its cash flow from protected core and vital interest
activities to compete with other players in the postal and logistic markets
(Miert, 2004). Also in the case of the Belgian Post the BEuropean
Commission has ruled that it used cash flow from its protected core activities
to compete with other players in either their core or forward positions. More
in general we see that in the fight for the future European postal, express and
logistics market, players use asymmetric liberalization to develop and play
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out a competitive game that can adequately be described by D’Aveni’s
concept of sphere of interests. The fact of asymmetric liberalization therefore
results in asymmetric competition and asymmetric competitive pressure.

Figure 6. Deutsche Post and La Poste are able to attack Royal Mail

and TPG from protected, walled sources of cash flow

Deutsche La Posta

TPG Post

Royal Mail

Calculating the competitive pressure for the four main European postal
companies on the basis of their mail revenues in each other’s markets

provides the following result (see Figure 7).
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Figure 7. Competitive pressure calculated for four players postal
activities’

Overview of total cormpetitive pressure between the leading postal playvers based on mail actiities only

Both Cross Border
Mail and
domestic mail

032

EUR 12808M , . O0F

003 M- - Cross Border

Mail only

Domestic Mail
License
recaived

0.001:

ELR 10,253 M

Cross Border
Mail 3nd 3 $mal donehe mad
cperation of RMin France

. ¢ G E’

Pressure measures 0.01-010 011-0.29 0.30-040 = 0,40
Ao, Toehold {(Marginal . e Substantial Overlap
Explanation Overiap) Solid Foothold Sirong Foothold (Clear Invasion)

Source: D*Avend, 2001 and NNI Analysis

As was to be expected, on the basis of the size of its home market and its
total portfoiio, Deutsche Post exerts a significantly higher competitive
pressure on TPG Post than vice versa. When, as in the case of TPG, that
market generates a relatively high proportion of the total free cash flow of a
company, the wvulnerability of that firm for new entrants increases
proportionally. In the case of TPG the mail activities make up 34,0 % of
TPG’s total revenues, but 66,7 % of its operational profit.

When taking all activities of the four players into account, an even more
dramatic picturc emerges with respect to the balance of powers, or lack
thercof.

’  Source: caleulations made by NNI, revenues based on the Annual Reporls 2002 of the four

companies, total market value figures for the respective markets are based on the reports of
the respective National Regulatory Associations (OPTA, PostComm, RegTP and the
performance-based contract between La Poste and the French Government). The
calculated competitive pressures in this figure suggest a certain accuracy, which does not
correspond to the accuracy of the sources used. Given the conceptual nature of this report,
we forgo a formal error analysis. It is sufficient to note that berween the highest calculated
competitive pressure and the lowest competitive pressure there is a difference of a factor
10. As the competitive pressure analysis is used for strategic decisions, and not for say the
determination of prices, this difference in magnitude is sufficient to draw conclusions.
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Figure 8. Competitive pressure between the four main players based on
their total portfolio, including mail, express, logistics and financial

services'”
Overview of total competitive pressurel the leading postal players based on total portfolio
0.5 e
2 )
Oeutschebost QF workd et L [RTPG
0.10 CEUR 11,782 M
EUR39255M o - D.0B 007 . el

+ mall licerse i -
cacaived 0.0 | :EU.EQ

EUR 12,853 M 0.05 EUR 17,332 M

. & U ’ E‘

Pressure measures 0.01-0.10 0.11-029 0.30-0.40 = 0.40

Explanation Toehold (Marginal Solid Foothold Strong Faothold Substantial Over!.“an
Qvarlap) (Clear Invasion)

Source: D"Awveni, 2001 and HNI Analysis

Clearly Deutsche Post is an unchallenged player in terms of competitive
pressure. The next question is whether this system of market powers is stable
or whether it may migrate to a different competitive configuration, assuming
full liberalization of all of the European postal markets. First of all different
stable competitive configurations exist, e.g. a small number of players of
equal size and exerting more or less the same competitive pressure on each
other. Another stable configuration may be one dominant, powerful player
and a large number of small non-powerful players.

A number of additional questions have to be asked in studying the
question what will be the end game in the European postal market. The first
question obviously is whether there will be a truly pan-European demand for
postal services in terms of decision-making, supply of post, negotiating
power, etc. In 2004, approximately 90% of the postal deliveries are local-
for-local and 10% is cross border. The structure of European market demand
does not seem to be a driving factor for pan-European postal players.

Technology may be a driving factor, as infrastructures preferably should
be pan-European to achieve lowest average costs. When restricted to (the
declining market for) mail services only, this most likely is not a strong

'® Source: sec foomote 8
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force. But the now wider portfolios of former incumbent postal operators
can, as a result of the network characicr of its operations, its typical cost
structure and cost dynamics, realize European economics of scale through
proprietary infrastructures and shared service centers,

The ambition of several players to become a leading European mail,
express and logistics company, is also a force that will shape the future
competitive configuration. Deutsche Post, La Poste and TPG have all
communicated their intentions lo lead in the European postal consolidation
process and have the cash (low to execute this strategy. Within these
companies ambitions and strategy the current status and pace of
liberalization in their home country has become an important “asset’ in their
strategic arsenal. Deutsche Post and La Poste seem to have understood the
value of this asset early on and have acted accordingly, towards their
government, But with the legislative power increasingly moving to a
European level, they will have to upgrade their negotiating power, e.g. with
respect to mandatory service levels, from a national level up to the level of
the European Commission. With the Express and Logistics activities gaining
in importance in each of these players portfolio’s, it is to be expected that it
in several years time it will be the logic of the open, scale-intensive logistics
market that will drive the future structure of the European market. With
ecenomies of scale being crucial for market success, we believe that the
future stable competitive configuration will more likely consist of 2 or 3
powerful players with perhaps some small players (which will be contained
by the larger powers in their possibility to expand), rather than the current
combinations of six large and nineteen small{er} companies.

7. A NEW PHASE IN THE PROCESS OF
LIBERALIZATION

The foregoing illustrates that the non-liberalization and especially the
asymmetric liberalization is in the interest of a number of firms, as this may
support their expansion strategy and their strategy to compete for the
European postal market instead of just competing within their market. More
in general it can be stated that the liberalization of the European markets has
entered a new phase in its development,

This new phase in the process of liberalization in postal markets starts
when postal services become part of a larger portfolio and cash flow from
postal services needs to be used to build new activities to compensate for the
(foreseeable) decline in the growth and profitability of postal services.
Whereas first liberalization of postal markets was needed to improve the
operalions of postal services, now non-liberalization is in the interest of
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firms who want to expand. Competition shifts from competition iz markets
to competition for markets, as all players realize that growth within the
European mail market can only come from entering foreign markets, In this
new phase incumbents use asymmetric liberalization as an instrument in the
power play for markets, in the run-up to full liberalization, Each of the
players benefits from promoting liberalization within the EU, as this
provides an opportunity for growth, but as soon as a time table is set, their
interest is in not complying to the arrangements made as this will put them in
an advantageous position vis-a-vis companies in countries that do implement
further liberalization. Without a mechanism for reciprocity, companics and
their national gevernments will retain an Incentive not to comply with
European legislation on further liberalization of the postal market.

National governments of smaller countries should become aware, that
their countries will not naturally get an equitable share in the distribution of
benefits from a liberalized and integrated European postal market, They may
enjoy lower prices, but the prices to be paid for that will be loss of power to
set service standards to supplicrs and loss of high end knowledge work
through the loss of head quarters (with a multiplier effect on supply firms).
To ensure fair and constructive competition between postal operators on a
European scale they should implement a reciprocity rule, allowing national
governments to block foreign companics from entering (segments of) their
national postal market, be it through their own start-up or through mergers
and acquisitions, in case the home market of the entering firm is closed. And
even then companies from small countries are at a disadvantage given the
differences in size of their home markets with those like Germany, England
and France. The national governments of small{er) countries should make a
conscious assessment and subsequent decision on the potential position of
their postal operators in a liberalized and integrated European market. [f the
decision turns out to be that the transport and logistics cluster within a
country will not be capable of capturing a lcading position in the future
European market, the government should actively support and stimulate the
innovative ability of its national economy to develop new sources of national
income and welfare in order to be able to absorb the free-falling production
factors that will be deployed within this cluster.

8. CONCLUSION

In this paper we asked ourselves a number of questions: who will benefit
from the liberalization of the European postal market, what will the end
game of the Buropean postal market look like and how can smaller states
secure an equitable share of the benefits given the current fact of
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asymmetrical liberalization and differcnces in sizes of home markets. We
may assume, on the basis of the historical process of liberalization of
markets, that in the long run the full liberalization of the European markets
will positively contribute to the wellare of all member states. With
economies of scale being so important for postal services, and its related
markets of express and logistics, the companies with large home markets
such as Deutsche Post and La Poste are in the advantage conform the
Stolper-Samuelson theorem. We thercfore believe that the future stable
competitive configuration will more likely be one in which 2 or 3 powerful
players lead the market, with perhaps some smaller playcrs serving purely
local markets (and which will be contained by the larger powers in their
possibility to expand). The current practice of asymmetrical Hberalization
supports this development, as it limits the growth of postal operators from
smaller companies, thereby deteriorating their future competitive position in
a liberalized and integrated European postal market. To create a fair playing
ground between larger and smaller countries, the European Commission
should implement a —temporary- reciprocity rule, allowing national
governments te block forcign companies operating from a non-liberalized
home market, to enter (segments of} their national postal market, be it
through an owned start-up or through mergers and acquisitions. However, in
the end there needs to be a fully liberalized European postal market. The
proposed reciprocity rule is a fair measure since companies from small
countries are at a disadvantage, even in case of reciprocity, because of their
small home markets. The rule should be used to allow the smaller member
states to speed up the innovation in their economies in order to absorb the
free-falling production factors in case their national postal and logistics
clusters cannot compete in an integrated Buropean market. Also, the
European Commission needs to view the future development of the postal
services no longer as a stand-alone business, but as an integral part of the
business of logistic scrvices, since the dynamics of that industry define the
dynamics of the postal services.
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Chapter 16

Postal Liberalization in the EU
A Small Step in Weights, a Giant Leap for the Market

Mark van der Horst
UPS

1. INTRODUCTION

Pastal Reform in the EU started in 1988. Its aim was to bring the postal
and delivery market in line with the single Buropean market, harmonizing
the postal service whilst guaranteeing provision of universal postal service.
The decision was made in 1997 to open the market in a gradual and
controlled fashion.

Between 2005 and 2007 legislators and stakehoiders will prepare the
“decisive step”. This step might be to reduce the 50 gram monopoly for
domestic letier mail that will be in place as of 1/1/2006 to 0 gram. Although
this looks like a small adjustment in weight, it is a significant change for the
market, Not only will it ¢ffectively open up the major share of the letter mail
market but — equally importantly — it will provide all parties involved with
an opportunity to address the loosc legislalive and regulatory ends that were
left in the previous rounds.

To do this in an effective way, all stakeholders and legislators should
change their traditional view on the postal markel and take the current
market situation, including the structure of modemized postal opcrators,
private competitors and (lack of) correct application of competition rules
into account. The role of the regulator and the scope of universal service will
have to be re-assessed. This paper seeks to provide input to this process.
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In Section 2 — Gradual Opening - we will describe the steps taken to
open the postal sector, the results of these steps and areas that need to be
addressed such as price control and use of monopoly profits for acquisitions.

In Section 3 — Shifting Postal Paradigms — we will address the need for
paradigm shifts with regards to 3 critical tenets of the postal sector: the
social function of the postal operator, the scope of the universal service and
the use of monopolies as funding mechanisms.

We will conclude by indicating that a proposal for further market
opening in the postal sector will require all stakcholders to take today’s
market realities into account. We will require new legislation fo call for full
separation of commercial and public service aspects of the operators
involved in the market.

2. GRADUAL OPENING
2.1 The starting point

The first initiatives taken to develop a framework for liberalization of the
postal market in the Eurcpean Union were taken pursuant to the Single
European Act (1985) and looking ahead towards a single European market
for services. The Commissien took the first steps in drafting a Green Paper
on Postal Liberalization in 1992 and invited the various stakeholders to
provide their input and expertise to the consultation and drafting.

The challenges included overall harmonization of the universal postal
service, provision of a coherent regulatory approach in the various member
states and the introduction of a financing methodology to cover the cost of
the universal service. The directive ensured that the broader delivery services
market would be enjoying the full benefit from a single European market for
delivery services. Hence competition had to be introduced and allowed for.
Existing national monopolies for the postal sector had to be harmonized and
ultimately reduced’.

In addition to a guarantee to provide universal postal service and
introduction of competition there was a third challcnge. National postal
operators {NPQ), state owned and often part of the adminisiration, had to
rethink their rele in a rapidly changing communications and delivery
services market. Traditional operational postal processes were subject to
innovation and the introduction of technology, the traditional mail market
was facing competition from new communication techniques. New markets

! The Commission’s 1992 Green Paper describes an equilibrium between harmonization and

market opening as the “preferred scenario since it (inds an appropriate balance” {page
237).
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such as the national and European express and parcel delivery market were
rapidly developing, providing growth opportunitics for traditional postal
operators as wcll as new private operators.

The development of a framework directive taking all these developments
into account tock 3 years (1992-1995) and was ultimately approved by the
European Parliament and Council of Ministers in December 1997. The
directive provided for harmonization of the postal monopoly for letter mail,
both domestic and outbound cross border, at 350 gram or 5 x basic tariff. It
set minimum reguirements for the universal service and identifies the
national authorities as being responsible to ensure provision of the universal
service. It also provides for the introduction of a national regulatory body
and an individual licensing regime for universal service providers, The
directive also introduced a number of principles that are to be applied
throughout the regulatory activily such as “tariffs to be geared to cost”,

EL TS

“transparency of accounts”, “size of the monopoly to be sct to the extent
necessary”, “no re-monopolization allowed”.

Safeguards for competition in the sector were reinforced by the
introduction of the Postal Notice (European Commission 1998) in 1998%,

The directive also introduced the notion of a gradual and controlled
opening of the market by setting a timeframe for further market opening and
the obligation to reduce the monopoly further over time*,

Indirectly the directive also provided for additional time (or NPOs to
realign their strategies and start restructuring programs. Some NPOs had
started these processes already in the late 1980°s and continued to make the
necessary changes during the last decade. Others only started to face this
challenge after the infroduction of the directive, arguably losing precious

time.
2.2 The second wave of market opening

In 2002 a second directive was approved, reducing the monopoly for
domestic letter mail further to 100 grams or 3x basic tariff by 1/1/2003 and
50 grams or 2.5x basic tatiff by 1/1/2006. The dircctive also provides for full
liberalization of outbound cross border mail but at the same time allows for
exemptions in this area if the necessity of the monopoly can be

Although the Directive introduces these concepts, it does nol define the concepts to a
degree that provides clarity upon enforcement. Enforcement of cost based pricing and
reduction of monopolies have not laken place 1o the extent possible.

The postal notice clarifies that “subsidizing activilies open lo compelition by allocating
their cost to reserved areas is likely to distort conpetition in breach of article 86™.

* Inarticle 7.3 of $7/67 it is stated that the Parliament and Council shall decide no later than
1/1/2000 on the further market opening, with effeet on 1/1/2003,
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demonstrated. This exemption has been uscd by countries such as Greece,
Spain, Luxembourg, [taly, Portugal, Ireland, and France. More importantly,
the directive also requires a “decisive step™ for further reduction of the letter
mail monopoly, subject to a review of the impact of liberalization on the
quality of universal service. The review and proposal will take place in 2006,
envisaging the decisive step to take effect in 2609.

On May 1, 2004, 10 new Member States have entered the European
Union. All these countries will have to modily national legislation to be
compliant with the EU Acquis Communautaire, including the postal
directives. Poland has negotiated an exception to this rule and will be
allowed to maintain a domestic letter mail monopoly of 350 gram and 3 x
basic tariff until 1/1/2006.

2.3 Small step, but important

The gradual and controlled opening of the postal sector will follow a
weight and price reduction based market opening scheme. By reducing the
weight threshold from 2 kg to 350 gram in 1999 and to 50 gram by 20006
certain portions of the letter mail market will open up to competition. As
already indicated by CTCON (1998)° this process is not a linear process, The
initial reduction to 350 gram opened up 3% of the market (in revenue). By
2006, when the weight threshold is reduced to 50 gram, 65.2% of the letter
mail market will still be reserved. The value of the letter mail market is
estimated at 54 billion Euro’.

According to the CTcon study 53.2% of the letter mail market is located
in the 0-20 gram segment (excluding direct mail}. This explains why the
reduction of the monopoly from 50 to 0 gram is significant with regard to the
revenue base affected. It would, however, be a mistake to look at the impact
of this reduction merely as a potential loss of volume, revenue and profit for
the incumbent.

The gradual and controlled reduction of the domestic letter mail
monopoly between 1999 and 2003 has alrcady resulled in a number of
market developments that help to appreciate the full and positive impact of
this approach.

Whereas some originally feared for loss of jobs in the postal and delivery
service sector as a result of market opening and — more impottantly - the

The word “decisive” supgesls that this decision will contain the end scenario for the
liberalization debate.

Study on the weight and price limits of the reserved arca in the postal sector, page 34, CT
Con, November 1998

Report from the Commission to thc Europcan Parliament and the Council on the
application of the Postal Directive 97/67/EC, Com (2002) 632 final, pages 51 and further.
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innovation processes embraced by NPOs to prepare for competition, the
sector has been able to increase employment overall by 4.7% between [995-
2000. This growth is mainly driven by the development of new activities and
commercial service. [t is however important to note that the NPOs have also
been able to maintain employment levels throughout the period 1995-2000
(PLS Rambell 2002).

Despite the original concern that volumes in the traditional letter mail
market are declining, postal operators have embraced the opportunity to
enter national postal markets outside their own national market. Private
operators are also moving into the letter mail market. The UK has taken the
lead in this area with 3 operators entering the market: UK Mail, TPG and
Deutsche Post World Net. The UK example is even more interesting as the
introduction of competition has been made possible as the result of a volume
based market opening scheme that deviates from the EU based weight based
market opening. Royal Mail is still playing a considerable role in the overall
downstream access solution providing the sorting and ultimately delivery
capabilities. The compensation charged to the other parties is part of a
commercial agreement without direct involvement of the regulator. In the
Netherlands we also see new private mail companies entering the letter mail
market, focusing on printed materials and direct mail *

24 Areas to monitor

[n other markets we have seen a significant development of new services
offered via the traditional NPOs retail network. These services include
financial serviges, e-government services and other types of service
provision to users and consumers.

The quality of the basic letter mail service has been carefully monitored
and has improved. One area that does require further attention is the pricing
of the universal service. Most countries have increased their postal tariffs for
basic letter mail over time,

The basic stamp prices for delivery of domestic letter mail — a basic letter
— vary considerably. Austria, Germany are at the high end with a price of
0,55 Euro. New Member States such as Maita and Slovenia are at the low
end with a price of 0.16 Euro. Germany recently reduced its rate — as
instructed by the regulator — by 0.01 Euro. Stamp prices — specifically those
related to reserved services - do have a significant importance as they
generate the profits used to fund the universal service obligation (USQO).

Given the focus on the reduction of the size of the monopoly, it is also
important to reflect on the legal conditions attached to the postal monopoly.

*  Excluding direct mail from the reserved area has provided for business opportunities in the

Dutch letter mail market.
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The moenepoly thresholds as introduced by the directives set a maximum.
The monopoly can be used as compensation in exchange for taking on the
USQ, provided that the USO carries a financial burden that cannot be
covered by universal service revenues.

Both OPTA and NERA have argued that the profit levels achieved in the
mail divisions of national incumbents such as Deutsche Post and TPG are
however of such a nature that a menopoly is not required {OPTA 2002,
NERA 2003, p 36). Their analysis also supports further lowering of stamp
prices to avoid excessive profits. This observation is supported for Germany
by the German Competition authority in a paper by its chairman Martin
Hellwig (Monopol Kommission, 2003, p 124), In some cascs of price
increase, the alleged burden of universal service might be the driver of this
increase. This process would benefit from strong regulatory involvement and
transparency of accounts,

When reflecting on the impact on the ncxt siep of liberalization one
should also take the transformation of NPOs into account. Through a number
of acquisitions and joint ventures (often with majority share} postal opcrators
have not only transformed themselves, they have also changed the Eurapean
delivery market. A significant degree of consolidation has taken place over
the years. This has resulted in a reduced number of delivery service
operators that are not associated with NPOs.

Table 1: Estimated number and value of acqunisitions/JVs 1997 - 2({4

Operator Estimated Number of Esiimated Value
Acquisilions/JVs {Euro)
DPWN = 80 > 10 killion
TPG = 50 > 1.5 billion
Royal Mail =15 > 1 billion
La Poste =15 > 1.7 billion

The acquisitions are used to help provide additional sources of income
and revenue in markets outside the traditional domestic letter mail market
i.e. the collection, sorting, transportation and delivery of mail. One can
distinguish acquisitions aimed at broadening the involvement in the overall
mail services chain, inciuding letter shop and database management services,
international mail services complementing national mail services, financial
services and expansion of delivery services and supply chain services.

DPWN has expanded its international express and logistics capabilities
with the acquisitions of DHL, Danzas, Securicor, Trans-o-flex, VGL-
Nedloydd, Ducros and other players. Its mail chain activitics will benefit
from acquisitions like Skymail in the US, Quickmail, Selectmail, [nterlanden
Speedmail (UK). Financial Services have been develop via the acquisition of
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Postbank also generating additional funds for further acquisitions as a result
of the recent IPO raising more than 2,5 billion Euro,

French La Poste has developed a Buropean parce!l delivery network via
the acquisition of DPD and related companies such as Masterlink and
Parceline. A similar approach has been used by Royal Mail through the
acquisition of GLS — General Parcel. All these companies compete directly
with other — private — operators in the international parcel delivery market,

The dominant role of state owned operators in the market and increasing
trend of consolidation through state supported acquisitions has been
identified as a threat’ for the private transport and logistics sector and their
users (HALTE 2004).

These acquisitions increase the complexity of the new entitics and create
additional challenges for the NRA to maintain insight in the financial
structure and internal relationship between the various activities either being
from a USO nature or being strictly commercial. This is also demonstrated
by the ongoing legal dispute on the Chronopost case."™

These developments will require legislators, regulators and operators to
change their traditional paradigms and move away from bundling/combining
social/universal obligations with commercial/business objectives, To
continue combining the two roles by one national incumbent would put too
many restrictions on the development of a healthy and competitive market
for delivery services and it will also blur the dividing line that needs to be
respected when it comes to financing the social obligations.

The next round of debate will require a paradigm shift with regard to our
postal thinking.

3. SHIFTING POSTAL PARADIGMS

What are the traditional paradigms that we need to shift? There are a 3
postal tenets that need to be critically examined in order to move the debate

® In its report HALTE wrges the European Commission to be more rigorous in

implementing competition Tules to avoid further consolidation of the market by state
owned enterprises.

Judgment of the Court of Justice on July 3, 2003 in the Chronopost-UFEX case and of
Juiy 24, 2003 in the Alumark Case conlirms this increasing complexity. For the meaning of
the notion of State Aid in the present case the CFI refers to the Court of Justice judgment
in Case C-39/94, STEI vs La Postc point 62:  “ the provision of logistical and commercial
assistance by a pubfic undertaking to its subsidiaries, which are governed by private law
and carry on a activity open to free competition, is capable of constituting state aid within
the meaning of article 87 of the Treatv if the remuncration received is less than which
would have been demanded under normal market conditions”. This requires detailed
insight in the cost and compensation structure.
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forward; the postal operator has to provide a social function ; the Universal
Service should be allowed to evolve; and the fact that a monopoly is
required to finance the burden of the USO.

3.1 The postal operator has a social function.

It is not the operator who has the social obligation or social function. As
clearly indicated by the directives, the obligation for the provision of
universal service is upon the Member State. It has often been argued that the
postal service is embedded in the social fabric of a country. It is indeed hard
to contradict that postal service has played and will continue to play an
important role in the social and economical development of countries or
markets. This does however not imply that we should continue to run them
in their original fashion at all cost and taking the efficiencies embedded in
the operations for granted."

The debate on the role of public service has evolved significantly over
the last years. The European Commission has contributed to this debate by
issuing a grecn paper on Services of General Interest (European Commission
2003) and the Buropean Parliament has developed a number of resolutions
on this topic. All partics acknowledge the need for provision of basic service
to citizens, including for postal services.

“Services of General Interest are at the core of the political debate.
Indeed they touch upon the central question of the role public authorities
play in the market economy, in ensuring, on the one hand, the smooth
functioning of the market and compliance with the rules of the game by all
actors and, on the other hand, safeguarding the general interest, in
particular the satisfaction of citizens’ essential needs and the preservation of
public goods where the market fails'”. (emphasis added)

It is important to note that it is suggested that exceptional action is only
taken where the market fails, The high level of attention on this topic also
confirms that NOT all services provided by a postal operator are services of
general interest and could benefit from special regime with regard to
funding. It is important to accept that NPOs have moved on from being “the
mail man”. The social aspects of the services should be clearly defined and
separated from the corporate structure and development of the delivery

" Tn its 2002 decision to allow for aid to the ltalian Post, the Commission referred to : “This
very high cost can be explained by a number of factors such as the historically low
efficiency of the Italian posial operator, the reduced number of postal items per capita
sent in Traly relative to the size of the network, and especially the very heavy burden
imposed by the preferential tariff fin the press and nor-profit publications (which on ifs
own represents between 1/3 and half of the toral amount of net extra costs)”.

European Conumission, Green Paper on Services ol General Interest, Com (2003) 270
final.
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service multinational that might currently hold the national USO. A
company that provides global logistics and financial services, invests in
acquisitions across the border, participaics in joint ventures in South
American and Chinese markets can no longer be identified as the character
plaved by Jacques Tati in Jour de Fete.

One should take other players into consideration for meeting certain parts
of the universal service and not restrict the provision of these services to the
traditional incumbent, This consideration should not be limited to other
players in the same sector but expand into alternatives such as partnerships
with existing retail network operators such as supermarkets and gas stations.

Further postal reform can take place provided that we shift the traditional
paradigm and accept that the social aspects and role of postal services will be
provided for in a way thal they do not interfere with commercial
developments and do not create competitive distortion. In addition to the
sector specific rules provided for by the postal directives, the competition
rules will continue to prevail®.

3.2 Universal Service should be allowed to expand

The issue of a changing and expanding scope of universal service is
closely related to the social role of the postal service. The current directives
provide room for the scope of the universal service to change over time, to
meet changing customer needs. The current directives also define minimum
criteria for the universal service. It is up to the Member States to adapt these
criteria to the requirements of the local markets,

Some countries (Belgium, Austria) have included the delivery of
newspapers in the national USO. In the case of Austria, this particular
obligation does create a financial burden requiring additional funding .Other
countries refer to certain financial services such as pension payments as part
of the USO.

To increase accessibility and availability of some services, NPO have
introduced new innovative solutions in their retail outlets, making a wealth
of services such as e-mail, e-government services, payment and cash
coilection services available to their visitors.

The variety of activities listed under the universal service and the
difference in nature of the services — financial scrvices being very different
from delivery services, e-mail being different (rom traditional mail scrvices
— do create additional challenges for both service provider and regulator. In
addition it could be argued that the inclusion of certain aspects of delivery
services under the USO umbrella reduces the scope for the development of

* Buropean Commission, DG Competition, State Aid Policy, Non Paper on Services of
General Economic Interest and state aid, November 2002,
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solution via competitive means, impacting service quality and pricing.
Despite the objective - making certain basic services available to users — it
will remain challenging to assess to what extent state funded e-mail services
offered by a postal retail outlet distorts competition vis-3-vis e-mail services
at home, offered by a commercial operator,

Competition can provide for many of the evolving nceds in the market
place, more specifically because newly arising needs provide a clear
business potential whereas traditional mail services are provided in a market
with strong existing players and have higher barriers to entry. The conditions
to access the new markets should be non restrictive and open to all viable
players. A continued development and expansion of the USO could hamper
market dynamics,

A clear definition of a basic mail scrvice would also provide for easier
regulatory control by eliminating the broad variety of scrvices that would
need to be subject to controls. Initial fears that lack of development of the
scope of the universal service would not allow postal operators to cvolve
seems to be misplaced given the high degree of innovation and investment
already made in alternative services as reflected by the acquisitions and
strategic developments.

The USO does not need to expand. New consumer needs will be catered
for by commercial operators provided that operators are allowed te enter the
market. The concept of an evolving USO does not provide the necessary
incentives for commercial operators to do so. The sitvation would benefit
from a well defined minimal postal service obligation for letter mail that can
be regulated and surveyed by the NRA. This approach would also help to
reduce the need for funding and allow for further reduction of the rescrved
area whereas ongoing change and expansion of the USQ would only require
permanent assessment of the cost of the services provided and the
requirement to use monopoly proceeds.

33 A monopoly is required to fund the USO

This paradigm raises both legal and economic concerns, From a legal
perspective the monopoly is not required to fund the USO but it can be used
to the extent necessary to finance the burden of the USQO'. There are
alternatives to monopoly funding such as direct governments grants to cover
the excess cost of the obligation that cannot be financed by the proceeds of

Y Aricle 7 of EC Directive 97/67EC clearly introduces a pre-condition for the use of
monopaly and size of monopoly by stating “to the extent necessary”. This should be used
as the basis for making information of the burden of the USO and monopoly procecds
publicly available m order to demonstrate that the use of monopoly proceeds and the size
of the monopoly are based on the cost of USQO.
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the USO. As indicated earlier, the monopoly is a source of financing
received in exchange for a well defined service obligation.

The monopoly is an exception to the general competition rules that do not
allow for monopolies and should be considered as one of tools allowed
under article 86 of the EU treaties.

All 25 EU member states that allow for a reserved area have maximized
the scope of the reserved area to its ultimate weight limits. This leads one to
believe thal the burden of the USO is of such a nature that significant
funding is required. This approach is in contradiction with the observations
made by NERA in 1998'% and more recently in 2003 indicating that the USO
should not create a significant burden and that current mail operations create
healthy profit margins (NERA 2003).

Further reduction of the reserved area will require a fair and correct
analysis of the cost of the universal service and of the profits generated by
the postal monopoly. The cost of the USO — and the possible need for
monopoly funding ~ is largely driven by the scope of the USO and the
efficiency of the operations used to provide the USO. As indicated, the
nature of the universal service (including newspaper delivery and financial
services) drives the cost.

In a traditional postal operation, the relative cost of service and the
processing of items are also likely to increase when volumes drop below
150-200 items per capita (Cohen, Waller, 2004). Whereas current
justification of the use of the reserved area should be based on the current
service obligations, considerations for reducing the scope of the reserved
arcas should be open to reducing the universal service requirement, such as
the mumber of deliveries and collections per week.

3341 Alternative ways of funding are problematical

The cost of the universal service should also take -efficiency
improvements into account and move away from accepting certain known
practices. Although certain demographic and geographical aspects will
always continue to play a significant role in the calculation of cost of the
USO, other — culturally oriented aspects — should be evaluated in a stringent
way. The cost of maintaining a fully owned retail network is considerable
(NERA 2003) and should be cvaluated. In rccent years the European
Commission has allowed for over 15 billien euro of State funding to cover
inefficiencies, restructuring and other cases where tax money was used to
compensate for the losses occurred by the NPO or fund innovation and
modernization,

'* NERA, Costing and Financing of the USOs in the Postal Sector in the European Union
1998.
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Table 2: State Funding for NPOs

Member Staie Date Amount - Reason
{irecce 11/11/2003 415 million Euro

modernization of Greek postal infltastructure
Belgium 23/07/2003 297.5 million Euro

capital injection and tax excmptions to
compensate the cost of the services of general
SCONOmIC interest

Gireat Britain 27/05/2003 1.75 billion UKP compensation for rural delivery
network

1.15 billion UKP loan for banking services at
post oftice counters

Sweden 02/07/2002 44 million Euro cover expense of over-the-
counter banking services

Ttaly 12/03/2002 9 billion Euro to cover “traditionally low
efficiency”

Ireland 12/93/2002 12.7 million Euro for modernization of the

ngtionwide postal network

Source: DG Comp website, various

QOver 15 billion Buro of funding granted to national operators by their
national government and approved by the Commission. Direct funding of
universal service providers is an alternative, provided that a number of
conditions are met, The recent Altmark case provides additional guidance on
this issue.

3.3.2 Relevance of Altmark

The classification of state measures to finance or otherwise support the
provision of Services of General Economic Interest {SGEI) as notifiable
forms of state aid within the meaning of Article 87(1)EC has been clarified
to a certain extent by the ECJ ruling in Case C-280/00 Altmark Trans (July
2003). In this case the Court rejected the so-called compensation approach to
state measures which are designed to meet the financial burdens imposed on
companies entrusted with the provisions of such services. This is a welcome
development given the absence of a Community definition of the concept of
an SGEI as well as the continued rights of Member States to define the
nature and scope of such services, except in those few scctors where
harmonization directives have been adopted. These include post, energy,
telecommunications and transport. In these sectors, however, specific rules
have been adopted to define the types of services which are recognized as
SGEI or USOs. Any future Community imtiatives on the financing of SGEI
in general should not interfere with or otherwise affect the controlled market
liberalization processes which must be accomplished under these sectoral
Directives, If a clear division between these sector-specific measures and
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any general measures on the financing of SGEI is not maintained, this will
undermine the creation of a 'level playing field which the former set of
Directives seek to achieve and will only create unnecessary legal uncertainty
for all involved.

With respect to general measures relating to the financing of SGEI
outside theses specific sectors, the so-called Altmark criteria are to be
welcomed, The ECJ has struck a fair compromise between the legitimate
needs of Member States to ensure the provision of SGEI while at the same
time ensuring that any such financial support will not distort competition
through either over-compensation or unnecessary high levels of
compensation to inefficient operators. At the same time the Altmark criteria
are strict and they are cumulative. As a result there are likely to be numerous
cases where financial support for an SGEI provider has not been awarded
through a public tender or calculated on the basis of the ' most efficient
operator test’, as required by the Court in order to avoid the notification
obligation under Article 88(3) EC. Indeed where the provider of the SGEI is
an incumbent monopoly there can be little prospect, of or purpose in public
tender procedures,

The Commission has indeed recoguized the limited applicability of
Altmark and has published a draft decision, exempling 'small-scale' State
financing of public services altogether from the Treaty state aid notification
requirements, and a draft Framework setting out the conditions under which
‘large-scale’ state aid measures can be considered compatible with the
common market in accordance with Article 86(2). Neither measure is
entirely satisfactery from a legal or economic point of view. A major
objective should be to eliminate all risks of over-compensation which will
inevitably provide a permanent source for unfair cross-subsidization from
revenues earned in markets which are reserved to a public service provider
into markets open to competition. Surprisingly hardly any reference to this
objective is to be found in either the draft Framework or the draft Decision.

The draft decision will provide a straightforward exemption so that
various forms of compensation for supposedly small scale public services
will automatically be permitted provided that this does not exceed a yet to be
defined ' de mininimus' threshold. The Commission justifies this approach
because it assumes that smaller amounts of compensation to public service
providers with a limited turnover will not affect the development of trade
and competition. However the draft decision does not offer clear practical
distinctions between those financial measures which are to be categorized as
state aid and those which arc only supposed to provide compensation. This
may lead to unwanted confusion. A usclul and straightforward way of
mitigating this would be to expressly exclude all sectors subject to sector-
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specific Community rules on the provision of SGEI or USOs from the scope
of the Draft Decision.

4. CONCLUSION

The debate preceding the development of a proposal for further postal
reform should make a correct assessment of the situation in the market and
specifically with regard to the role and development of the traditional postal
operators entering new services and markets.

In addition to the continued provision of a broadly defined Universal
Service, most operators have cntered new activities and market and have
gone through significant restructuring. This process has been to a large
extent funded with government funding and proceeds from the reserved area,

The USQO continues to be broadly defined and may be broader than what
is efficient. It is not clear if markets have failed to provide solutions for some
of the activities that are still being included in the local USQOs. Nevertheless
the assumed burden of the obligation is used to justify access to the
maximum reserved area,

In some markets, private mail companies are entering the domestic lefter
mail market via licensing or by developing services that respect the reserved
area. These developments indicate that there is room for commetcial
development, indicating market potential. It is however difficult for smaller
operators to enter markets dominated by national incumbents.

NPOs have successfully acquired companies that provide services outside
the scope of traditional postal services and are integrating these services,
preparing for competition on a national, European and global level.

NPQOs cannot have it all ways. They have been allowed to modernize and
have expanded into commercial activities. At the same time they have
enjoyed exclusive right to a significant portion of the letter mail market to
compensate for the alleged burden of the USQ. This privilege carries
responsibilities including a requirement of greater accountability and
transparency. Future abuse of the privilege can only be avoided by full
separation between public service activities — there where the market fails to
provide solutions — and commercial and competitive services. If this can be
achieved with the next directive it would present a great leap forward for the
market rather than a small step by reducing weight.

The development of a policy for further reform of the postal and delivery
sector in the EU should take all these developments into account. Clear
separation of commercial activities from public service activities seem
required even more than before, given the high degree of restructuring and
‘acquisition that has taken place in the sector.
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Chapter 17

Paper or Electronic?
Preferred and Disfavored Reception Channels for Direct
Muarketing

Kari Elkeld
Finland Post Corp.

1. INTRODUCTION

Elkeld and Nikali (2003) recently estimated utility functions for
messages received by customers. Their questionnaire contained questions
about customer preferences for receiving messages. From responses, it was
concluded that most persons who now receive over 30 messages a week and
are threatened by a flood of messages would prefer to steer additional
messages to their e-mail. Consumers who receive less than 30 messages a
week prefer to use, in nearly equal proportions, letter, telephone and other
reception channels for additional messages.

The responses to the questionnaire suggested further questions. Initially,
it was planned that in order to better understand reception preferences,
further research would separate messages according to their content.
However, it was decided that the first area for analysis should be direct
marketing, which is one of the biggest parts of the messaging business. New
research focusing on consumer channel preferences for reception of
addressed direct marketing was thus planned and executed (Elkeld 2003).
That research is one of the main sources of this paper.

After this research was published late in 2003 in Finland, two other
surveys on message reception channel preferences became available from
the USA and Australia. In this paper results from these three studies are
compared and combined.
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The principie reason for interest in reception channel preferences is the
rapid growth in the use of electronic communication channcls and their
continuously developing new features. During this era it is important to
analyze not only in what way people are using the new channels, but also
which factors affect their choice of communication channel. The aim of this
paper is to outline the first stages in answering these important questions,

2. MAIN DATA SOURCES

This discourse is based on three principle data sources, which are from
Finland, Australia and the USA. The most important source derives from the
research “On paper or electronically” by Finland Post (Elkeld 2003). This
study focused on addressed direct marketing, for which the channel
alternatives examined were letter, phone call, text message and e-mail.
Respondents were asked to state their reception channel preferences in
different direct marketing situations. In addition to the preferred channel,
disfavored reception channels for direct marketing were also determined.
Circumstances of choice and changes between them were examined. The
Finnish data was & representative sample of 1600 Finns over the age of 12.
The data was collected in 2003 by TNS Gallup Finland wsing their weekly
panel in which respondents answer using an Internet form or via an
accessory connected to their TV set.

The second principle source is the survey “Reaching Consumers in the
Information Age” (TNS Australia 2003) commissioned by Australian Post.
This research provides the widest view of potential conmmmunication channels,
because in it the respondents were able to choose their preferred alternatives
from all targeted and mass communication channels. The object of the
questions was to determine consumer channel preferences for receiving
messages from organizations. The study provided excellent basic data with
the help of which it was possible to estimate the figures for reception
preferences for paper and addressed communication forms. The Australian
data is a representative sample of 1000 Australians in the age group 18-60
years. In 2003, TNS Australia made 1000 telephone interviews with those
persons mainly responsible for receiving and opening household mail.

The third main source is an American survey “Household Mail
Preference Study” (Pitney Bowes 2001, 2003) which concentrates the
preferences of consumers as to whether they wish to receive regular mail or
e-mail. Because this study was conducted three times during the period
1999-2003, it also provides an opportunity to evaluate the development that
has taken place over recent years. These studies utilized three representative
samples of over 17 year-old Americans. ICR {International Communications
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Research) made 1000 telephone interviews in 1999, another 1000 in 2001,
and 750 in 2003,

Table 1 shows the most important reception channels for marketing
communication and their basic properties. Some marketing communication
means have been omitted from the table, such as personal sclling and
billboards. The table also shows the coverage of these channels in each of
the three main data sources.

Table 1: Marketing communication — properties and analyses

Marketing channcl Targewed/  Mass  Paper  Electronic | Survey data
addrcssed  media sorces®
Letterymail, persenally addicssed X X AFU
Letterymail, nnaddressed X X AU
Catalogues, personally addressed x % A
ICatalogues, wnaddressed X 3 A
Newspapers X X A
Magazine X X A
Telephone X X AF
SMS X X AF
[Television X X A
[Radio X x A
Wehsites X X A
E-mail X X AFU

*Survey data available from: A = Australia, F = Finland, U = USA

Marketing communication can be split into targeted communication, i.e.,
addressed communication, and the mass media. Personally addressed letter
mail and catalogs are obviously targeted communication, as are also phone
calls, text messages (also called SMS or short message services) and e-mail
messages. Televiston and radio belong to the mass media. Newspapers and
periodicals can also be regarded as the media, although they can be delivered
to consumers addressed or personally, or as targeted groups. Also
unaddressed catalogues and letters can be considered as part of the mass
medta, even though in this case delivery can be locally targeted. As far as the
future is concerned, technelogicai development appears to be making the
boundary between targeted communication and the mass media more
difficult than ever to delineate.

The division of marketing communication into electronic and paper
forms is clear, because letters, catalogucs and papers are easily identified as
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paper products. Correspondingly, all communication through telenetworks,
broadcasting and Internet are electronic.

From the final column of table 1 it will be first observed that the research
by Finland Post {F) focused on addressed direct marketing. However,
addressed catalogues are not dealt with separately, since they are considered
to be letter post. Second, the Australian survey (A) covers the whole
spectrum of marketing communication channels. Third, it can be seen that
the studies conducted by Pitney Bowes (U) in the USA concentrate on a
simple dichotomy of regular mail and c-mail.

3. PREFERRED RECEPTION CHANNELS FOR
MARKETING

3.1 The Effect of Message Content on Channel
Preference

In the Australian survey “Reaching Consumers in the Information Age.
How Australian consumers prefer organizations to communicate with them”
(TNS Australia 2003) respondents were asked which reception channel they
prefer in different marketing siteations. Respoadents usually chose at least
one channel but some chose several channels because multiple answers were
allowed. It was also possible to answer “none” or “den’t know™ and this
alternative was usually chosen 10-20 percent of the time. For these reasons
the total sum of revealed preferences can be above or below 100 percent.
The percentages of preferred reception channels for different customer
message contents can be seen in table 2.

Addressed letter mail is clearly the preferred reception channel for
customer messages having diverse content. The letter is particularly popular
in the case of those messages that are important to the recipient, such as
loyalty customer communication and information for regular customers or
letters to members. | In these cases almost all consumers chose one preferred
delivery channel. So in fact there are very few multiple answers, and
therelore the total revealed preference is about 100 percent,

! Loyalty customers arc regular customers with special status. An cxample of such

customers would be “frequent flyers.” Often such customers are given a plastic card to be
uscd when paying. Conscquently, the seller gets all the data about the customer’s
purchases over time. Subsequently, the customer receives special offers, bonuses and other
benefits, such as invitations to special events. Customers vsvally receive a monthly direct
marketing letter and/or magazine, and these are at least partly based on the informatlion
ahout the customer’s previous purchases. This materisl that the customer receives is
termed here loyalty customer information.
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Table 2: Preferred media for recciving marketing and promotional
communications in Australia according to customer message contents

Preferred
Reception Marketing Message Contents
Chunnel
Loyalty Clubd Invitations | News | Advertising | New product
CUKLOTNET membership | to special | and . and ANNOUICEMENES
commmunication | newsletters | cvents/ | updines | promotionad
& i nales naterial
Mail {personalised) T1% 62% 548 46% 305k 26%
Mai? {uniehdressed) 25 T 125 7% o5 11%
Catalogues 1% 1% A% 2% % 4%
{personalised)
Catalopues 1% 2% a% 4% 15% 125
{unaddressed}
Newshpers 3% 5% el 1 5% 1656 19%
Magazine 1% 2% 3% 3 5% 10
Television 3% 6% 16% 20% 29% 4455
Radic 1% 1% 4% 6% T% 9%
Websites 1% 2% 1% 3% A% 3%
E-1mail s 1256 % 1345 &% 8%
Other % % % 6% 6% &%
Total revealed 99% 106% 123% 125 142G 1545
preferences
None or don't know 134 12% 10% B 11% 6%

New product announcements are a different story. Customers prefer to
view these on television. In this case addressed letter mail 15 the second most
popular channel but consumers cheose also newspapers, catalogs,
unaddressed mail and many other channels so that the total revealed
preference rises above 150 percent. Consumers clearly like multichannel
reception of new product announcements.

Summing the entries for the first 6 rows of Table 2 and dividing by the
Total Revealed Preference entry (the second last row of Table 2), we obtain
an aggregate measure of the reception preference for paper communication
for various customer messages. This is fairly large. It is greatest for loyalty
customer communication (79%), club and membership newsletters (75%),
and invitations to coming events (71%). Even for new product
anmouncements, a majority of the respondents want to reccive the
information in paper form (53% by our aggregate measure). The strength of
paper communication in custemer messaging i1s mainly based on the great
popularity of addressed letter communication.
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Table 3}: Address use preferences for receiving marketing and
promotional communications in Australia according to marketing
message contents

Preferred
Reception Marketing Message Contents
Channgl
Tovalty Clubf Tnvitations  |News |Advertising |New pradoct
customer |mermhership |o speciul — |and and ATMOURCETICTES
communication fhewsletters  |events/sales Jupdates |promational
& info material
Postal address T3% 59% 46% 38% 25% 19%
Femnail address 9% 11% 1% 10% 6% 5%
Tota] address B2% Ti¥se 53% 485 3t 244
preference

In customer communication, clearly the popularity of addressing varies
on both sides of the mean of 51% (the average of the entrics in the last row
of table 3). Addressed reception is considered more tmportant for loyalty
customer communication and letters to members. Conversely, in the case of
new product announcements, advertisements and sales promotions, the
majority of respondents favored unaddressed communication. For many,
addressing involves a postal address. Averaging across the columns of Table
3, we see that only 8% prefer to receive marketing and promotional
messages via e-mail.

3.2 The Effect of the Industry and Customer
Relationship on Channel Preferences

The Australian research (TNS Australia 2003} discussed immediately
above also measures the effect of the sender’s industry on channel
preferences. In table 4 there are three industries and in every industry
consumers are divided into customers and non-customers. Customer
relationship was determined by asking from respondents if they were or were
not customers for certain types of organizations. This gives six classes or
columns for which the channel preferences are given in table 4. The Table
presents average channel preferences for every industry. In addition, several
interesting channel preferences from the sub-branches of these industries
should be noted.

For service sector customers addressed letter messaging is the most
preferred way to receive messages. It is especially popular with the
customers of banking and finance (66%), the utilities (65%) and
telecommunications (54%). In these industries addressed letter mail is also
the favorite of non-customers, although in their case its popularity is clearly
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of lesser significance. On the other hand, for restaurants, travel and real
estate no media can be shown to be the most preferred, although in addition
to addressed letter mail, unaddressed catalogs, newspapers and television are
relatively popular channels of reception. A clearly preferred channel is
lacking in these industries among both customers and non-customers.

Table 4: Preferred media for receiving advertising and promotional
information in Australia according to industry — customers and non-

customers
Praferted reception channel Customer Relationship and Industry Sector
Service sector Naot-for-profit Retail seclor
Customer Non- Supporter Non- Custorer MNem-
Customer SuppoLer Customer

Mail (personalised) 405 3% A% 18% 15% Fh
Mlail (onaddressed) 12% 17%: 17% 20% 17%: 18%
Catalogues (personalised) 3% 2% 2% 2% T% 6%
Catalogues (unaddressed) 1% 1% &% Qhh 36% 3%
Newspapers 12% 16%: 1% 15% 14% 16%%
Magazine 2% 3% 2% 1% 16% 3%
Television 1% 17 % 12%: 165 3% 16%
Radio 3% 455 5% 5% 4% 4%
Websites 2% 2% 1% 150 14 1%
E-migil 56 3% 4% 2% 30 1%h
Other 7% +% 8% 3% 3% 1%
Tota! revealed preferences 1085 102% 101% w2 1195 115
Nong or don't know 16% 0% 229 25% 174k 17%h

Consumers behave in a different way towards the retail sector. In
particular, customers prefer that offers from department stores,
supermarkets, hardware outlets and fashion stores be displayed in picture
catalogs, which do not need to be addressed. This applies to both customers
and non-customers of retail stores. An exception to this finding is auto
manufacturers and dealers; their customers prefer to read automobile adverts
in newspapers or see them on television,

From the total revealed preferences (the second last row of table 4} we
can see that multichannel reception of marketing material is most popular in
the retail sector and least popular in the not-for-profit sector, which includes
clubs, the charities and political parties. In every sector customers are more
inclined towards multichannel reception than non-customers.

Also, it is clear that paper communication has a firm status in all
industries (table 5). 1t is favored by over 70 percent of customers and non-
customers from each industry. The customers of retail stores, in particular,
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are more willing to receive paper communication. The type of marketing
communication in paper form preferred from retail stores is primarily letter
mail and catalogs. On the other hand, marketing messages on paper from the
service sector and non-profit organizations would be preferred in the form of
letter communication or newspaper advertisements.

Table 5: Proportional preferences for receiving advertising and
promotional information in Australia according to industry and
customer type (customers and non-customers)

Preferred Customer Type and Industry Scetor
Reception Service sector Not-for-profit Retail sector
Channel

Customer Nen-  [Supporter| Non-  JCustomer| Non-

Customer Supporler Cuslomer

Preference for T4% % N% % 882 7%
Paper
Preference for 44 28% 30% 23% 20% 14%
Addressed
Communicalions

The addressed reception of marketing communication is not considered a
parttcularly important area of activity. In the service sector, preference for
addressed reception by customers exceeds 50 percent only in banking,
telecommunications and utilities compantes. In the retail trade address use
preference falls below 25 percent, regardless of the branch of activity and the
type of customer relationship. Only 2 percent of customers and only 1
percent of non-customers want retail trade marketing sent through their e-
mail addresses,

E-mail and the Internet have been available so long in developed
countries that they are accepted chananels for most consumers. This does not
mean that they are favorite channels. Only a minority of consumers prefer to
receive marketing material through them. Although changing to electronic
communication does produce cost efficiencies in business-to-business
comununication, for the consumer, paper communication is often better than
electronic in everyday situations. On the other hand, in the retail business
consumers wish to respect the independence of the retailer. They consider it
important that marketing material be available, but do not necessarily wish
to surrender their own address to the retailer.
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4. RECEFPTION CHANNELS OF ADDRESSED
DIRECT MARKETING

4.1 Preferred, Accepted and Disfavored Channels

The study by Finland Post {Elkeld 2003) focused on addressed direct
marketing and examined the reception channel preferences for letter, phone
call, text message and e-mail in different cases. As noted above, this study
administered a survey to a representative sample of 1600 Finnish citizens
above the age of 12. In the questionnaire, respondents revealed first their
most preferred reception channel. It was also possible to answer, “don’t
know”, as indeed some 14 percent of respondents did. After naming their
“favorite” choice, they were asked to name from zero to four other reception
channels they were not willing to use. We refer to these as “disfavored”
channels. The rest of the channels that consumers did not designate as either
“favorite” or “disfavored” are referred to as “accepted” channels.

The central part of the survey consisted of three pairs of cases, in which a
comparison was made of the effect of the nmumber of messages {(few or
many}, frequency of messages (seldom or often) and the customer
relationship {old or new). We will return to these separate cases later, First of
all, we will take a general view of direct marketing reception preferences for
the three ordinal preferences: preferred (favorite), accepted and disfavored.

Figure 1: Preferences for direct marketing reception channels in
Finland

W Preferred O Accepted B Disfavored

Phone call

Text message

eMalil 50 |

0% 0%

40 % 60 % 80 % 100 %
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In general, letter communication is overwhelmingly the preferred
reception channel for direct marketing. It was chosen by 55% of Finnish
respondents (figure 1). [n addition to extensive preference, there is very little
disfavor, which bolsters the conclusion that there is widespread acceptance
of marketing material via letter communication. The letter is distiked by only
just over 10% of consumers and the percentage of disfavor remains roughly
the same regardless of the recipient’s age, profession, total amount of
communication or Internet use. Advertising letters are not even disfavored
by the most active e-mail users.

About one-fifth (19%) of Finns say that they would prefer to receive
marketing via e-mail. Conversely, every third person (31%]) is not willing to
use e-mail as a marketing channel, and the reason is uwsually the lack of
adequate e-mail access. The more elderly age groups, in particular, are
unable to use e-mail. Nonetheless, e-mail is the second most accepted
reception channel, not far behind letters. Therefore, while there is little
enthusiasm for using e-mail to receive marketing information, neither is
there antipathy.

The same cannot be said for the receipt of marketing via the telephone.
Only 5% of respondents stated that the phone call is their preferred reception
channel for direct marketing; and over 60% of consumers wanted no
telemarketing at all. The popularity of text message advertising is almost as
low (7 %), even though they are not disfavored to the same degree (41 %).

4.2 E-Mail Preferences at a Standstill

For the reception of addressed direct marketing consumers consider their
choice as primarily between the letter and e-mail. Finnish consumers
estimate that both channels offer marketing possibilities that do not present
untimely intrusions and can be read regardless of time and place. Further,
unnecessary letters and e-mails can be both easily recognized and destroyed,

While a letter is considered to have the advantage of greater security and
hardware is not required for its reception, the strongest points about c-mail
are its speed, the possibility of avoiding paper wastage and lack of
restrictions on place of reception. Nevertheless, the speed of e-mail is
relative; because many holders of an e-mail address only read their home e-
mail once a week or once a month. In such cases, letter communication is for
them undoubtedly a faster reception channel.

Channel preference studies conducted in both Australia and Finland show
that letter communication is clearly a more desired marketing message
reception channel than e-mail. This conclusion is also supported by
American results from the survey “Household Mail Preference Study,
Regular Mail vs. Electronic Mail* {Pitney Bowes 20{H and 2003), in which
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the questions were simple pairwise comparisons contrasting paper and
electronic mail only. The added value of this study is that channel
preferences were measured three times, in 1999, 2001 and 2003,

In the Pitney Bowes market surveys, the problem of channel preferences
for new product announcements was resolved. Most surprising is their
finding that channel preferences have not changed in recent vears. The
popularity of regular mail, i.e., letter mail, has remained at the same level of
approximately 75% for the entire four-year period from 1999 to 2003. The
Pitney Bowes studies estimate the popularity of e-mail at about 209% over the
same period. What makes this result so surprising, taking into consideration
advance expectations, is that during the same period e-mail penetration in
the USA almost doubled, increasing from 34% to 62%.

Interestingly, similar result has been reported in the Finnish “Content
Survey of Letter Commmnication™ (Nikali and Heino 2003). The proportion
of consumers who now receive an offers or advertisements by post but
would prefer to receive them in an electronic form has remaincd at a level of
5-6% from 1999 to 2003 despite the increasing general use of e-mail.
Furthermore, letter recipients’ interest in transferring to e-mail actually fell
slightly over the period under review.

The situation can be clarified if the Finnish users of e-mail are studied
separately. In 1999, 21% of them would have preferred to receive through e-
mail an offer or advertisement delivered by post, but in 2003 there were only
13% still favoring electronic reception. During the same period e-muail
penetration at home had almost doubled from 20% to 36%. It scems clear
that new e-mail vsers are less willing to use e-mail compared with
experienced users. The letter, familiar and trustworthy, is still holding its
place; reception channel preferences appear to change at a very slow pace.

However, some consumers have an active attitude towards e-mail, text
messaging and the Internet. The existence of these digital message pioneers
suggests possibtlities of growth in the popularity of e-mail (Elkeld 2003},
The members of this group are generally 20-34 year-olds. However, not
even the members of this group disfavor letter communication, although they
accept direct marketing by e-mail just as readily as the letter. In ali other
groups the letter is without doubt the most popular. Since e-mail reception
preferences appear for the present to be at a standstill, the interesting
question arises as to which factors would probably produce growth in the
preferences for e-mail marketing and at what stage this would take place.

For the time being, the main impetus for transferring to electronic
communication would seem to be more the rationalization efforts of
companies sending mail than consumer reception preferences. This kind of
rationalization in consumer marketing is not necessarily a sensible policy,
since it 1y estimated (Pitney Bowes 2003} that, compared to the letter, e-mail
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is much more likely to be discarded without opening. Indeed, these estimates
suggest that consumers that e-mail remains unopened more than four times
as often as paper post. Further, in the course of two years the amount of
respondents who apparently intend to discard their e-mails has risen from 66
percent to 75%.

It scems that in the background is the fact that recently e-mail has been
clogged up with a deluge of uninteresting and untargeted advertising
messages (also known as “spam’), while at the same time an increase has
taken place in message viruses that has caused more harm still. An active e-
mail user can have tens of junk mail messages dumped on her/him every
day, perhaps even hundreds. It these cannot be eliminated through filtering
programs, legislation or other means, e-mail will never become an efficient
marketing channel.

4.3 Similar Letter Mail vs. E-mail Results from
Different Countries

We have gone through Australian, Finnish and American studies on the
reception channel preferences of marketing. The main difference between
those three studies was the number of reception channel alternatives that
respondents could choose in the questionnaire, The Australian study
included more than ten channels for receiving marketing. Finnish research
focused on four channels of addressed direct marketing. The American
studies concentrated on comparisons between letter and e-mail.

Figure 2 presents the primary choice between letter and e-mail i these
studies. In it, all other choices except letter and e-mail are incorporated in the
class “neither”. This class also includes those respondents who did not reveal
their preferences. The data from Finland and the USA are clear because
respondents could choose only one alternative. In the Australian study
multiple answers were allowed, from which it follows that the sum of
choices usvally exceeds 100%. Nevertheless, the length of the Austrafian
bars has been adjusted to 100% to allow a better comparison with Finland
and the USA.

It can be ascertained from Figure 2 that first and foremost, letter mail is
in all cases plainly more popular than e-mail. Second, it is evident that
increasing the number of answer alternatives from which to choose most
frequently reduces the chosen proportions of letter mail and e-mail.
However, in the reception of loyalty customer communication and
information, this does not have much effect, because in this case most people
choose letter mail or e-mail regardless of what other alternatives are on offer.

For its part the difference in new product announcements is the clearest
of all, because information concerning these is preferably desired through
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television or other mass media, and not so much by letter mail and e-mail.
Thus, 1n such cases many consumers wish to take personal responsibility for
receiving their marketing communications. In this case, the Australian
survey gives clearly a more realistic picture than the simplified paired
comparison of the US study, which did not encompass television or other
media in the evaluation.

Figure 2: Reception channel preferences for letter mail and e-mail
marketing in Australia, Finland and USA

|l Letter mail O Neither* @ E-mail |

: i Sumof |
AUSTRALIA> | : choices

i . , 112%
i Loyalty customer communication & info

; News and updates 195%

E 180%
New product announcements
FINLAND

100%
Loyalty customer offer once a month

100%
Loyalty customer offer once a week

UsSA |

100%

New product announcements
- — — -
0% 20% 40% 60% 80% 100%

* Neilher = AUSTRALIA: catalog, ncwspaper, magazine, phone, SMS, TV, radio, web, no
answer; FINL.AND: phonc, SMS, no answer; USA: no answer. Multiple answers allowed
only in Australia

*# In Australian results the bar length was adjusted to 100 % but unadjusted preference values
are prescnted

4.4 A Majority Opposes Telemarketing

Besides e-mail problems, the Americans have in recent years been
debating the escalation of telemarketing. A study by the Auriemma
Consulting Group (2001} in the USA asked about the most and least
preferred credit card marketing channels. In this consumer survey the most
popular was direct mail (32%), but mass media marketing almost reached
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the same level (309), as did also different Internet marketing forms (24%).
So there were no particular differences between preferred marketing
channels. On the other hand, telemarketing was clearly the least preferred
channel, with 39% of Americans not wanting to get credit card marketing
through that channel.

The Pitney Bowes (2003) survey contained a question concerning
through which channel consumers prefer least to receive mew product
announcements or product offerings from companies with which they
currently do not do business. Respondents had the possibility to choose
regular mail, e-mail or telephone. Again the least preferred channel turned
out 1o be the telephone, disfavored by 60% of respondents. The unpopularity
of paper mail and e-mail was on the same level; Both were disliked by 20%
of respondents.

Both of the two results from the USA concerning the disfaver of phone
calls are on the same level as in Finland where the average is 61% (Elkeld
2003). On the other hand, e-mail disfavor is greater in Finland (31%) and
letter disfavor smaller (12%) compared to the Pitney Bowes (2003) results.
A question concerning the disfavor of text messages as a means of receiving
marketing communications was also asked in Finland and dislike proved to
be substantial (41%). However, the results are not entirely comparable, since
in the American survey the respondents were limited to the disfavor of one
reception channel. On the other hand, in the Finnish survey it was possible to
indicate the dislike of all other channels with the exception of that which had
been chosen as the preferred channel in the previous question.

Telemarketing has started to irritatc Americans and in the past few vears
many pcople have listed themselves on the "Do-not-cali” register. Of the
respondents to the Pitney Bowes survey 61% had already joined or intended
to join, A comparable Robinson Register in Finland contains the names of
260,000 Finns that have prohibited marketing by telephone, which
corresponds to approximately 5% of the adult population, and addressed
direct marketing in paper form has been prohibited by 60,000 Finns, which
1s only 1% of the adult population.

In the Pitney Bowes study consumers were asked to compare the features
for marketing by mail and telephone (figure 3). Respondents could choose
between five features in determining which was better, mail or phone. It
turned out that the best feature of advertising mail was that it could be
retained and then read when most convenient to the recipient. Photos of
offers sent by post can be examined at leisure, giving a better impression of
the product features. An offer that arrives by post is experienced as more
persuasive, encouraging one to respond,
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Figure 3: Comparison of features of mail/phone marketing in the USA
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The sales telephone call 1s conspicuous for its negative features, which seem
to defend paper communication even more than the positive features of
paper communication itself. A phone call interrupts other activities and for
this reason is regarded as more intrusive than a marketing message arriving
by post. In the mind of the consumer a sales call forces one to make a quick
decision. For these reasons it is experienced as much more high-pressured
than marketing by mail. To some extent these reasons explain why in many
surveys the majority of respondents disfavored telemarketing and considered
it the most annoying marketing channel. Very often a marketing call comes
just when more important things have to be done. From the salesperson’s
point of view the call may seem efficient, because at this stage the customer
is often compelled to make a decision. Nevertheless, customers feel irritated
that they are forced to face a well-prepared sales person when they are not
themselves prepared, which puts them under pressure to make a quick
decision. The resistance to selling by telephone appears at a time when the
amount of communication is increasing at a fast rate. On the other hand, new
forms of communication also offer new possibilities more exciting than
before for the marketing community. Both courses of development increase
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the consumer’s desire to control the flood of messages by allowing a choice
of the most agreeable channels of reception.

5. DIVERSE RECEPTION SITUATIONS OF
DIRECT MARKETING

5.1 The Effect of the Frequency of Messages

The final part of this paper will concentrate only on survey results
obtained in Finland (Elkeld 2003). The purpose is to present some new
insights missing from other studies.

The effect of the density of the number of messages received via direct
marketing on channel choice was determined by comparing situations in
which direct marketing messages connected with a particular subject area
received was either “seldom” or “often”. The respondent was first asked to
select the preferred way of receiving a message in a situation in which (s)he
gets a loyalty customer offer once a month from a company from which
(s)he makes regular purchases. Second, the respondent was asked to state
those possible ways of receiving a message, which would be disfavored in
this sitnation. After that the same questions were presented in relation to a
situation in which the recipient gets a loyalty customer offer once a week
from a company from which (s)he makes regular purchases.

In figure 4 we can see four pairs of bars. Every pair presents preferences
for one reception channel. The upper bar of any pair presents the normal
situation, in which loyalty customer offers come monthly. On the other hand,
the customer may receive an offer once a week; the preference for that
possibility is shown by the lower bar of the pair presents the possibility of
getting an offer from a company once a week. The main point is to see the
effect of the {requency of messages and to compare a situation in which
micssages are received scldom to the situation when they are received often.

The letter 1s a particularly popular channel for receiving loyalty customer
offers once a month from a company from which regular purchases are made
{67%). The change from once a month to once a week of loyalty customer
offers causes a drop of 10 percentage points in the desirc to receive the
offers as a letter communication and shifts interest to the other three
channels. Of these the channel that has increased its percentage most is e-
mail, but the text message and telephone also increased their percentage.
Disfavor rises by a few percentage points for all channels.

As message density increases, letter communication is still to be regarded
as clearly the best reception channel for loyalty customer offers (56%) and
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the telephone the worst (4%). For weekly offers the letter is chosen over
three times as often as the second most popular channel, e-mail (18%). For
the reception of often recurring loyalty customer offers the text message is
also exceptionally popular (12%).

Figure 4: Preferred and disfavored reception channels in Finland for
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The loyalty customer offers of frequently used companies are considered
just as important whether they arrive monthly or weekly. Nevertheless, total
disfavor of channels is 10 percentage points greater for weekly offers. When
the message has meaning for oneself there is a desire to confirm it, but the
growth in message density also increascs the wish to eliminate undesired
reception channels.

Table 6 presents data on the effect on reception preference of an increase
in the frequency of Loyalty customer information. The data is displayed in a
transition matrix. The matrix is able to show how many customers changed
their reception preference from, say, letter to e-muail, when the direct
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marketing frequency increased from once a month, case {a), to once a week,
case (b).

Therefore, the matrix shows the reception preferences for the media in
cases (a) and (b). In each case, the sum of the figures in the row is the total
reception preference for that medium in case (a); the sum for the column is
the total preference in case (b). Clearly, the difference between those totals is
the total change in preference for that medivm. The terms on the diagonal
show the number of respondents whose preference did not change. All
percentages are presented as whole numbers. A missing number means that
the percentage is below 0.5%.

Table 6: Transition matrix from monthly to weckly loyalty customer
offer in Finland
Preferred Receplion Channeds | Case 1) Loyalty astomer of fer once a wedk Changefromcase a} to case )

Letter | Pheme | SMS [E-mail | No | Total § Addition | Reduction | Nep change
call angwer | a) | (epoings) | (Sepoints) | (Fpainis)
Casea) Letter 53% 2% 4% 6% 2% | 67% 3% 14% -11%
[Loyalty Phone call % 25 % % G 2% 2% % 2%
SMS 1% T T% 1% % 10% 5% 3% 2%
astoner
E-muil 1% % g 0% i 13% 8% 3% 5%
offeroncea [T % % % % % | 9% | % 2% 1%
month "Ttal b} 56% 4% 12% 18% 1% 0% 21% 225

The terms in the row represent the respondents which moved from a
specific preferred channel in case (a) to a different preferred channel in case
(b). The terms in the column represent those respondents which moved into
that specific channel in case (b) from ancther channel in case (a). For
example, the "Letter" row shows that in case (a), 67% of respondents chose
to receive it by letter. However, in case {b), many of the 67% switched their
reception preference to other media. From the "Letter” row it can be seen
that of that 67%, 53% still wanted to receive the communication by letter,
but the remainder had switched to other media: telephone (2%), text message
{4%) or e-mail (6%). However, in addition, as the "Letter”" column shows,
some who did not choose letter in case (a) changed their reception
preference from other media to letter. The "letter" column shows that 1
percentage point from each of text message, e-mail, or no response
previously now preferred to receive marketing information by letter.

In total, 56% of respondents in case (b) opted to receive marketing
information by letter. That is a net change of -11% compared with case {a).
Behind this is 3% addition and 14% reduction of letter choices between
cases {(a) and (b). The table shows that when marketing frequency increases,
its reception by letter becomes less popular. Other media become more
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popular, the reception preference for e-mail rising the most (5%). However,
letter (56%) remains by far the most popular means of receiving customer
loyalty information, with e-mail a distant second (18%). Furthermore, as the
figures in the diagonal show, most customers remain loyal in their choice of
preferred means of reception. In spite of that it is important to notice that
21% of consumers have different preferred channels under the scenarios
covered by cases (a) and (b) (where 21% is the sum of the absolute value of
the cntries in the last column).

5.2 The Effect of Product Familiarity and the Customer
Relationship

The actual effect of product familiarity and the customer relationship on
direct marketing channel choice was studied for the case of subscriptions. A
respondent was first asked to choose the most acceptable way of receiving a
personat offer for renewing an already existing subscription. In the second
stage a request was made to state those possiblc ways of receiving a
message, which were not acceptable at all in this casc. After that the same
questions were asked concerning a case in which the recipient gets an offer
of a magazine that includes the subjects of that person’s hobbies or work,
and about which that person is now hearing for the first time (figure 5).

Figure 5: Preferred and disfavored reception channels in Finland for
subscriptions
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The attitude is almost the same towards subscription renewals and new
periodicals. The letter is obviously the most popular means of reception.
Evidently, the difference is small because in both cases it is a question of
well-targeted direct marketing, for a type of product in which the customer is
known to be interested. It would be a different matter if, for example, a
magazine about cars were to be offered to a nature activist.

The popularity of the letter increases slightly as we move from the
subscription renewal to the new magazine offer, on account of the increase
of preference and the decrease of disfavor. Also, the popularity of e-mail is
growing slightly, but then a polarization is taking place, because both the
preference and disfavor percentages are increasing. In the case of new
magazines, the telephone and text message are still less preferred and more
disfavored channels.

The subscription for a periodical differs from other reception cases in that
marketing by telephone is preferred by 8-12%. Consumers primarily make a
choice between a letter and a phone call. Particularly in the case of
subscription renewals do some choose the telephone, which is an easy and
trouble-free way of confirming the uninterrupted arrival of a newspaper or
magazing,

53 Marketing oversupply and other extreme cases

Further light can be shed on the reception channel preferences of direct
marketing by looking at some extreme Finnish cases. There are at least two
quite favorable cases for possible utilization of channel preference data. The
total sum of revealed channel preferences i1s greatest in loyalty customer
offers and the total sum of revealed disfavors is smallest for subscription
renewal.

The reception of loyalty customer offers is considered so important that
in this case there is added enthusiasm for making the right reception channel
choice. Subscription renewals are so important that there is a desire (o attend
to the matter regardless of the channel used. There are even 12% who
approve of the telephone, whereas in other cases the figure is only a few
percent,

The clearest oversupply situation analyzed was the reception of 20
holiday offers 4 week, which really tries the patience of wonld-be recipients,
This type of message deluge noticeably increases the number of disfavored
reception channels and, on the other hand, it deflates enthusiasm to state the
preferred channel. If the marketing messages flood in, there will be two clear
changes, letter communication becomes less preferred and phone calls
become still more disfavored.
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In finding themselves in the middle of such a flood of messages many of
those persons that are best prepared to receive messages frequently change to
e-mail for a more satisfying reception channel even when they have under
normal circumstances preferred the letter. They have thus prepared
themselves for implementing a clear survival strategy aimed at extricating
themselves from the problem. On the other hand, of those not so well
prepared for dealing with messages, many become passive, i.e., make no
choice of preferred channei, even though in normal direct marketing
reception situations they generally choose the letter. So it is also a
precondition for the survival of the popularity of letter communication that
the number of dispatched messages for reception remains at a reasonable
level,

The proportion of those changing channel preferences in different direct
marketing cases is greatest when comparing an offer for the renewal of a
magazine subscription case to the case of 20 holiday trip offers a week. In
comparison of these two cases it was found that every second consumer
shifts the preferred reception channel. This alse clearly shows that general
direct marketing reception channel preferences do not exist; rather, even
individual consumer preferences vary considerably according to the
reception situation. This makes the utilizing of channel preference data more
challenging.

6. SUMMARY AND CONCLUSIONS

This discourse interpreted data collected from Australia, Finland and the
USA and found many similarities between those studies. The paper has
attempted to elucidate the picture concerning consumers’ marketing channel
preferences and the factors affecting them. The main findings can be
summarized as follows.

The results show that usnally a majority of consumers prefer letter mail
when receiving marketing communication. Additionally, those who disfavor
the letter account for about 10%. Thus, the letter is a very widely accepted
marketing chanmnel. Preferences for receiving marketing communication as e-
mail usually vary from 10 to 20%, while around 30% disfavor e-mail. A
clear majority of consumers also seern to accept e-mail marketing.

Since e-mail reception preferences appear for the present to be stable, the
interesting question arises as to which factors would probably produce
growth in the will to not only accept but also prefer e-mail marketing, and at
which stage this would take place. The group of digital message pioneers,
who prefer to receive mainly electronic messaging, is small today but when
will it become a majority?
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On the other hand, many consumers seem to want still more control over
the reception of direct marketing. So it will become more and more
important to receive messages through channels which are easy, acceptable
and do not annoy. In the future the precondition for effective marketing
seems to be based even more on knowing and respecting the channel
preferences of recipients.

If we are to understand and utilize the knowledge of preferred, accepted
and disfavored reception channels, further research and modeling of
influencing mechanisms will nevertheless be required. For the time being the
popularity of paper-based marketing communications has remained
somewhat stable, even though there are many electronic alternatives on
offer. A particularly important subject for future research would be to
delineate those factors that could possibly trigger a change in this situation.
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The Role of Pilot Projects in Facilitating Changes in
Work Organization in the Postal Sector Canadian
Case Study

Lynn Bue and Geoff Bickerton

Canadian Union of Postal Workers

1. INTRODUCTION

Throughout the world postal administrations and postal unions are
coming under intense pressure as they try to cope with the economic,
technological and political changes that are revolutionizing the
communications industry, Email, the Internet, and electronic fund transfers
pose enormous challenges to an industry whose culture remains heavily
shaped by the security of public ownership, legislative monopolies, and ever
increasing mail volumes and delivery points of call. The prospects of
deregulation and privatization place further pressures on the postal sector,
Increasingly private sector competitors demand open markets and challenge
the legitimacy of publicly owned postal services.

As a result of these developments, tranquility and stability have been
replaced with insecurity and doubt. Never before have postal services been
subjected to so many conflicting pressures to change. Postal administrations
are being required to simultaneously reduce costs and improve services. The
pressures on labor are especially acute, and unions that represent the millions
of postal workers worldwide must deal with demands for improved working
conditions and increased wages and benefits. This process is complex under
the best of circumstances, as integrated, nation-wide production processes
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have standardized work rules and practices that are embodicd in colleetive
agreements. Typically labour agreements are nation-wide covering many
operations and extend for several ycars. Therc is a strong tendency to
maintain the status guo.

Introducing change would be difficult even if management and labour
had the same objectives. However this is not the case. Managers often
perceive work rules designed to protect health and safety as unnecessary
impediments to productivity improvements. Proposals from either party are
usually greeted by the other with a healthy dose of skepticism. There is a
tendency of both sides to over-exaggerate the negative consequences of
proposals made by the other.

In democratic socictics, with a balancc of rights and powers between
labour and capital, it is unlikely that significant changes in the work process
can be introduced without conflict unless both management and workers see
benefits for themselves.! Is this possible? In such a labour intensive industry
as the postal sector, is it possible to Improve health and salely provisions al
the same time as introducing new measures to improve productivity? s it
possible to reduce unit labour costs while expanding opportunities for full-
time employment?

These are some of the questions that faced the management of Canada
Post Corporation (CPC) and the leadership of the Canadian Union of Postal
Workers (CUPW) as they negotiated a new collective bargaining agreement
in 2000. Realizing they could not reach an agreement on the fundamental
issues of work rules, workload, and contracting in, the parties agreed to
establish a joint process to test the proposals of both parties and then
evaluate the consequences. In 2003 the parties reached a collective
agreement including significant changes in the work rules and work methods
of letter carriers and in the processing and delivery of parcels.

This paper describes the joint process that was undertaken to achieve the
collective agreement and some of the accomplishments included therein. As
we nole, the knowledge gained by the joint process of experimentation
plaved a major role in shaping the proposals and responses of the parties in
the 2003 negotiations and led to the successful resolution of many
contentious issues.

2. BACKGROUND TO THE 2003 NEGOTIATIONS

In many ways the 2003 collective bargaining negoliations were an
extension of the failed negotiations of 1997. In that year the parties had

TA few vears ago this looked quite a daunting prospect as noted in Clark and Bickerton

{2002}, which provides an gvaluation of Canada Post's performance and labor relations.
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entered that round of bargaining with diametrically opposed objectives.
Canada Post was determined to cut the labour costs of the letter carriers and
truck drivers by $200 million. This would represent a reduction of
approximately 4,000 jobs or 20 per ¢cent of the full-time external work force.
CUPW entered negotiations determined to address the serious workload
issues that it believed had contributed to a 35% rise in injuries during the
previous two years,

To achieve significant staff reductions management tabled numerous
demands designed to reduce what it considered to be “unproductive time”.
The proposals included a requirement for lelter carriers to eat their meals on
the route instead of returning to their facilities for lunch, more use of private
vehicles, greater management ability to adjust work standards, reduced use
of public transport, more flexibility in providing replacement for absences
and a change in the timing of the lunch period which would c¢nable letter
carriers to take their lunch break prior to leaving the office,

To address health and safety issues the union demanded the right for
letter carriers to use carts, a reduction in the maximum weight limit, the re-
inclusion of unaddressed ad mail into the work measurement system, and a
process whereby mutual agreement was required prior to any change in the
evaluated work standards. The union also demanded that parcel delivery
work contracted out in 1989 should be re-integrated into postal operations,

The parties also had disputes on several other issues including benefits,
wages, staffing, and job security. The negotiations did not succeed and a
national postal strike commenced in mid November 1997. In early December
1997, after two weeks of strike action, the federal government intervened.
The back to work legislation provided for a government appointed arbitrator
who would decide on all of the issues in dispute with the exception of wages,
which were stipulated in the legislation.

The legislation required the arbitrator to render his award within three
months of his appointment. However the complexity of the issues resulted in
the hearings lasting almost two years. This meant that the decisions of the
arbitrator concerning work methods and work rules could not be effectively
implemented prior to the expiry of the three-year agrcement when they
would once again be up for re-negotiation, Confronted with a situation in
which the arbitrator’s decision would not likely resolve anything and more
likely only lead to further conflict, the parties returned to the bargaining
table in fate 1999 to once again try and negotiate a settlement.

These negotiations were successful on many important issues such as job
security, wages, health benefits, staffing, and pensions. However the parties
were unable to resolve the above-mentioned central issucs of workload,
work process and the use of contract workers in the parcel delivery work.
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3. A PROCESS TO TEST PROPOSALS

During the proceedings before the arbitralor, the union argued he should
not impese any major change in working conditions unless he was confident
there would be no unforescen negative consequences for the workers, The
Unien argued that any major change that might increase workload should be
tested in the real world prior to its introduction on a nation-wide basis. The
union believed that a process for testing its proposals was nccessary, as
management tended to overestimate the costs of the union’s proposals.
Eventually both parties recognizcd that negotiating significant changes in
work rules and working conditions would only be possible if they had a
shared perspective of the costs and benefits of the proposals and their
implications for jobs and health and safety,

To overcome the impasse the parties agreed to a process to test the ideas
of both parties prior to negotiating implementation, The purposc was to
“review the collection and delivery systems currently in place and develop a
new collection and delivery operating model designed to meet the needs of
the employees, the Corporation, and the customers”.’ The agreement
required the parties to establish pilot projects to test new collection and
delivery models. The provision, identified as Appendix AA in the collective
agreement, {and referred to as the AA process in this paper,) permitted the
parties to temporarily change provisions in the collective agreement to carry
out the pilot projects and permanently introduce new conditions of
employment after the completion of the pilot.

To develop and implement these projects a joint commitiee (the
Appendix AA Committee) was established. At the outset it was agreed that
the AA Committee would have to have significant resources and possess the
power and credibility required to obtain the active participation and support
of local management and union representatives for the pilot projects. The
agreement called for a working committee, involving four cxperienced and
knowledgeable representatives of each party working full-time on the
project, and a national steering committee comprised of (wo union national
vice-presidents and two senior corporafe representatives, All expenses of the
national committees and any local committees were paid by management.
This included paying the wages of local several union representatives who
were booked off for many months to work full-time on pilot projects.
Additionally the agreement provided for the unicn to receive funding of
$100,000.00 to be used to support its efforts. The financial support was
extremely important enhancing the effectiveness of the union representatives

Agreement Between Canada Post Corporation and the Canadian Union of Postal Workers,
January 2000; Appendix  AA, For the terms of the agreement go to:
<http:/fwww.cupw.ca/pdfs/eng/epe-cupw2000. pdf>
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to fully participate in the various initiatives. [t permitted the union ta provide
necessary office and secretarial support and helped defray travel costs for
union representatives and other employees.

Although Canada Post provided the funding, all decision-making
required mutual agreement of both parties. By definition, the pilot projects
required changes to the terms and conditions of the existing collective
agreement. Since the consent of both union and management was required to
amend the contract, both parties had an effective veto over the process,
including the number and location of pilot projects, the issucs that would be
tested, and the means by which they would be evaluated.

There was an ambitious I4-month timeline included in the terms of the
agreement requiring the review process to begin on February 17, 2000, and
the implementation of the new operating model to be completed by April 21,
2001, well in advance of the expiry of the collective agreement on January
31, 2003. This timetable was never met.’

The agreement also provided for the Committee to jointly evaluate the
results or any pilot project or test. The parties agreed that in order for any
joint evaluation process to be credible both parties would require access to
the same information sources, Both parties would identify the clements to be
evaluated and would jointly develep the methodology and assumptions to be
used in the evaluation process. It was agreed to evaluate the impact on
enmpleyces, health and safety, corporate finances, and customer service. It
was also agreed that only the parties would have access to any commercially
sensitive information generated through the process. Since the purpose was
to facilitate future collective bargaining negotiations it was agreed that data
gathered during the process could be used in the next round of bargaining.

Both parties devoted significant resources to the evaluation process.
Beginning in October 2001 senior representatives from the Corporation and
the union began to establish the methodology for the evaluation process.
From the very beginning of the Appendix AA process it was understood that
the evaluation of the process was as important as the actual development and
implementation of the pilot projects themselves.

3.1 Phase One: Analyzing the Environment

The first decision of the Committee was to permit each party to present
its perspectives on the past and current situation of Canada Post. As the
employer representatives were drawn primarily from engineering,
operations, and marketing it was necessary for them (o become more aware
of labour relations issues and practices. In addition to meeting with

For information on all of the projects and developments of the Appendix AA process go to
the information bulleling seclion al the CUPW website <hUp:/fwww.cupw.ca>
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representatives of large volume mailers the parties invited outside experts,
such as the Conference Board of Canada and the Institute of the Future, to
provide information on the market situation, employees demographics, and
future prospects of postal operations. Representatives from the Canadian
Auto Workers and the National Association of Letter Carriers (USA) also
made presentations on labour relations issues,

During this information-gathering phase the parties discussed the type of
initiatives that could be taken under the AA process. Agreement was reached
on several separate initiatives including the testing of a new A62 letter
carrier case, the examination of different ways of calculating parcel delivery
rates, a test of the City Mail Volume Index involving actual mail volumes
received in the postal depot, the development of new software and training
of union and management in the application of the collective agreement
concerning staffing relief employees to replace absences, and the
development of two research studies to examine the source of injuries and
how they might be reduced. Each of these projects was designed to assist the
parties to address long-standing issues in dispute and facilitate the next
round of bargaining.

3.2 Phase Two: The Pilot Projects

The most significant work of the AA commitice was the development
and implementation of three major pilot projects, involving significant
changes in the work process and work ruies in collection and delivery
functions. These pilot projects were conducted in Winnipeg, Manitoba,
Kelowna, British Columbia, and Burlington, Ontario. Each of the pilot
projects involved several stages including, negotiation and agreement
between the parties, planning and consultation with local management, the
local union and employees, restructuring of work, implementation and
adjustment, stabilization, and evaluation. It was planned that the evaluation
would compare a one-year stabilized pilot project with a similar baseline
period. However all pilot projects required significant modifications in the
planned timeframes for introduction and evaluation.

In all locations the parties included numerous proposals from both union
and management. This was necessary to win the acceplance of the local
employees and management to participate in the pilot projects. The
simunltaneous introduction of many changes, some perceived as positive and
others as negative, created difficulties. It was difficult to evaluate the impact
of any single initiative independently due to the integration of the production
process and the inter-relationship between various initiatives.

The introduction of the pilot projects proved to be more difficult than
planned. The original timetable called for completion and evaluation of the
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pilot projects at a time that would permit implementation of the new
operating model to be completed by April 21, 20¢1. Instead, the pilot
projects did not get off the ground until after this date. This delay meant that
they could not be evaluated prior to the start of collective bargaining in
November 2002. However the experience obtained in the pilot projects
enabled the parties to reach a new collective agreement in 2003.

33 The Burlington Project

The Burlington pilot project was conducted in one letter carrier depot
involving 33 letter carriers and 5 postal clerks. Management proposals
included a 4:00 a.m. or 5:00 a.m, start time enabling delivery prior to 1:00
p.m. A number of additional part-time, delivery-only routes were created to
add sortation time to the full-time staff, thereby reducing their on-street
delivery time. This re-balancing of inside and outside duties allowed all the
full-time letter carriers to have their meal break prior to leaving the station,
thereby eliminating the travel time associated with the return to the facility at
lunch. This model also involved the separate sequencing of mail by letter
carriers from what they acmally delivered, so that the inside sort and
preparation duties were spread over all the carriers in the depot with the
exception of the part-timers who started and ended on their route. A new
method of “staffing to workload” involved a distinct staffing pattern for
Monday, the heaviest day of the week for volumes, and a Tuesday-Friday
scenario, On Mondays, and on other heavy volume days, part-time
employees were extended to eight hours to assist in the sortation of mail. On
the Tuesday-Friday scenario several part-time employees were scheduled 1o
start and end their workday on route without reporting to the facility. The
pilot also included the testing of delivery of larger sizes of householders that
were not normally permitted under the collective agreement.

Several union propesals were algo tested in Burlinglon. Employees were
provided extra time to sort and prepare unaddressed admail. Contracted mail
delivery in suburban areas was brought in-house. Instead of taxis, Canada
Post employees performed the conveyance of letter carriers to their routes.
Some residential delivery points that had been receiving community mailbox
service were converted to door-to-door delivery by letter carrier, Since
Canadian letter carriers go home upon completion of their route there is a
tendency to take short cuts and work very fast. To reduce the incentive to
work at an unsafe pace, letter carriers were required to punch-out after eight
hours work instead of being permitted to leave carly. Carts were made
availabie to all letter carriers upon request.
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34 The Kelowna Project

This pilot project involved changes in the organization of work of 108
letter carriers working cut of the two facilities in Kelowna. It involved
testing several initiatives proposed by the wunion including greater
motorization of letter carriers. This involved a “buddy system” with two
letter carriers attached to most vehicles. Several pieces of work were
contracted-in including parcel delivery, street letterbox clearances, relay box
deliveries and pick-ups from custorers. A letter carrier “customer contact™
program was tested in which letter carricrs reccived incentives to sign up
custorners to Canada Post products and generate sales lcads. As in
Burlington the parties agreed to test the “eight hour day™ concept requiring
letter carriers to punch-out at a time clock at the end of their working day
and the impact of making carts available to letter carriers,

Employer proposals tested in Kelowna included a distinct staffing mode!
o deal with Monday volumes, meal on route for motorized workers, and the
introduction of a system of parcel load leveling.

3.5 The Winnipeg Project

This pilot project dealt with parcel delivery. The parties agreed to
contract-in the delivery of expedited parcels using a new work process and
new work rules. This work had originally been contracted out as part of a
national program in 1989. Contracting in this work effectively doubled the
number of parcels delivered by Canada Post employees. Drivers were
structured to take their meal in their delivery area instead of retuming to a
corporate facility and to pick up parcels from customers at the end of the
day. In order to reduce unproductive time, the delivery area for each route
was adjusted daily, based on the number of stops and the available delivery
capacity. Also, the weekly work schedule was adjusted to provide longer
hours of work on Mondays. Weekend delivery was introduced to meet
customer demand and reduce the volumes for Monday delivery.

There were also two additional features that were common to all three
pilet projects. In each project the union agreed to the creation of “composite
positions”, which integrated work traditionally included in either the internal
or external job classifications. In Winnipeg, these workers sorted sequenced
and loaded parcels so that drivers could arrive to a pre-loaded vehicle. In
Kelowna, composite workers performed inside duties and also performed
some pick-up and delivery functions. In Burlington the composites
performed the work of postal clerks and letlter carrier assistants. Also, in all
of the pilots, it was agreed to maximize the use of full-time staff and
guarantee all part-time employees a minimum of 20 hours work per week.
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The parties signed a memorandum of agreement to amend the collective
agreement and cstablish the new work rules for the pilots,

3.6 Joint Evaluation

When the partics began negotiations for a new collective agreement in
November 2002, the evaluation of the pilot projects was far from complete.,
However, the members of the national and local working commitiees had
been gathering data continuously from the beginning of the process. As a
resuit, both parties had gained a significant appreciation of the impact of
most of the initiatives on the four criteria of health and safcty, impact on
employees, service performance and finances.

From the beginning the parties attempted to establish an evaluation
process that would be seen as credible, transparent and accurate, To examine
the health and safety impact the parties decided to examine the injury
experience, absenteelsm, and answers to the employec questionnaires and
focus groups. With respect to employee impact it was agreed to examine
grievances, turnover and transfer applications, and training. It was also
agreed to use surveys and focus groups to capture the experience of
employees on all aspects of the pilot projects. Concerning customer impact
the parties reviewed various measures of service performance including the
rate of on time deliveries, returns and missed deliveries, customer
complaints, sales revenues, and customer interviews and surveys,

The evaluation of cost and revenues included examination of hours paid
by classification and type, benefit costs including paid leaves, housecholder
allowances, vehicles, conveyance, real ¢state, coniractor costs, volumes,
revenucs, absenteeism, grievances, uniforms, points of call by delivery
agent, number of stops, and structured minutes of work. The parties used
corporate data that already existed at the local and national levels and agreed
to conduct special investigations needed to capture data not normally tracked
through corporate information systems. The parties also agreed to examine
the degree of managerial compliance to agreed upon work processes to
ensure that results were attributable to the model and not to any incorrect
managerial practices that might result from local management’s resistance to
the changes.

The parties recognized that some factors were impossible to accurately
evaluate and that the absence of accurate data for some items might
undermine the validity of the exercise. They also recognized the difficulties
of evaluating several complex changes where various elements interact with
each other and with other factors that are unrelated to the projects. To
promote transparency it was decided to identify these issues as being subject
to interpretation.
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Several issues defined as areas subject lo interpretation related to
difficulties in obtaining baseline data. In some instances, such as service
performance in Burlington, the Corporation did not keep separate statistics
for delivery performance in that geographic area prior to the project. This is
significant when evaluating a project in which the early start time may
adversely affect delivery performance. For conveyance costs, the actual
baseline costs differed significantly from the structured cost, undermining
the usefulness of structure-to-structure comparisons. Likewise the uneven
adherence to work rules undermined the credibility of the results. Inadequate
reporting systems for contractor parce! volumes in the base year impacted on
the accuracy of cost and productivity comparisons. The short evaluation
period, undermined the usefulness of accident and absenteeism data.

The cooperative approach to the evaluation proccss was not without its
problems. Impatient with the slow process of implementing the pilot projects
the Corporation conducted its own preliminary assessment of a structure-to-
structure cost analysis for each pilot project and presented these to the Union
in July 2002, This data had been worked on by the Corporation without input
or verification by the Union. It did not correspond to the actual experience of
the pilot projects and was heavily biased by the inclusion of many one-time
costs associated with the introduction of the pilot projects. Many costs not
associated with the pilot projects were also included in this preliminary
assessment.

After very strong objections by the union it was agreed that this
document did not constitute a substitute for a proper evaluation of the actual
pilot projects which would be jointly conducted comparing a period of time
following the “stabilization date”™ with an equivalent base year period.
Unfortunately the erroneous conclusions contained in this preliminary
assessment concerning the cost of contracting in the processing and delivery
of parcels in Winnipeg continued to be used as a reference point by some
senior managers and negatively influenced managements negotiating
strategy. To facilitate the collective bargaining negotiations on the union’s
demand to contract-in parcel delivery it was necessary for representatives of
both parties to travel to Winnipeg in April and May of 2003, during the final
stages of negotiations, to conduct a preliminary cost comparison so that
management would have a more realistic assessment of the actual costs of
contracting in the parcel work. The results of this analysis were far more
favorable with respect to the financial feasibility of contracting in the work.
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4. THE 2003 NEGOTIATIONS

Both parties entered negotiations with agreement on many major issues
facing the Canadian postal service. There was agreement that volume of
lettermail was threatened as a result of electronic diversion, although CPC
believed this to be more of an imminent threat then did the union.*

Both parties also agreed that the injury rate of external workers was a
major preblem. . In the previous year fully 19% of full-time letter carriers
had been injured on the job with 57% of these injuries being classified as
disabling injuries. CUPW believed that this problem was related to increased
workload while management emphasized the impact of weather and poor
performance of local health and safety committees.

Both parties recognized the strategic need lor Canada Post to expand its
parcel business although there was no agreement on whether the work
should be out-sourced or performed in-house.

Both parties agreed with the need for CPC to remain financially self-
reliant, althongh the union maintained that there was no legislative
requirement for CPC to continue to contribute significant dividends to the
federal government. In the five years between 1997 and 2002 Canada Post
had paid over $466 million in dividends and income tax to the federal
government. The union also objected to the CPC policy framework, which
limited rate increases for products covered by the exclusive privilege to an
amount that is two-thirds the overall national rate of inflation.?

Both partics also recognized the threat posed by the United Parcel
Service (UPS) dispute with the Government of Canada ¢laiming that Canada
Post was engaging in cross subsidization of its parcel service and unfair
compelitive practices that is currently the subject of arbitration under the
provision of the North American Free Trade Agreement. Despite this
consensus on many aspects of the economic and political environment facing
the postal service there was no shortage of issues in dispute between the
parties as they entered the 2003 negotiations. In addition to their differences
on issues such as contracting in of parcel dclivery, the hours of work for
motorized employees, and letier carrier work rules, the parties had major
differences with respect to wages, benefit plans, staffing of retail offices,
pensions, the employment status of rural and suburban mail carriers and the
rights of temporary workers.

The collective bargaining negotiations that begae in November 2002
were heavily influenced by the experience of the parties during the two years
of the operation of the Appendix AA Commitiee. The members of the local

1 Canada Post Corporation, Annual Reports 2000,2001, and 2002. For information on mail

vohimes go to <http://www.canadapost.ca/segment-c.asp>
5 Canada Post Five Year Plan, 2003-2007,
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and national Appendix AA Committees served as advisors to their respective
negotiating committees and were often directly involved in the negotiations
process. On the union side, the working committee members of the AA
Committee constituted most of the membership of the union’s sub
committees on parcel delivery and letter carrier work process.

The experience of the pilot projects directly influenced the proposals that
ended up on the bargaining table, 1t is likely the negative experiences
encountercd with some of the initiatives in the pilot projects were a factor in
the decision not to pursuc the issue in negotiations. Examples of issues tried
in pilot projects and not pursued in bargaining included a distinct “staffing to
workload™ model to deal with Monday volumes, delivery-only routes for
part-time letter carriers, a 4:00 am. or 5:00 a.m. start time, and the
requirement for letter carriers to punch out after eight hours of work instead
of going home when they finish.

4.1 Parcels

Most of the initiatives tried in the Appendix AA pilot projects did get to
the bargaining table. Virtually all aspects of the Winnipeg pilot project on
parcel delivery made it to the bargaining table and very many aspects of the
pilot ended up being incorporated into the collective agreement. The union
demanded that expedited parcels be contracted-in in all locations where they
were still outsourced. The union proposed a mininmum of 20 hours per week
for part-time employees and a staffing model that would maximize the use of
full-time employees.

The employver demanded their proposals that were being tested in
Winnipeg such as:

1. A new classification of employees, composites, to sort and sequence the
parcels;

2. Drivers to take their meal in their delivery area instead of returning to a

corporate facility;

. Structured pick ups from customers at the end of the day;

4. Daily adjustment of the delivery area for each route based on the number
of stops and the available delivery capacity;

5. The ability to adjust the weekly work schedule to provide longer hours of
work on Mondays.

e

In addition to of the changes that were part of the Winnipeg pilot project,
Canada Post proposed the elimination of the one half-hour paid meal period
for all Mail Service Couricrs {parcel delivery drivers) and instead substituted
a 3% wage increase. The Corporation also made proposals that would have
made it easier to contract out parcel delivery work.
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4.2 Letter Carriers

With respect to the letter carrier model, many of CPC’s original
bargaining proposals were contrary to the spirit and objectives of the
initiatives being tested in Burlington and Kelowna. Instead of promoting
greater motorization through corporate vehicles, as was the case in the
Kelowna pilot, CPC proposed greater use of private cars. Instead of looking
towards reducing the delivery hours for lctier carriers, as was the case in
Burlington, CPC proposed longer continuous hours of delivery. Altogether
management’s proposals would have eliminated hundreds of letter carricr
positions and inereased the workload on letter carriers.

CPC’s demands with respect to letter carriers included:

1. Motorized letter carriers and their buddies to be required to take their
meal on route;

2. Early starts to be permitted,

3. Routes to be structured so that letier carriers could be required to deliver
for 5 continuous hours;

4. Change public trangportation routes to taxi or private vehicle routes;

5. Various new incentives for employees to use their private cars and take
out their own bundles.

6. Conversion of all postal clerk positions, letter carrier assistants and night
routers into one new function called Delivery Support with no guarantee
to maintain or create full-time positions,

7. Increase the maximum size and weight of householders and reduce the
number of days for delivery of samples.

The union's proposals focused on health and safety concerns and the
need to ensure that changes to the work measurement system were
negotiated. Specific proposals included greater rotation of duties, access to
carts for leller carricrs, reduced maximum weight limits, training for health
and safety committee members, expansion of door to door delivery by letter
carriers, improvements in the barchart system for the replacements of
absences, the installation of a City Mail Volume Index based on actual
counts of mail, the reinstatement of householder time values in determining
the workload of letter carriers, increased union involvement in the
restructuring process, in-house convevance of letter carriers to their routes,
no compulsory overtime, and an end to the use of private vehicles. The union
also proposed the establishment of composite positions to combine the work
of various classifications to permit more {full-time jobs.
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5. A COLLECTIVE AGREEMENT

The 2003 negotiations ended with a negotiated collective agreement,
reached in July 2003 after 9 months of bargaining. It involved 66 major
changes to the collective agreement.® The most significant breakthrough was
the conversion of 6,000 rural and suburban mail carriers from contractor
status 1o employee status and covering these employees under a separate
collective agreement.” Other important changes included the termination of
severance pay, a wage increasc of 12.5% over four years, reduction of the
maximum weight limit for lifting, and significant improvements concerning
training of health and safety activists and human rights protcctions. The new
collective agreement also contained many significant changes in work rules
and the work process associated with parcel and letter carrier delivery, These
changes were a direct result of the experience obtained by the parties
through their involvement with Appendix AA.

5.1 Contracting-In Parcel Delivery with a New Model

The agreement included the contracting-in of the delivery of expedited
parcels and the introduction of a new parcel delivery model in all cities with
mail service courier delivery. The union saw this as a major victory, both
protecting the current parcel processing and delivery positions and
generating hundreds of new jobs in a vital product line.

The delivery of expedited parcels was originally contracted out in 1989,
eliminating hundreds of jobs, and leaving Canada Post with an incoherent
operation incapable of making nse of CPC’s large cconomies of scale. CPC
was left to deliver “regular parcels” with service standards of four te eleven
days and next day Priority Parcels while expedited parcels with a one or two-
day delivery standard were given to contractors for delivery. It was the
union’s belief that this inefficient operation could not continue given the
increasing competition within the industry. The union opted to push for
contracting in the parcel delivery recognizing that this would require
operational and work rule changes.

In the pilot project in Winnipeg the parties had introduced new means of
organizing delivery routes by delivery areas or loops and several new work
rules. (see above) The final agreement strongly resembled the conditions set
out in the Winnipeg pilot project. It involved a commitment of the
corporation to invest $50 million in the parcel processing and delivery

For delails of the 2003 colleclive agreemenl covering urban operations go to
<http:/fwww.cupw.ca/pages/document eng.php?Doc [D=478>
For defails of the 2003 colleclive agreement covering rural operalions go to
<http:./www . cupw.ca/pages/document_eng.php?Doc_1D=481>
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infrastructure and to contract in all the Expedited/Xpresspost pick-ups and
delivery work.

In order to balance the employer’s desire for greater flexibility and the
union’s requirement to maximize full-time jobs the parties agreed to create
flex part-time Mail Service Courier routes which may be scheduled for a
minimum of 4 hours per day, 20 hours a week. The number of flex part-
timers will be limited to one per loop or combination of loops with seven or
eight full-time routes. On high volume days the flex part-timers are required
to work up to eight hours a day to help clear the excess parcels.

The agreement allows the corporation to schedule workdays up to 10
hours within a 40-hour week, The paid meal period was maintained. There is
a national joint union-management steering comunitice to oversee the
implementation of the parcel model and local committees to operate at the
local level. The union is guaranteed independent financial resources to book
off union representatives as required,

In keeping with the practice of the Winnipeg model mail service couriers
will take meal brezk on their routes. The employee will determine their meal
Jocation and three minutes of structured time will be allocated as travel time.
As part of the New Parcel Delivery Model, all part-time mail service courier
assignments created within the mode! will be structured for at least 20 hours
per week, except for weekend-only assignments.

The agreemeni prohibits the employer from making unilateral changes to
the Mail Service Courier Workload Structuring System that would impact on
the workload of employees and provides for an improvement of union
observer rights in the case of restructuring of mail service courier routes.

5.2 Changes To Letter Carrier Delivery

The collective agrecment included several major changes to the work
rules congerning letter carrier delivery,  The agreement permits non
motorized letter carriers, whose routes are structured so that they retum to
the facility to have their meal, to choose not to return and to take their meal
elsewhere. Both parties saw this as a very significant change. Previously
letter carriers had been required to return to the facility. The implementation
of this rule had caused conflict at the workplace and between the union and
management. The productivity of any letter carrier that chooses not to return
to the installation for lunch will not be used for comparison purposes with
other letter carriers. These routes continue to be structured including travel
time to and from the facility at lunch. Although this change did not impact
upon the work content of letter carrier routes it was opposed by many
employees because they believed that many letter carriers would not stop for
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lunch as required by the collective agreement. This might result in greater
fatigue and potentially result in increased injuries.

The most significant increase in productivity will result from the
agreement to allow Canada Post to structure motorized routes and "buddies”
fo have their meal at a designated spot on their route as opposed to
structuring their routes to include travel time to and from their home depot.
The designated meal location must meet hygiene standards and letter carriers
are entitled to a daily beverage allowance if required to make a purchase.
Time to and from their “on-routc” meal locations, and for parking, will be
built into the route. This is a considerable benefit for management as it will
reduce lunch travel time for these employees by an average of 10 minutes
and correspondingly increase their productive time.

The charts concerning weigiit and size of householders were simplified.
Employees are not required to carry oversize householders unless there is
agreement from the appropriate level of the union,

The employer continues to be prohibited from unilaterally making
changes in the work measurement manuals. There were improvements in the
rules governing paid union observers during the structuring of routes. Proper
mail redirection time values in all walks will be implemented prior to the end
of the collective agreement. The parties also agreed to jointly develop a new
time value for the mail mobile stop and adopted a new interim value,

To eliminate compulsory overtime for letter carriers management witl
solicit volunteers, Local management will analyze routes that require regular
overtime and eliminate the source of the problems. The mileage allowance
was increased for employees choosing to take their private vehicles but
additional incentives for private vehicles and taking out relays were not part
of the agreement.

Several other proposals of the parties were not included in the new
collective agreement. Maximum time for continuous delivery was not
increased to five hours. The requirement to begin work at the official start
time remains. Management’s proposal to convert public transportation routes
to either taxi or private vehicle routes was rejected. There was no guarantee
employees would have access to carts. Although both parties entered the
negotiations with proposals to negotiate “composite” positions combining
job classifications there was no agreement that these employees would be
full-time or part-time so the issue remains status quo.

5.3 The Influence of the AA Process and the 2003
Negotiations

The parties could not have achieved a negotiated collective agreement
without resolving the issues concerning parcel delivery and the letter carrier
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work rules. The Appendix AA process was instrumental in enabling the
parties to do so without a strike.

This is especially true concerning the issue of the contracting in parcel
delivery and the new parcel model of operation. It is impossible to conceive
how this would have occurred in the absence of the Winnipeg pilot project.
Originally Canada Post Corporation believed that it would not be cost
effective to contract-in the parcel delivery unless there was also additional
cost savings in the form of the elimination of the paid meal period. This was
based on their initial and very faulty structure-to-structure cost analysis. The
interim costing exercise conducted by the parties in April and May 2003
enabled Canada Post to reconsider this position. This costing exercise was
only possible due to the operational knowledge of the members of the local
joint committee. They identified many serious problems with the initial
baseline costing that resulted from inadequate records keeping and improper
mnterpretation of data taken from the time and attendance systems.

Prior to the 2003 negotiations the union strongly objected to several
items such as the 10-hour maxinmm day schedule and the taking of the meal
on route. However witnessing the actual impact of these changes enabled the
union to modify its position.

The conflict between the employer’s demands for flexibility and the
unions need for the maximization of full-time employment has been a source
of many disputes between the parties. This was resolved through the
agreement to create flex part-time routes. This solution was based on
expertise developed through experience in the Winnipeg pilot project.

The parties experience in the Appendix AA Committee was also
instrumental in creating conditions that allowed the successful negotiations
of new work rules for letter carrier delivery. In the Appendix AA process the
union had become aware that some of the employers proposals did not pose
as much of a threat as it had previously believed. This was certainly the case
of the employers demand to have the meal on route for motorized carriers.
The pilot project process enabled the union to evaluate the actual staffing
implications of introducing this work rule change and consult with the
membership as to the impact on their working conditions.

The pilot projects also enabled management to gain a fuller perspective
of the work content of letter carrier jobs and the relationship between
workload and injuries. This may account for CPC’s decision to drop several
demands to extend delivery time and increase workload and instead focus on
proposals to reduce other costs such as transportation.

Threugh the conceptualization and implementation of the pilot projects
both union and management representatives were completely clear about
promoting their own self-interest. This articulation of self-interest enabled
the parties to reach the compromises required to obtain the necessary support
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of both local union and management representatives. The process also
encouraged both parties to seek solutions that enable both parties to meet
their objectives. Perhaps this is just good collective bargaining practice. And
sometimes this is not possible and industrial conflict is necessary to provide
an incentive to force a compromise. However in the Canadian post office the
history of government-imposed contracts had frequently served to absolve
both parties of the responsibility to make the nccessary compromises to
reach voluntary collective agreements. The experience of this process greatly
assisted the parties in all aspects of the negotiations.

Likewise other initiatives of the Appendix AA process, such as the
testing of a new City Mail Volume Index, the testing of the A62 letter carrier
case, and the development of new software to facilitate the barcharl process
of determining relief staff addressed longstanding grievances of the union
which had been the subject of numerous disputes.

5.4 Continuing the AA Process

The value that CUPW and Canada Post Corporation now place on joint
testing of initiatives prior to their implementation is illustrated by the fact
that the 2003 agreement contains a provision for the continuation of the
Appendix AA process, in somewhat of an abridged form.

The Appendix AA process will be continued to oversee several important
initiatives, which remain incomplete from the negotiations including:

1. A pilot project to test new product specifications and delivery methods for

unaddressed householders;

2, Determination of standards for the new A62 letter carrier workstations.
This will involve observing and videotaping the work of 150 letter
carriers to establish the frequencics of various work related movement to
develop proper time values for the letter carrier work involving the new
sortation case;

. A statistical analysis of factors related to [etter carrier injuries;

4. A study of the physiological, physical, and mental effects of letter

carriers’ workload.

tad

The new provisions governing the Appendix AA process do not include
requirements with a fixed number of permanent representatives on the
working committee. Both parties will determine the necessary resources
depending on the requirements of the initiatives and pilot projcets agreed to
during the collective agreement. The collective agreement provides for a
national committee and CPC will be required to pay for the salaries,
expenses, and benefits of the members of any joint work groups established
to oversee projects. Both parties shall appoint their own representatives and
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both parties will be required to bear the expenses of any experts who are not
jointly selected. However the union will be provided with $100,000 to pay
for expenses directly connected to activities relating to the process.

The contract provisions permit the parties to amend the collective
agreement in order to engage in pilot projects and may make these changes
permanent. All decisions must be taken by consensus.

0. CONCLUSION

A process that permits labour and management to test new work methods
and new work rules can facilitate the introduction of changes and assist
parties in resolving longstanding disputes.

The process must be truly jointly controlled with both parties having
cqual rights and inpui into all decisions. The process designed by the
Canadian Union of Postal Workers and Canada Post Corporation was
successful due to a number of factors:

1. Clear identification of objectives and self-interest of each party;

2. Collective agreement protection for new work rules;

3. Separate and independent communications to employees;

4. Mutual veto power over decisions;

5. Significant and independent resources for both parties at the local and
national levels including funding for the union;

6. Direct access to decision makers;

7. Use of independent surveys and focus groups;

8. Joint development and implementation of the evaluation process;

9. Access to all relevant information,

10.Independence of the process from other areas of conflict,

The success of the Appendix AA process was due to the
acknowledgement of both union and management that there is a need to
improve working conditions with respect to health and safety while
enhancing the quality of services and addressing the realities of increased
competition and the threats posed by deregulation and privatization. This
progress is a significant especially given the poor labor relations® that existed
for many years. Continuation of this approach promises further progress.

! Bickerton and Clark (2002, 297) use this phrase only recenily “Overwhelmingly, the
problems of poor labor relations and inadequale service (o the public are ithe resull of
government inspired policies.. .
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Power and Discretion in Independent Regulation
The Case of Portuguese Communications Markets’

Jozo Confraria
Catholic University of Portugal

1. INTRODUCTION

Since the early stages of communications liberalization in the European
Union (BU}, regulatory independence has been based on the separation of
the regulatery authority from communications organizations. [n Portugal, the
distinction and separation between the regulatory functions of the state and
the state-owned comumunications operators were implemented in 1989.
Subsequently, the concept of regulatory independence changed, to mean
increasingly independence from the government and not mercly
independence from operators. This process of change is discussed in section
2 of this paper. Section 3 explores the sources of increasing regulatory
discretion arising in this [ramework; while section 4 considers issues of
accountability rclated to this greater discrction. The benefits and costs of the
current institutional arrangements in Porlugucse communications markets
are discussed in section 5. It is argued that the current institutional design
may have some cost advantages, even if it may lead to substantial discretion
in regulatory behavior, [t remains to be seen how the current institutions will
adapt to both EU and domestic pelitical and regulatory pressures. Section 6
presents conclusions.

From 1996 to 2002, the author was member of the board of the Portuguese national
regulatory authority for communications, Instilulo das Comunicag¢des de [ortugal —
Autoridade Nacional de Comunicages.
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2. THE NATIONAL REGULATORY AUTHORITY
AND THE EVOLUTION OF INDEPENDENT
REGULATORY POWERS

2.1 Conditions of regulatory independence

The Europcan Union first called for independent national regulatory
authorities in EU countrics in 1990. Directive 90/388/EEC, on competition
in the markets for telecommunications services, stated that member states
should ensure that from 1 July 1991, the granting of operating licenses, the
contro! of type approval and mandatory specifications, and the allocation of
frequencies and surveillance of usage conditions would be carried out by a
body independent of telecommunications organizations, This concept of
independence was extended during the nineties to the telecommunications
networks and services markets and is currently enshrined in Directive
2002/21/EC, the Framework Directive. Member states shall guarantee the
independence of national regulatory authorities by ensuring that they are
legally distinet from and functionally independent of all organizations
providing electronic communications networks, equipment or services.
Moreover, member states that retain ownership or control of organizations
providing electronic communications networks or services shall ensure
effective structural separation of the regulatory function from activities
associated with ownership or control. In postal markets, a similar concept of
independence has been in place since 1997, according to Directive 97/67/EC
on the internal market for postal services.

In Portugal, the separation of the policy and regulatory functions of the
state from state-owned communications operators has been under discussion
since the early 1980s. An organization known as the Instituto das
Comunicagdes de Portugal (ICP} was nominally created in 1981. Its role was
to advise the government on communications policies, one that was formerly
performed by the state-owned communications operators.' Howcever, in fact,
the full operationalization of the 1CP was delayed significantly, mainly
because of opposition from state-owned operators, who faced the prospect of
a reduction in their power to influence government policy. The civil service
was another likely source of opposition: The ICP was not going to be part of
the traditional civil service framework, enjoying greater administrative and
financial autonomy, thus it was almost inevitable that a bureaucratic rivalry
between the existing state sector and this new cntrant into it would develop.

! Decree-Law 188/81.
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In 1989, the ICP was finally born.” The ICP brought a structural
separation, at the governmental level, of the regulatory function from
activities associated with ownership or control. This separation was
considered effective, as long as the Ministry in charge of communications
supervised the ICP and the Ministry of Finance performed the state activities
associated with ownership. The new organization also received independent
powers from the government in specific arcas, such as approval of
equipment, management of radio electrical spectrum, including licensing of
radio equipment, and licensing of telecommunications service providers.
fndependence meant, in these cases, that decisions of the Board of the ICP
were not submitted for governmental approval, and increasingly, that
interested parties should appeal against these decisions to the courts, not to
the government.

8o, in sum, it can be argued that, after 1989, the [CP formally complied
with the conditions of independence from the communicatiens organizations
as required in Directive 90/388/EEC. At the same time, independence from
the government was also established within well-defined boundaries.

The idea of regulatory independence evolved during the 1990s. In
industry meetings and in the press, some entrants into Porluguese
telecommunications markets expressed concern about the effectivengss of
the structural separation of the regulatory and shareholder functions at the
governmental level. At the same time, the privatization of the former
telecommunication monopolistic operator was progressing, so that by the
end of the 1990s the state retained only a minorily stake. Arguably, the
entrants had a critical position against regulation and the policy being
pursued by the Ministry in charge of communications, and not only an
argument about the effectiveness of the scparation of powers between
different ministries. The domestic debate on independence was helped by the
widespread lack of domestic confidence in traditional state bureaucracics
and, probably, also in politicians in general. Although this public skepticism
about politicians was not specifically related to communications markets it
lent support to the idea that any system of regulation deemed credible had to
be seen to be completely independent from the government.

During the 1990s, with the transposition of EUU QNP Directives into
domestic law, the ICP was granted new powers independent from the
government, covering (eventually) every major area of communications
markets. By 2001, it was stated in the new statutes of the ICP that the
members of the Board were independent in the exercise of their functions,
and were not subject to (governmental) instructions or specific guidelines.”

Decree-Law 283/89.
Decree-Law 309/2001.
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At the same lime, other measures were taken in order to reinforce this
notion of independence. Initially, according to the ICP statutes of 1989, the
members of the board were nominated by the government and had a three-
year renewable term.* Members had the status of public managers with
salaries and benefits similar to the members of the boards ol state firms. That
also meant that there was a formal possibility of dismissal for political
reasons, Recently, according to the 2001 statutes, members of the board are
still neminated by the government, but for a five-year, non-renewable term.
There are stronger restrictions on dismissal and a more flexible remuneration
system.® There are also some restrictions on hiring: Members of the board or
directors of communications companies are not eligible for the board of the
regulatory authority. Moreover, after their five-year term, members of the
board may apply for a financial compensation at the end of their term and
they cannot work for communications companics for two years. ©

However these were mainly formal changes. Another major force behind
the development of regulatory independence from the governmeni has been
the degree of autonomy and flexibility in financial and administrative affairs
awarded to the ICP since 1989. Concerning labor contracts, investments and
contracts with suppliers, the [CP enjoys a greater flexibility than the civil
service. This is a requisite for regulatory independence from the government;
but it also might increase organizational efficiency.” More significantly,
since its inception, the ICP has been awarded its own sources of revenues,
They include fees on spectrum usage, licensing fees, and fines and fees
related to the approval of terminal and radio equipment. Since then, usually
on an annual basis, the ICP has had to propose a value of these fees to the
government, on which the government adjudicates. However, having its own
revenues means that the inveices are sent by the ICP, the money is paid
directly to the ICP and the ICT* shall take legal action in case of non-
payment. These revenues have been managed according to the contemporary
legal framework, which has always been focused on budgets and plans
approved by the government on an annual basis.

The extraordinary development of mobile telephony led to a substantial
increase in revenues arising from fces on spectrumi usage by mobile
operators. From 1994 to 2002, revenucs to the ICP increased from about €18
million te €70 millioa (current prices and 2002 exchange rates). This was

*  Decree-Law 283/89,

* Decree-Law 309/2001.

® Under the new 2001 statutes, the ICP wus officially renamed as the Tnstituto das
Comunicagdes de Poriugal — Autoridade Nacional de Comunicagbes (ICP - Anacomy}. In
this paper, the name ICP-Anacom is used when there is a reference to a peried aller the
new statutes. Otherwise, the agency is designated by ICP.

In this sense, it may be argued that the creation of the ICP was also a trial run for eventual
changes in the civil service, which were under discussion in the late 1980s.
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basically a result of the increase in the value of fees from spectrum usage. It
happened notwithstanding successive cuts in fees on mobile spectrum usage
proposed by the [CP and accepted by the government in the second half of
the 1990s. Not surprisingly, for the ICP and the industry, there was a
succession of persistent and increasing surpluses, from about €2 million in
1994 to €33 million in 2002. These financial surpluses were allocated
according to guidelines and rules set by the Ministry of Finance. As should
be expected, most of the accumulated surpluses went straight to the State
Treasury. In some cases, smaller amounts were allocated to specific
government projects related to the development of the information society,
under guidelines set by the Ministries of Finance and those in charge of
communications and the information society.

Ultimately, having its own revenues meant that the ICP did not have to
bargain for a share of the state budget in the annual budget-making process.
Consequently, the government had less scope to impose controls on the
agency through budgetary means. Arbitrary cuts in the proposed budget
might be seen as a reduction of regulatory independence, contradicting
publicly stated policy objectives. This was perhaps the most interesting
implication of this arrangement, at least concerning regulatory
independence. In 1998, the ICP budget became part of the state budget, but
this did not imply meaningful changes in relations with the government. The
main point was that as part of the state budget, the agency’s budget was also
to be approved by Parliament.

2.2 Independence from the government:
telecommunications

In the years after the creation of the ICP, the development of regulatory
independence in Portuguese telecommunications markets was related to the
extension of regulatory powers independent from the government.

As mentioned above, by 1989, the ICP was awarded some powers
independent from the government on a well-defined set of issues, related to
the approval of equipment, spectrum management and the licensing of new
service providers. Licensing powers were extended, in 1999, to include the
power to supervise compliance with the licenses, and to fine or to revoke
licenses in cases of non-compliance. Markets to be included under these
regulatory functions were CATV, mobile telephony and paging (since 1991),
trunking and data services (since 1992), and satellites and voice services to
closed user groups (since 1996). ICP powers also included the punishment of
anti-competitive behavior by incumbent monopolists, or by new firms
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controlled by them, licensed to operate in liberalized arcas® With the
development of the legal framework for liberalized markets, the [CP
acquired additional powers to regulate contracts between each operator or
service provider and final consumers. Licensing powers were clarified and
enhanced in 1998.°

In the leased lines markets, the ICP could intervene independently via the
power to approve contracts to supply leased lines, including the conditions
for interruption or termination of supply; this was in addition to the (by then)
usual power of supervising and fining in cases of non-compliance.” These
rules were supposed to give the ICP some power to protect service providers
entering liberalized lclecommunications markets against eventual anti-
competitive behavior of the monopolistic supplier of leased lines. Clearly,
the first regulatory powers of the ICP independent from the government
were concerned with liberalized markets. In a scnsc, these powers were
remarkable, as they were among the first imporiant cases of independent
power for regulating behavior in communications markets where therc were
firms still enjoving exclusive rights.

Price regulation of services under exclusive rights was initially put into a
different framework. Until 1992, the government set the prices of some
services, considered essential, and set the rules for the determination of the
other prices, allowing the operators some flexibility. In 1992 this system was
changed. Price regulation of services provided under exclusive rights was
based on an agreement between the operator, the ICP and the competition
authority. This agreemcnt was subject to approval by the members of
government in charge of communications and competition policy."
Telecommunication services covered by this framework included fixed voice
telephony and leased lines. Regarding interconnection, in case the operators
(mainly fixed and mobile) could not agree, the ICP had the right to
intervene, selting inlerconnection prices, after consultation with the
competition authority.

[n 1995, the ICP’s role was augmented by the concession contract agreed
between the government and Portugal Telecom S.A (PT), by then the fixed
network operator enjoying exclusive rights.'” The ICP was given a major
role monitoring the compliance of PT with this contract and imposing fines
in cases of non-compliance. The [CP might also impose price reductions up

& For CATV see Decree-Law 292/91, later revised by Decree-Law 241/97, and for satcllites,
Decree-Law 120/96. For (he olher services see Decree-Law 346/90.

? Decree-Law 381-A/98.

" Deeree-Taw 198/94.

" Decree-Law 207/92.

See Decree-Law 40/95, This contract set the conditions of operation of Portugal Telecom

as a monopolistic operator and defined a framework for regulatory change with the

liberalization process,
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to a ceiling set by law if the PT failed to comply with quality-of-service
objectives. Moreover, the ICP was given the power to set the basic
framework for cost accounting and to ask PT for detailed financial and
technical data.

The development of the process of liberalization at the EU level during
the 1990s was used to conflirm and enhance the powers given to the ICP in
the regulation of PT. In 1997, in fixed voice telephony services, the ICP
received additional independent powers to supervise PT’s relationships with
consumers.” A similar role was already played by the agency in iiberalized
markets. A major landmark in the development of independent price
regulation was the interconnection law, also published in 1998.% The ICP
was given the power to set interconnection prices and to intervenc in
interconnection agreements — as well as the power to define the entities that
might be subject to price regulation in interconnection. In 1999, the ICP
obtained independent powers of price regulation in leased lines and in voice
telephony™, extended in 2000 to local loop unbundling®. A framework based
on agreements between the ICP, the competition authority and the operator,
and approved by the government, was maintained for some services
provided under universal service obligations."”

Further changes followed European and domestic policy developments.
The legal framework sct by the new EU Directives, arising from the 1999
Review, reinforced the powers of the ICP in price regulation,
netwithstanding the adjustments in the concession contract made necessary
by the liberalization process. This was mainly the result of the greater
flexibility awarded to national regulatory authorities to choose the best
regulatory instruments for each situation. The scope for regulatory
intervention also increased concerning the regulation of access: One-way
access and two-way accesses in mobile markets, one-way access for
broadband service providers and conditional access in digital television are
markets where the 1CP’s power to intervene was given a stronger tegal basis
than previously.

Several extensions of regulation independent from the government were
related to particular conditions in other markets, sometimes loosely related to

" Decree-Law 240/97.

" Decree-Law 415/98. This law transposed Directive 97/33/EC, also known as
Interconnection Directive.

Concerning leased lines; see Decree-Law 290-A/99, transposing Directive 97/51/EC.
Previously, there was already some independence from the government. According to the
Concession Contract, whenever a service was liberalized, price regulation would be based
on an agreement between the ICP and the operator. The new rules tor voice telephony
were included m Decree-Law 474/99, transposing Direclive 98/10/EC.

1®" Rule (EC) 2887/2000, of European Parliament and Council.

7 Decree-Law 458/98.
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the core telecommunications markets. This was the case of markets for
clectronic and telecommunications equipments, home networks and audio
text services.

[n 1992, the ICP had been designated as the agency in charge of
moenitoring the implementation of electromagnetic compatibility rules,
including the power to impose fines in cases of non-compliance.'"® These
fimetions were, in a sense, a by-product of the traditional role of spectrum
management and regulation of terminal and radio equipment markets, a role
inherited by the ICP from the former postal and telecommunications state
organization, CTT — Correios e Telecomunicagdes de Portugal E.P. These
powers of intervention were basically maintained after the review of the
legal framework in 2000." Also in 2000, a new domestic legal framework
for home networking gave increased powers to the ICP, related not only to
the need to protect competition, but also to the pursuit of the technological
development of domestic networks.” Until then, the regulator was basically
in charge of implementing a framework designed by CTT in the late 1980s,

Audio text services were a different case. Audio text was used to offer
adult services, There were also several cases of consumer fraud. The law
tried to provide for some protcetion of consumers’ interests, increasing
publicly available information about the content and the price of these
services, and this led, since 1991, to some involvement of the ICP in content
regulation. Currently, numbers are allocated by the [CP to audio text service
providers according to the nature of the service provided. The ICP c¢an also
monitor the effective use of allocated numbers according to the service
provided and impose fines or revoke authorizations in case of non-
compliance.

23 Postal services

The role of the ICP in postal markets has been more limited than in
telecommunications. Nevertheless, since 1989, the agency has had an
advisory role on postal policy, and has been one of the parties to the price
and quality service agreement that was the core of regulation in postal
markets. As in telecommunications markets, this agreement involved the
competition authority and had to be approved by the members of

18 Decree-Law 74/92 and Administralive Rule 767-A/93.

¥ Decrec-Law 192/2000, for terminal telecommunications equipment and Decree-Law 151-
AS2000 for licensing radio communications stations and cquipment,

2 Decree-Law 159/2000.

2 Decree-Law 177/99.
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government in charge of communications and competition policy. A further
but minor regulatory role concernced the definition of conditions for
installation of residential maiiboxes,® Moreover, the role of the [CP in postal
markets was enhanced by the end of the decade. As in telecommunications,
this process is associated with European liberalization as well as with
domestic political reasons.

In 1999, a new law on postal services and a concession ¢ontract signed
between the government and the postal operator, CTT — Correios de Portugal
S.A. — gave the ICP a role in postal markets similar to the role it had in
telecommunications markets before 1999. The ICP has, in some cases, an
even higher degree of independence from the government. For services
included under universal service, price regulation is based on an agreement
between the operator, the ICP and the competition authority. Quality of
service regulation is set by an agreement between the ICP and the postal
operator, to be achieved simuitaneonsly with the agrecment on prices; and
the ICP may impose price reductions if the postal operator does not comply
with quality of service objectives. The ICP also has the right to forbid
changes in working hours, and the creation or closure of postal
establishments., However, in one gignificant case, the independent role of the
regulator was diminished. Although it retained the power of monitoring
compliance of CTT through the concession contract, it only received the role
of proposing fines to the government in cases of non-compliance. The final
decision on fines belongs to the member of government in charge of
comnmunications policy.® Finally, in 2001, according to the legal framework
for postal operators in the liberalized areas, the ICP was given the power to
license postal operators, to supervise compliange with the licenses and to
impose fines in cases of non-compliance.”

3. SOURCES OF REGULATORY DISCRETION

[n the use of their own powers of decision, regulatory agencies are
supposed to pursue public interest objectives clearly defined by law.
According to a popular view, the government sets political objectives, and
the mainly technical issu¢ of implementing these objectives is left to
agencies independent of the conflicts and ambiguities that affect daily

2 The framework for price regulation of postal services was similar to the ane in place for

telecommunicalions until 1998. See Decree-Law 207/92.

Regulatory Decrec 8/90.

Law 102/99 sets the essential framework of postal scrvices. TFor the concession contract
see Decree-Law 448/99,

¥ Decree-Law 150/2001.

)
24
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politics.*® In this simple setting there is almost no regulatory discretion;
accountability is related simply to the degree to which the objectives
assigned to the agency are implemented (within its imposed cost
constraints). In reality, though, it is unlikely that this vision of regulatory
practice was ever achieved in communications markets. Rather, in general,
the delegation of authorily to the agency by the executive or legislature gives
it discretion; this was certainly the case in Portugal.

It should be said, first, that there may be scope for regulatory discretion
even when the regulator’s objectives are clearly stated in law. For instance,
there are no major ambiguities in the implementation of objectives, as in the
licensing of radio communications equipment according to known technical
specifications or supervising electrical and electronic equipment markets for
the purpose of ensuring compliance with known technical requirements.
Nevertheless, most of the activities of the agency pursuing those objectives
arc costly, and the effectiveness of the agency depends on the budget
allocated internally to each activity. Usually, even if the government or the
parliament have a say on the global budget, it is unlikely that this will
significantly reduce the agency discretion on the detailed composition of its
expenditures and investments.

In some cases, the scope of action of an independent agency may even
fall into the realm of economic policy. For instance, setting technical
requirements for home networks invelves the definition of a given
teclimological level to be achieved at every home in the country. It affects the
families using the homes built according to such requirements, and the firms
and employees in the home networking business. That is, a whole industry
may be changed by new technical requirements. Eventually, monitoring
compliance with technical requirements may also have policy dimensions.
Fewer resources allocated to monitoring electronic equipment markets might
allow cheap imports that do not meet technical standards requirements to
enter the domestic market. Similarly, when the agency has several objectives
to pursue simultaneously over a given period, it often has the discretion,
given ils budget constraint, to construct its own hierarchy of objectives.

A choice between objectives may also be imposed whenever there is
some inconsistency between objectives assigned by law to the regulatory
agency. For instance, the promotion of investment in new networks and the
promotion of access to incumbent networks, or network elements, may be

® «pyy why should regulators be political al all? Once the broad legislation is in place, the
job of detailed day-lo-day regulation, which is both highly complex and technically
demanding, is best done wholly free of political interference. A good analogy is with
central banking: within a broadly agreed political framework, it works best when the
detailed decisions on monetary policy are taken independent of any outside political
pressures™(The Economist, July 24" 2003).
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inconsislent objectives. However they are arguably (wo of the most
important objectives of economic regulation in communications markets,

[t also seems possible to suggest that in communications markets, the
definition of objectives to be pursued often involves a substantial amount of
ambiguity. 1o price regulation, for instance, the principle of cost orientation
of prices in postal and telecomnmnications markets is subject to some
ambiguity concerning the definition of the relevant cost concepts and the
speed of adjustment of prices to costs. In interconnection and access prices,
the regulator iz often allowed or encouraged by law to take into
consideration efficiency issues, something that also involves a considerable
amount of ambiguity. More recently, one of the main objectives of
regulation has been the promotion of competition. However, the relevant
concept of competition is not obvious. For instance, which concept of
competition are the regulatory authorities expected to pursue? Should
regulators adopt a structural concept based on  observed market
concenfration; or should they emphasize behavior and performance in their
appraisal of competitive conditions?

After the definition of objectives, another possible source of discretion is
the choice of instruments to be used, given expected causal relationships
between instruments and objectives. Certainly, the scope of legal instruments
available to national regulatory authorities to achieve a given objective has
increased in telecommunications markets. The Framework Directive puts a
strong emphasis on the principle of proportionality in regulatory action, The
Interconnection and Access Directive states that for operators with
significant market power, national regulatory authorities will be able to
Impose, as appropriate, obligations of transparency, non discrimination,
accounling separation, access and use of specific network facilities or price
control and cost accounting.”

Ultimately, regulatory agencies are burecaucracies. One natural
assumption for bureaucratic behavior may be the pursuit of power, as the
pursuit of profit is assumed to be the objective of ‘economic man’?
Moreover, as monopolists in a market, bureaucracies are sources of
inefficiencies, resulting from reduced effort in the pursuit of objectives or
lack of cost-minimization procedures. In an independent regulatory agency
these features of bureaucratic behavior may well interact with different
forms of political behavior, as long as the agency has some discretion in
offering or withdrawing regulation.

in this framework, asymmetry of information and uncertainty may well
play an additional role in the development of regulatory discretion.
Uncertainty and asymmetries of information are often recognized as sources

¥ Directives 2002/2 1/EC and 2002/19/EC.
% Mueller (2003, 359-361).
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of political power. According to a generally accepted idea, the possession of
superior information is a source of power. In regulation, it is not obvious that
the regulators always have better information than regulated firms or,
eventually, consumers’ associations. Indeed, the opposite may well happen
and a common assumption is that firms have better information about market
conditions than the regulator. If true, this may be a check on regulatory
power. It is clear that it may also be a source of error in regulation — but
errors in regulation may also be a source of checks on regulatory power, as
long as the agency becotnes subject to greater scruliny from the interested
parties and to critical appraisals from the press.

However, in a different sense, it can be suggested that a regulatory
agency may use¢ lack of information and increasing uncertainty to maintain
or increase power and discretion. This follows because, in regulatory
practice, imperfect information and asymmetries of information are part of
the initial problem, but they are not a “state of nature.” Action can be
undertaken to reduce uncertainty and asymmetries of information; and it
may not always be in the interests of the agency to allocate resources to
these activities. In principle, this is a matter of cost-benefit analysis.

It is reasonable 1o agsume that reducing uncertainty and knowing more
about a given market situation brings benefits to the agency. However,
acquiring incremental knowledge imposes costs on the regulatory agency
and these costs depend on the scope for bureaucratic behavior at the agency.
Beyond the obvious financial costs of the resources emploved in the
acquisition of knowledge, the agency bears some disutilily from effort. It is
clear that the opportunity cost to the regulatory bureaucracy of an activity
intended to reduce uncertainty about a given market situation is higher than
in an organization strictly focused on the pursuit of the “public interest,”
This suggests that bureaucratic behavior leads to sub-optimal investments in
knowledge; but it is not necessarily the end of the story. It is noteworthy
that, in fact, acquiring information and knowledge about an uncertain
situation usually means that uncertainty is reduced concerning the analysis
of that situatien. [f se, it may be possible to make a reappraisal of the costs
and benefits to the market of a given set of regulatory options. It may well
happen that this process leads to shedding additional light on the costs that
some regulatory options may impose on the market. In the end, some of the
options initially considered no longer look acceptable. However, these
options might have been the preferred options of the regulatory agency,
because they might have involved increasing power, or they might have been
related to the supply or withdrawal of regulation as responses to private
actions, Without additional information these options might have been
defended according to some rhetoric of the public interest and might have
been followed by the agency. The availability of information about the
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potential consequences of regulatory actions may make impossible a credible
defense of actions that could be defended with less information. As long as
the information is available, the regulator must use it, [n practice, it does not
seem reasonable to discard available information. That would obviously
compromise the credibility of the regulator. Such behavior might also be
illegal. The legal framework for regulatory procedures usually implies that
the agency cannot ignore information directly available, In the end,
additional information may reduce the scope for discretionary regulatory
behavior,

At the margin, an tnvestment in knowledge may have negative benefits
for the regulatory agency if the eventual benefits of this investment are
outweighed by increasing effort, and by highlighting the social costs of
regulatory options. Because of this, before any investment in acquisition of
information and knowledge, the bureaucrats-regulators must decide if they
want to know what will become known if the investment is made. This
decision may well be an important source of regulatory discretion.™

It seems possible to argue that private parties negatively affected by
regulatory behavior have the incentives to provide the agency with free
information that may deter effectively the exercise of regulatory discretion.
This is certainly an interesting possibility, but some qualifications and
doubts should be considered. Private parties are also affected by imperfect
information about market outcomes and may not be able to provide credible
information about them. They also have imperfect information about the
regulator. In particular, they do not know what the regulator knows; they do
not know what information to supply. In this case, to supply substantial
amounts of information is an option, but it is not necessarily the best option.
Interested parties may be willing to provide information about the impact ol
regulatory action on their own surpluses, namely if this impact is negative.
But this possibility should not be taken for granted. Private parties might be
involved simultaneously in several regulatory processes, and supplying
detailed information in one of them may jeopardize their position in the
others. Or, as a rule of thumb for regulatory interaction, private parties may
never reveal very much to the regulatory agency about their own surpluses,
positive or negative. This happens because they may believe that over time,
the possession of superior information is an important source of advantage in
dealing with the regulator. It may well be important for them that the
regulator does not know what type of knowledge they have — ard revealing
that knowledge in a given situation might have negative effects in future
interactions with the regulator. Finally, firms may simply not trust the

¥ The opposite may also happen. Investing in the acquisition of information on uncertain
market situations may aliow the regulalory agency to present a credible defense of a
decision (hat may be essentially a response Lo private inlerests.
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regulator for the purposes of supplying sensitive data. For instance, they may
assume that competitors will offer jobs to people from the regulatory agency
dealing with such data. Currently, only members of the board face
restrictions moving to private employment when leaving the agency.

4. ACCOUNTABILITY

The arguments in the previous section suggest that independent
regulatory behavior may be subject to some of the limitations usually
associated with bureaucratic behavior. Accordingly, the design of
accountability rules facing the independent regulator is crucial in
communications regulation. Accountability rules governing Portuguese
communications markets invelve the rules covering relations between the
ICP and the internal judicial, legislative and executive powers, as well as the
relations with the industry and consumer groups. Morcover, in the EU
institutional arrangements, the European Comimission also has considerable
power to supervise national regulatory authorities in communications
markets.

First, it should be noted that the partics subject to ICP decisions have
always had a right of appeal in the general framework of the regulatory
process in Portugal. The court of appeal is usually an administrative court,
This often implies that the main issue at stake in court is the compliance of a
decision with the procedural rules sct for the reguiatory process. The content
of that decision, its consequences fo firms, consumers and markets, often
play a minor role or no rele at all. Recently, a major step was taken to
improve on this in telecommunications markets, According to Directive
2002/21/EC, member states shall ensure the right of appeal to a court having
the necessary technical and specialized knowledge, making sure that the
technical merits of each case are given due appreciation. This principle may
become one important source of accountability in independent regulation in
internal telecommunications markets.

Concemning the relationship with the government, it is striking that, from
1989 to the late 1998s, the government retained important formal powers of
control in price and quality of service regulation of telecommunications and
postal operators enjoying exclusive righis and with universal service
obligations, This happened even after the formal involvement of the ICP in

M PT and CTT also have the possibility of sertling some disputes with ICP, arising in the
specilic framework of their concession conlracts, through a court of arbitration. This court
is made up of three members, one being appointed by each of the parties and the (hird
being chosen by the arbitrators selected by the parties. This process of settling disputes has
been used very rarcly, basically in cases of fings imposcd under the concession contract.
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the regulatory process in 1992, However, the government role has been an
increasingly limited one. In practice, it would be difficult for the government
o take a very active tole in supervising the ICP. There was no bureaucracy
inside the civil service to monitor the communications industry and to
provide the government with technical analysis independent from the
regulatory agency. The ICP had the statutory role of advisor to the
government on communications policy, and successive governments have
chosen not to have a civil service bureaucracy monitoring the
communications industry. They relied on ICP advice and, eventually, also on
independent work from advisors and aides appointed on an individual basis
by each member of government.

In 1996 some major steps were taken to improve accountabilily in
regulation and in policy advice. The statutes of the ICP were changed to give
a greater role to an advisory council.* This council was first formed at the
same time as the ICP, in 198%9. At that time it comprised mainly
representatives of different ministries and operators enjoying exclusive
rights. Its main functions were to give advice on the financial and activity
reports of [CP, and to advise the board of the ICP, as long as the board found
such advice useful.

In 1996, the council was enlarged to include representatives of all
operators and service providers, with a bias favoring the inclusion of entrants
not related to PT and CTT. Consumers’ associations were also represented.
At the same time, the functions of this council were enhanced, It was given
an advisory role in the definition of patterns of quality of service to be
imposed in communications markets, and in the definition of global policies
for communications and economic and social development. Even more
significantly, the council was given the right to be asked, either by the board
of the ICP or by the government, to give its advice on any other subject.

These moves improved the government access to sources of advice other
than the regulatory agency and so increased government supervision of the
ICP. They also improved accountability with the industry and with
consumers’ associations. The role of consumers’ associations was further
reinforced in 1996, in the framework of new consumer laws. Consumers’
associations received the right o participate in the regulatory process and to
ask, at any moment, for information on the economic and legal basis of
regulated prices. This was to happen mainly in telecommunications markets,
but in practice consumers’ associations also became directly involved in the
regulatory process in the postal markets.™

On a more formal level, in 1998, another change in the statutes, mainly
symbelic in practice, concemed financial accountability. The [CP

* Decree-Law 95/96.
2 Laws 23/96 and 24/96.
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maintained financial and administrative autonomy, but the ICP budget
became part of the state budget. Significantly, this change implied ingreasing
accountability fo Parliament.

Further changes occurred by 2002, under the new ICP-Anacom statutes,
and in 2004, with the transposition to domestic law of the EU Directives on
electronic communications networks and services. The new institutional
arrangements are likely to provide checks on regulatory power from several
different sources. The first one is the reinforcement of the right of appeal at
the national level, to include, as mentioned, the analysis of the technical
merit of regulatory decisions in telecommunications markets.

Second, the design of institutional relationships with Parliament was
improved, as [CP-Anacom also became more accountable to it. A provision
in the new statutes gives ICP-Anacom an advisory role to the government
and to the parliament. The authority must also present an annual report on
regulatory activities to the government and to the parliament.

A third significant develepment in the new regulatory framework in
telecommunications and of the new [CP-Anacom statutes is the new focus
on public consultation. As a general nile, any decision by ICP-Anacom with
a significant impact on relevant postal and telecommunications markets must
be preceded by a consultation of the draft decision with the interested
parties.” The interested parties may be an extremely large group - the
government, the European Commission, firms, consumers and national
regulatory authorities in other member countries.

Finally, in telecommunications markets, in several cases explicitly
mentioned in the Framework Directive and in the Access Directive, related
generally to the development of the single market, the draft decision shall be
made accessible for comments to the Commission and national regulatory
authorities in other member states. Moreover, the Commission may require
the withdrawal of the decision in any of the following cases: when the
intended measure aims at defining a relevant market that differs from those
defined in the Commission recommendation on relevant markets; or when
deciding whether or not to designate an undertaking as having significant
market power; and when it would affect trade between member states.™

These provisions grant the Commission the power to impose an ex ante
reversal of decisions of national authorities in two core arecas: First,
economic regulation related to the definition of relevant markets; and
sccond, the identification of operators with significant market power.
Moreover, the general consultation procedure with the Commission and
other national regulatory authorities also suggests the possibility of ex ante
reversal or change of draft decisions of national authorities through some

# See Dircetive 2002/21/CF and Law 5/2004,
* Directive 2002/21/CE,
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kind of peer advice or peer pressure. National regulatory authorities may
find themselves in publicly odd situations if, in the framework of these
consultation procedures, it becomes chvious that most of the EU national
authorities are against their draft decisions under consultation. At the same
titme, to reinforce the cooperation between the European Commission and
the national regulatory authorities, the European Regulatory Group was
created.® This group includes the national regulators and the European
Commissioen and it may also contribute to the increasing accountability of
each national regulator to the Commission and, eventually, to the other
national regulators.

In general, it seems that recent developments in the Portuguese
institutional arrangements give a greater role to EU institutions for checks on
domestic regulatory discretion, at lcast in the area of telecommunications
regulation.

At the national level, the recent developments may lead to some
ambiguity. In the case of consumers and the industry, much depends on the
details of the implementation of the consultation procedures generally set in
law. With regard to the government, much depends on the degrec of trust
that develops between the government and the regulatory agency at the
political level. In many areas related to policy advice, the agency is not
supposed to be independent from the government. More generally, it remains
to be seen if Parliament, the government and private, interested parties are
able to supervise regulatory discretion. This is a very practical point but
essential for the effectivencss of the domestic institutional framework.
Another major question is related to the role of the advisory council
Formally, this council was restructured to make it more representative of the
changing communications industries. However, from 2002 and 2004 the
government failed to obtain nominations to the council. It seems that, during
this period, the government believed that the new regulatory frameworks
provided adequate checks on regulatory discretion.

3. ARE THESE ARRANGEMENTS EFFICIENT?

The contrel of the direct financial costs of regulation is likely to have
been a persistent objective in the evolution of the Portuguese regulatory
framework. As mentioned above, in 1989 there was a political option of not
developing a bureaucracy within the ministry and the civil service to support
political decision-making in communications.

¥ Decision 2002/627/CE.
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The reasons for this political option may be related to some lack of trust
in the efficiency of traditional state bureaucracies. In communications, the
Portuguese government really tried to create a new burcaucracy, subject to
tules governing employment and expenditure that were closer 1o the rules
governing state-owned firms than to the rules governing traditional state
bureaucracies. At the same time, the government maintained some control
on the agency’s costs through the budget approval process, regular audits
and the imposition of specific rules. The most obvious of these rules has
been a cap on labor costs, imposed on an annual basis and related to the
changes in labor costs in the civil service, These arrangements also avoided
potential (and traditional) costly conflicts between dilferent state agencies
acting in the same sectors and in conflicting arcas of supervision. Such
conflicts are likely to be the source of additional uncertainty in the markets,
imposing additional burdens on firms and consumers.

One possible shortcoming of this framework was a decrease in the
government’s ability to supervise the regulator. Two features of the
Portuguese regulatory framework may be secen as addressing this issue. First,
the agreement on price regulation of services provided under exclusive rights
can be secen as an inexpensive way to limit regulatory discretion. It may
seem somewhat awkward since a specific regulation depended on the
agreement of the regulated entity. But in the end the final decision belonged
to members of government that could always hear all the interested parties —
and the regulated entities were, for most of the time, state-owned firms, or at
least firms controlled by the state. Second, the role given to the advisory
council and the direct relationship that was allowed between the advisory
council and the government may also be seen as a cost effective way to get
“insider” and specialized knowledge to monitor the regulatory agency and to
get additional advice on communications policies, until the end of 2001,
without additional financial or political costs,™®

A cost effectiveness argument may also be presented concerning one of
the most contentious issues of the new regulatory framework: The possibility
of ex ante reversal of the decisions by the European Commission, It would
certainly be costly for the Commission to promote an ex post reversal of a
decision of a national regulatory authority. It would also be costly for the
national regulatory authority to defend it in the courts. The expected cost
savings resulting from ex ante reversal of national decisions are probably
higher than the additional expccted costs of analysis and treaiment of
information arising from the consultation procedures at the EU ievel
Moreover, the appreach followed in the Directives brings greater certainty to

* McCubbins and Schwartz {1984) noted that the participation of inlerest groups in the
regulatory process contributed to the supervision of the regulator. The advisory council
can be seen as an inexpensive framework to implement (his kind of supervision.
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cach national market and, as this procedure is aimed at the development of
the single market, it seems likely that an increasingly common regulatory
framework in the BU will decrease the costs of doing business in different
EU countries.

Another issue relates to the efficiency of arrangements increasing the
discretionary power of the agency. It was noted above that the scope for
discretionary behavior has increased by the lack of detail in the definition of
objectives and instruments of regulation. However, this may be an efficient
way to deal with the complex decision-making process at the EU level.
Greater detail in the Directives would probably impose very high costs in the
EU legislative process. Whenever it is not possible to achieve greater detail
because of differences between member states or between member states and
the European Commission, the necessary level of detail will have to be
achieved in regulatory practice. The consultation procedures set in the
Framework Directive give a clear role to the European Commission in this
process. It remains to be seen to what extent differences in national positions
that prevailed in the political process and blocked agreements on more
detailed laws will reappear in the daily business of implementing the
Directives.

It can be also argued that setting general principles in law is not
necessarily the result of political deadlocks. General principles may be
simply the best tcchnical option. Conditions prevailing in each national
market, technological change, and/or changes in preferences, may suggest
that a detailed legisiative approach might lead fo excessive rigidity in
regulation. If so, there is a trade-off between increased flexibility for
regulatory action and the control of discretionary behavior. At some point, it
may be possible that less flexibility and more detailed rules may be welfare
improving, even if these rules are not first best rules.”

6. CONCLUDING REMARKS

The institutional arrangements for regulatory independence implemented
in Portuguese communications markets are relatively inexpensive from the
point of view of the state budget, and, at least in some cases, it seems
possible to find a rationale for them on efficiency grounds. However they
may be potentially unstable. The advisory role to the govermnment is not
necessarily consistent with the pursuit of independent regulation. A
government can always ¢laim the right to choose its own advisors, at least in

M Laffont (2000) argued that constitutional constraints on regulation can improve expected
welfare because they dominate altemative rules that open up too large opportunities for
political discrimination.
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the traditional Portuguese political framework. For instance, the current
arrangements may lead to weaker regulation if it is felt that there is no
pelitical trust between the regulator and the government. However, it
remains to be seen whal might happen in such a case, as the regulator has
effective powers wholly independent from the government. In the same
sense, the co-existence of agencies, like 1CP-Anacom, with traditional ¢ivil
service bureaucracics, suggests additional analysis of the consistency of
different institutional arrangements in the state sector.

Possibilities of discretionary behavior were highlighted in the previous
sections. They seem to be strong enough to suggest that the decision-making
process inside regulatory bureaucracies is an interesting area for additional
research. On the other hand, the potential roles to be played by Parliament
and by the European Commission, as checks on regulatory discretion, seem
to be of particular relevance. Future work should provide new insights about
the effectiveness of the new framework in place in increasing accountability
in Portugnese communications markets,

REFERENCES

Laffont, I. -J. 2000. Incentives and Political Economy. Oxford: Oxford University Press,

McCubbins, M.D. and Schwartz, T, 1984, “Congressional Oversight Overlooked: Police
Patrol vs. Five Alarms.” American Journal of Political Science 28; 165-79,

Mueller, D.C. 2003, Public Choice. Cambridge: Cambridge University Press.



Chapter 20

United States Postal Service Office of Inspector

General
Developing Best Practices for a Postal Watchdog

David C. Willlams and Thomas M. Sharkey
United States Postal Service Office of Inspector General

1. INTRODUCTION

This conference has focused in the past on postal economics relating to
price and market regulatory issues such as controlling monopoly power and
increasing competition in postal markets. This paper shifts that focus toward
“oversight” of postal operators, Oversight ranges from informal oversight
such as media coverage of the postal operator, to formal oversight such as
that performed by the United States (U.S.} Postal Service Office of [nspector
General (OIG}, to include audits and investigations relating to the programs
and operations of the postal operator. Owversight fosters good program
management increasing the efficiency and quality of postal services, a goal
all postal economists can embrace.

We appreciate the view that the market forces of competition can corpel
operators to be more efficient and ultimately lower prices and improve
service; however, significant competition has not vet emerged in postal letter
markets. We argue that in the meantime, traditional oversight of the posts
still plays an important role. National governments would be wise to focus
on oversight as they strive to maintain the quality and affordability of postal
services for their citizens. Given that the postal service is an egalitarian
element of a nation’s character, national governments may ncver catirely
relinquish control of their postal service,



396 Chapter 20

We discuss the role and value of oversight organizations, outline the
attributes of oversight, and identify organization types noting their strengths
and liabilities, We review postal oversight in the U.S. and articulatc how
oversight responsibility is shared and coordinated among government
entities. We discuss the strengths, liabilities, and valuc of postal oversight
using the Inspector General (IG) model in the U.S. We summarize a survey
of postal oversight activities and governance in selected countries, and
propose three generalized models of postal oversight as a framework for
discussion. Finally, we suggest key factors to effective oversight.

2. ROLE AND VALUE OF OVERSIGHT
ORGANIZATIONS

To be a force of pesitive change, oversight must be neutral, objective,
and credible, not simply negative criticism. Oversight of governmental
cntities is intended to gain efficiency and effectiveness in agency operations.
In the case of the post, it is primarily concerned with the delivery of goods
and services 1o the taxpayer or the ratepayer via performance and financial
statement audits. Oversight identifies gaps in program delivery and
recommends ways for an agency lo execute corrective action and foster
transparency. In the form of investigations into criminal, civil and
administrative allegations of wrongdoing, oversight ensures the integrity of
financial transactions and diminishes the exposure of govemmenial
programs to fraud, abuse, and misconduct. Where there is competition,
oversight assures a level playing field and fairness to private sector
competitors. Additionally, governmental oversight bodies provide a voice
for the public, as special interests can ably articulate their own concems.

Postal economists may ask whether there is a positive return on the postal
ratepayer’s investment in oversight. Recognizing this concern, the OIG
calculates the return on investment by estimating monetary benefits of audit
recommendations to show management how implementing these
recommendations can help improve their bottom line, and by identifying the
amount of fines, judgments, and restitutions resulting from investigations.
The OIG is required to report semiannually the amount of these monetary
benefits to Congress and the Governors of the Postal Service. The OTG relies
on staff such as statisticians, cost/benefit analysts, economists, engineers,
subject matter experts, and computer assisted audit technical support to assist
in developing the monetary impact of audited areas. This process then
undergoes a quality control review by a designated in-house expert.

Additionally, there are nonmonetary benefits that increase the value of an
oversight organization, such as the deterrence of fraud, waste, or
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misconduct; assuring a level playing field for competitors; and the efficiency
gains from certain recommendations (i.e., process improvement) that may be
quantified later, Further, oversight organizations provide an invaluable
service when management corruption is suspected because the oversight
function provides an avenue to cither go in and remove the cloud of
suspicion or allow corrective action, as warranted, thereby strengthening the
integrity of the management and operations of an organization,

In identifying the amount of monetary benefits, auditors use the evidence
gathered during fieldwork and are encouraged to obtain postal
management’s agreement as to the potential savings that can be reasonably
determined and supported. Savings can be identified as a one-time
occurrence or recurring, and are linked to recommendations such as, reduce
staffing or terminate contract routes to save money over a period of time
without detracting from service delivery. To estimate savings, the OIG uses
the current period (starting from the issuance of the audit report through the
end of the current year) and projects to the next fiscal year, or the remaining
term of the contract, lease, Decision Analysis Report (typically 10 years cash
flow), or other period used by the Postal Service. The amount of savings is
offset by the cost of implementing the recommendation; for example, the
termination cost or the cost to set up a monitoring group. When choosing
between two or more egually reasonable assumptions or methods of
estimation, the one that yields the least amount is reported,

Since 2003, the IG Act requires the establishment of a peer review
process to ensure that “adequate internal safeguards and management
procedures continue to exist within OIGs” (Quality Standards, 2003). In that
way, the exercise of law ¢nforcement powers by each OIG is reviewed
periodically by another OIG or by a commiltee of Inspectors General. This
process examines whether OIG investigative programs have adequate
internal safeguards and management procedures, fosters high quality
investigations and investigative processes, ensures that the highest levels of
professionalism are maintained, and promotes consistency in investigative
standards and practices within the IG investigative community.

3. ATTRIBUTES OF OVERSIGHT & TYPES OF
OVERSIGHT ORGANIZATIONS

Oversight has both strengths and liabilities depending upon how the
oversight function is managed and balanced with other oversight entities.

Basic guestions to ascertain the desired strengths of oversight include: [s
the work credible, objective, compelling, comprehensive, independent, and
transparent? Is the area examined at a high level of discourse to focus
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management attention? 1Is the venue energized lor change? Does the
oversight organization possess in-depth program knowledge? s there
effective follow up?

Basic questions to ascertain the liabilities associated with oversight
include: Is the oversight burdensome on the operator, expensive to conduct,
distracting to the operator’s leadership agenda or, in a worst case, disruptive
(i.e. investigators descend on an office and operations are hindered)? These
are liabilities to be guarded against or mitigated.

Against this perspective, we consider the strengths and liabilities of types
of organizations that conduct oversight below,

3.1 Postal Regulator

In general, a postal regulator is not charged with direct oversight of the
efficiency, effectiveness, and integrity of postal programs. However, many
regulators can indirectly compel efficiencies by setting price caps that
attempt to mimic the efficiencies of a competitive market. Most postal
regulators do not lock at criminal activity and few have the power to force
disclosure of information or order sanctions against the operator. Some
regulators have found this to be a major handicap. Regulators oversce and
review limited but vitally important areas such as prices, service quality, and
entry requirements.  As a result, regulators often develop in-depth
knowledge of postal operations, and credible, objective and compelling
evidence to support their work, But postal operators may find the
information demands of the regulator to be burdensome and intrusive, The
establishment of dedicated national postal regulators in the European Union
has energized the sharing of best practices and may enhance the price and
quality of postal services.

3.2 Special Commissions

Special conumissions can be an effective tool in that they are high profile,
facilitate high-level discourse, are charged with making recommendations
generally unencumbered by preconceived notions, and, if properly
constructed, are objective and fair. On the other hand, there are liabilities to
the special commission approach. As they go out of existence there is no
guarantee that there will be action and follow up to their recommendations,
particularly if they lack allies to support their recommendations. Special
commissions, although confronting complex issues and organizations, may
lack in-depth knowledge while challenged to develop sophisticated
assessments of postal programs.
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In U.8. postal history, the 1968 Report of the President’s Commission on
Pastal Organization (ak.a. Kappel Commission Report} laid the foundation
for transforming the Post Office Department into a “modern day” Postal
Service. Howsver, that was 36 years ago and many belicve the business
model of the Postal Service is broken. To address this issue, the President
established a special commission in 2002, resulting in a DPresident’s
Commission Report on the U.S. Postal Service in 2003, Congress is holding
hearings on the Commission’s recommendations and may use them as a
basis for reform legislation (House Committee, Feb. 11 & Mar, 4, 1999).

33 Congressional (Parliamentary) Hearings &
Legislation

Congressional hearings by oversight committees are powerful in that they
ar¢ high profile, enable high-level discourse at a rapid pace, and give voice
to constituents and allies, However, some find that the issues addressed in
bearings get a superficial treatment; that is, the examination is wide but not
very deep due to time constraints. There is generally little follow-up on
issues and there is a perception that committees work behind closed doors
where the decision making process is not transparent, Finally, hearings often
breed confrontation, rather than consensus, ameng opposing parties.

When all else fails, Congress will introduce legislation to directly address
an oversight issue or to enhance the role and funding of responsible
oversight organizations to audit or investigate issues of concern. The major
strength of congressional legislation is that the law forces compliance.
However, Congress may focus on other issues and may not stick with the
issue to ascertain that the new legal requirement is being met by the agency.
Congress may not have the resources to verify that desired laws are properly
reflected in regulations and that such regulations are being followed.

34 Internal Auditor

Internal audits arc narrow in scope and focus management attention to
critical operational issucs. The strength of this type of andit is that subject
matter experts conduct it.  Possible liabilities include that the internal
auditor’'s work is not transparent and may lack credibility, and may be
reluctant to report out unfavorable findings to management.

35 Inspector General

1Gs conduct audits and investigations. Well-trained auditors and
evaluators who work with issue areas on a regular basis can become subject
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matter experts with insider expertise. Auditors make recommendations fo
management based on sound, thorough and defendable analyses that can
reap significant gains in efficiency and effectiveness. IGs also conduct
independent investigations of suspected criminal, civil, and administrative
wrongdoing, which may be high profile and serve as a warning to other
wrongdoers. Formal investigations, which lead to administrative or judicial
action, adhere to strict standards of fairness, objectivity and professionalism,
and result in strong action to remedy the gituation and punish the guilty.
When closely allied with the judicial system, independent investigations can
be a powerful tool for maintaining the integrity of postal operations.
However, 1G’s work may have liabilities if not properly managed. Some
comprehensive and sophisticated audits can take a long time. Also, 1Gs
cannot compel the agency to implement audit recommendations. Unlike the
glare of spotlights when Commissions, Congress and the media examine
issues, auditors tend to work under the gentle glow of an office lamp. As
such, their work may need a champion. Additionally, investigations have
inherent liabilities that must be recognized. For example, a particular
allegation or case can be unique and not reflect a pattern of systemic
criminal activity. As such, the result is narrow and dividends may be small.
These liabilities can be remedied by determining the root cause or system
failure that exposed the agency to waste, fraud or misconduct.

3.6 QOutside Law Enforcement

Using outside law enforcement authorities, which appears to be a
common practice in the posts, are, or can be perceived, as fair and objective
since they lack bias toward protecting the interests of the agency. However,
when investigating criminal activity associated with the mail, outside law
enforcement authorities may not have specialized postal knowledge, may
have a steep learning curve, may be narrowly focused on the specific
criminal activity of the allegation, and may be slow in bringing a case to
justice. Often outside investigators do not identify recommendations for
management to implement to prevent that type of criminal activity from
reoccurring. Investigators may not look at systermic problems and instead
focus on the case at hand. :

3.7 Media (Press), Interest Groups, Consultants &
Consumer Advocates

The media play an important, albeit less formal, role in oversight. Media
coverage of postal operator issues is high profile and there are communilies
of common allics on many postal issues. However, the media may lack
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objectivity in the rush to make headlines and [it complicated issues into
limited airtime and newsprint. Unless the media has reporters regularly on
the postal beat, stories may not have contextual richness. Reporters, if not
vigilant, are also vulnerable to taking on special interest agendas.

Table 1: Matrix of strengths and liabilities of oversight organizations
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Qualities rated H — high, M ~ medium, L — low.Interest groups, including
government watchdogs, bave an important voice in oversight of the post.
Despite the image of interest groups fighting to get a bigger piece of the
postal pie, most postal interest groups have more in common than they have
differences. On many issues, such as the efficiency and effectiveness of
postal eperations, they are strong natural allies to oversight organizations.
Interest groups have specialized knowledge of programs that affect them.
However, interest groups also have the strongest agendas which can drown
out the voice of underrepresented customers, are not always objective (as
one would expect), and can be confrontational.

Experts offer detailed knowledge and experience from other posts and
industries, which internal auditors often lack. Experts have high credibility
and, in most cases, are energized for change, However, their
recommendations lack transparency and may lack follow-up. In many cases,
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government salary constraints or budgets make experts unaffordable, so
expert consultants are usually employed by special interests. From an
oversight perspective, expert consultant analyses and recommendations need
to be viewed with this in mind — they may not be independent and objective,
Private sector consumer advocates seek to eliminate waste and inefficiency
in government through nonpartisan public education programs and lobbying
aclivities. Government consumer advocates represent the interests of the
general public. They have in-depth knowledge and, if properly managed,
can be independent, crediblc and objective; however, their recommendations
can be found to be intrusive and may lack cflective follow-up.

4, POSTAL OVERSIGHT IN THE UNITED STATES

4.1 Postal Regulation and Oversight in the U.S.

We begin by describing the mission and responsibility of the OIG, We
then describe the role, mission, authorities and reporting relationships of
entities within the U.S. that provide regulation and oversight of the Postal
Service. Such entities include Congress, the Postal Rate Commission (PRC),
the Board of Governors and its committees, and the General Accounting
Office (GAQ). In this way a picture of the oversight model comes into
focus,

The U.S. has a tradition of strong regulation of public and private
menopolies. Under rate-of-return regulation, the regulator closely examines
the monopoly’s revenue requirement request and has the authority to lower
the request based on efficiency considerations. Additionally, regulators set
prices and guarantee universal service. The Postal Reorgunization Act in
1970 (the Act), created the current U.S. Postal Service, redefining the
organization and oversight of what had been the Post Office Department,
The Postal Service retained ils status as a government agency, but the Act
established a Board of Governors to manage the postal business, and the
PRC to recommend rates, which resulted in a less-regulated post. The PRC
has statutory authority to recommend price changes to the postal Governors
but does not consider the efficiency of postal operations and does not
guarantee universal postal services. While the Postal Service was designed
to operate in a business-like manner, its statutory break-even mandate
provides no explicit incentives for postal management to be efficient.

In 1996, Congress filled this void and returned, in part, to the traditional
regulatory model by creating an OIG to help improve the efficiency of the
Postal Service as well as to ensure data accuracy, program compliance with
laws, and to investigate allegations of misconduct. Although the QIG does
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not have the power to deny the Postal Service its revenue requests to the
PRC, it nonetheless affects the process by bringing to light apparent
inefficiencies in postal operations. Without hampering the Postal Service’s
ability to manage its business, Congress, supported by GAQO, the PRC and
the OIG, strive for good working relationships and an understanding of the
division of oversight responsibilities. Along with the other postal oversight
groups described below, they provide comprehensive but sometimes
burdensome oversight of the Postal Service. Although the sharing of postal
oversight among different organizations in the U.S. is complex, it works
reasonably well. We share our perspective with the hope of improving
postal oversight in other countries that may not have the same regulatory
tradition but may benefit from our experience.

4.2 Postal Service Office of Inspector General (OIG)

OIG authority is established under the Inspecior General Act (1G Act) of
1978, which was extended to the USPS OIG in 1996. The IG Act provides
statutory responsibility to protect the integrity of Postal Service programs
and operations, and to ensure that the mail service 18 administered with
maximum efficiency. The OIG fulfills these responsibilities by completing
required audits of the Postal Service’s financial statements, assessing the
adequacy of internal control systems, identifying opportunities for
improvement, and conducting investigations, as appropriate. Unlike most
0I1Gs, the Postal Service OIG is not funded by taxpayers from the general
treasury, but is funded by ratepayers from postal revenues. The Postal
Service IG does not report to the Postmaster General {(PMG) but rather to the
Governors of the Postal Service. The Imspector General also reports to
Congress. This dual reporting responsibility strengthens the independence
and transparency of the OIG.

The OIG has a budget of $123.4 million and an authorized staff of 823
auditors and investigators who face unique challenges given the size, scope
and nature of postal operations. The Postal Service has been operational
since 1773, and is deemed to be an independent federal agency serving 141
million homes and businesses every day. The Postal Service is the only
service provider to deliver to every address in the nation. The Postal Service
receives no taxpayer dollars for routine operations, but derives its operating
revenues solely from the sale of postage, products and services. The Postal
Service has annual revenues of more than $68.5 billion, and delivers more
than 46 percent of the world’s mail volume—some 202 billion letters,
advertisements, periodicals and packages a year— serving seven million
customers each day at its 38,000 retail locations nationwide.
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4.3 Postal Service Postal Inspection Service

The Postal Service was not one of the federal entities covered by the
Inspector General Act of 1978 that cstablished IG’s in the federal
government. In 1988, Congress amended the Act, designating the Postal
Service's Chief Postal Inspector to serve as inspector gencral. The Chief
Postal Inspector was still appointed by, and reported to, the Postrmaster
General. In the 1990°s, Congress became concerned over Inspection Service
abuse of power, and the IS’s lack of oversight and independence from
management under this hybrid arrangement. In 1996, to address these
concerns Congress amended the 1978 Act to create an independent postal
inspector general,

The OIG tock over all audit work from the Inspection Service. The
Postal Inspection Service now investigates crimes including mail fraud, mail
theft, fransmission of prohibited mailings (controlled substances, poisons,
explosives, and weapons), threats against and assaults on employees,
robbery, burglary, and destruction of postal facililies, extortion through the
mail, and mailing of child pornography and other sexually oriented material.
The Postal Inspection Service commits significant resources to investigating
and preventing mail theft,

The OIG is responsible for investigating theft, fraud, and misconduct by
Postal Service officers or employees, and entities or individuals doing
business with the Postal Service. The OIG provides oversight of the Postal
Inspection Service's activities and infoerms the Governors, postal
management, and Congress about problems, abuses and deficiencies relating
to Postal Service programs and operations.

4.4 The U.S. Congress

The principal oversight committees for the U.S. Postal Service are the
House Committee on Government Reform and the Senate Governmental
Affairs Committee. The committees are required to review and study, on a
continuing basis, the application, administration, exccution, and
effectiveness of the laws dealing with the subject malter over which the
committee has jurisdiction, and the organization and operation of federal
agencies and entities having responsibility for the administration and
gvaluation of those laws. The purpose of the review and study is to
determine whether laws and the programs created by Congress are being
implemented and carried out in accordance with the intent of Congress and
whether those programs should be continued, curtailed, or eliminated. In
addition, each committec having oversight responsibilities is required to
review and stidy any conditions or circumstances that may indicate the
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necessity or desirability of enacting new or additional legislation within the
jurisdiction of that committee (Johnson, 2003).

4.5 The Postal Rate Commission (PRC)

The PRC is an independent regulatory agency composed of five
Commissioners each appointed to a 6-year term of office by the President
and confirmed by the Senate. The President designates one commissioner as
chairman. The Commission’s staff is organized into four offices: Rates,
Analysis and Planning; General Counsel; Commission Secretary; and,
Consumer Advocate. The Commission reviews Postal Service requests for
new domestic mail rates, fees, and mail classifications. [t then makes
recommendations to the Governors of the Postal Service after reviewing the
request in public proceedings. In general, the most active participants in
proceedings before the Commission are persons and organizations whose
livelihood is directly affected by the Postal Service. Such participants
include individuals, businesses, and associations whose members depend
heavily on postal services, or are compctitors of the Postal Service.

The Office of the Consumer Advocate (OCA) is a component of the PRC
and deals primarily with postal rates and mail classifications in cases before
the PRC. OCA’s mission is to be a vigorous, responsive, and effective
advocate for reasonable and equitable treatment of the general public in
proceedings before the PRC. The OCA strives to assure that postal rate
increases are fair to the general public.

4.6 Board of Governors & Its Committees

The Board includes nine Governors who are appointed by the President
with the advice and consent of the Senate to serve a 9-year term. The nine
Governors select the PMG, who becomes a member of the Board, and those
10 select the Deputy PMG, who also serves on the Board. The PMG serves
at the pleasure of the Governors for an indefinite term. The Deputy PMG
serves at the pleasure of the Governors and the PMG. The Governors are
chosen to represent the public interest and cannot be representatives of
special interests. Not more than five of the nine may belong to the same
political party. The entire Board determines the dates on which new rates
and classification adjustments become effective. The Board directs the
exercise of the powers of the Postal Service, directs and controls its
expenditures, reviews its practices, conducts {ong-range planning, and sets
policies on all postal matters. The Board takes up matters such as service
standards, capital investments and facilities projects exceeding $10 million.
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It also approves officer compensation. There are three standing committees:
Audit and Finance, Capital Projects, and Strategic Planning.

4.7 The General Accounting Office (GAO)

Congress asks GAO to study the programs and expenditures of the
federal government, including the Postal Service, GAQ, commonly called
the investigative arm of Congress or the congressional watchdog, is
independent and nonpartisan, It advises Congress and the heads of executive
agencics about ways to make government more cffective. When GAO
reports its findings to Congress, it recommends actions and issues legal
opinions. Its work leads to laws and acts that improve government
operations, and save billions of dollars.

3. INSPECTOR GENERAL MODEL

In the U.S., an OIG has administrative authority to: {1} receive full access
to all records and materials available to the agency; {2} determine which
audits, investigations, inspections, and revicws are necessary and issue
reports; (3) issue subpoenas for non-federal records; (4) report directly to the
head of the agency; (5) receive emplovee and other complaints, (6) protect
confidential sources, and when necessary, (7) refer maller to the U.S.
Attorney General. [n addition, OIlGs are authorized to hirc employces,
experts, and consultants; procure necessary equipment and services; and
obtain assislance from other agencies, including federal, state, and local
governments.

The [G meodel has stood the test of time. For over 25 years, federal IGs
have had a profound impact on government operations via audits,
investigations and evaluations identifying billions of dollars in potential
savings and questioned costs that may violate law, regulation, or contract
(House Committee, Oct.8, 2003). OIG investigations lead to thousands of
prasecutions or other actions, as well as billions of dellars in potential
recoveries. Further, auditors and investigators have different approaches to
gathering, analyzing, and presenting evidence, which leads to superior
findings when the two groups work together. Also, 1Gs’ work is transparent
as the IG Act requires IGs to publish semiannual reports to Congress.

The dual reporting of IGs to Congress and to their respective agency
heads further enhances their independence, which is a fundamental aspect of
the strength of the [G model. Further, IGs cannot be prevented from doing,
conducting, or completing audits and investigations. Although, [IGs have
been accused of buckling to pelitical or agency pressure, such cases are rare
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and usually exposed by “good government” watchdogs in the U.S., who not
only keep watchful eyes on agency activity, but also carefully scrutinize [Gs,

IGs report on vital issues and make judgments about agency successes
and failures. If the work is good, it is more than the sum of its parts. IGs
enter disputes, and sometimes the weight of IG findings is determinative.
1Gs inform debates with rich, useful data that is objective and compelling,
1Gs validate claims of performance, financial achievement, and progress on
initiatives, restore confidence where charges of scandal have disabled
programs, establish innocence and remove clouds of doubt over individuals,
offices and corporations. IGs also ascertain guilt and permit a program to
move forward after cotrective actions have occurred. IGs are called upon to
be barriers to initiatives that are poorly thought out and heading for disaster.

The IG model includes many technigues that are uscful for oversight
organizations. Of these, best practices include aligning the organization,
communicating the report, and being accountable for performance.

One best practice is to have offices within the oversight organization
aligned for the single purpose of their mission, which permits higher
production rates, quality products, and gives field offices and staff greater
autonomy with less organizational risk. Aligned offices allow employees to
understand what their role is in achieving the IG’s misgion, and that of their
team, their office, their function, and their senior leaders, Every ¢lement of
the organization should strictly align to the overarching strategy and
performance metrics. Teams then know exactly what is expected of them in
terms of production and what resources they have to meet their goals.

Another best practice is to effectively communicate report findings by:
(1) preparing concise, objective reports; (2) removing redundancies; (3)
including executive summaries; {4) utilizing new report writing features such
as PowerPoint and reports with embedded video; and (5) expanding product
lines to include testimony, conferences, and working groups.

An important best practice is the performance measure process, which
makes an organization accountable for results (Bryson, 1995). This process
is based on the Government Performance and Results Act of 1993 (GPRA)},
which requires federal agencies to have strategic and annual performance
plans. GAO has found that agency strategic and annual performance plans
have improved over initial efforts, and that management reforms based on
GPRA have begun to demonstrate slow and sustainable improvements
{GAO-04-38). GPRA provides a statutory framework by which federal
managers can adopt a strategic focus to Hink resources with results, improve
the cfficiency of their organization, and ultimately reduce the cost of
government {Gruber, 2004). Examples of OIG performance measures that
can serve as a best practice resource for other postal industry watchdogs
include the timeliness and cost of audits and investigations, the number of
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audits and the significance of findings and monetary benefits; and the
number of investigative cases and the resulting amount of fines, judgments,
and restitutions.

The [G model also has liabilities, which can generally be addressed with
improved management of the quality, timeliness and sophistication of audits
and investigations. IGs need to be sensitive and address the following
reoccurring eriticisms: IGs are (1) too slow-moving to aid agencies
responding to emergencies or urgent initiatives; (2) non-inclusive even when
subject matters experts are readily available; (3) a distraction to leaders, whao
have limited amounts of time and energy for change initiatives; (4} irrelevant
because they use cut and paste formulistic recommendations that do not
address root causes of the problems; and (5) attention seekers that write
sensationalized reports. Further, the dual reporting requirement for IGs
raiges the fear that individuals may question the loyalty of the 1G and then
compromise the information that they disclose. Sometimes IGs abuse their
independence if their actions are unchecked. Thesc are powerful criticisms;
but the model is hardly broken.

To address these liabilities and improve the value of oversight work, it is
best to create teams that are aligned with the postal operator and focus on
evaluating business unit operations. Best practices for audit directors
include: (1) understanding how Postal Service programs are performing,
determining whether it is succeeding, and developing and articulating a “big
picture” for the issue area; (2) conducting gap analyses and filling gaps with
the Postal Service’s planned corrective initiatives; and (3) meonitoring
whether initiatives are project-managed, on time, and on budget.

Additionally, it is helpful to identily Postal Service, congressional, and
stakeholder counterparts to meet with regularly to get feedback on
performance and to plan work. These meetings require a standard agenda to
cover reviews of ongoing work, requests from other stakeholders, finished
work with recommendations for signature, and future job possibilities.
Engagement letters flow from agreements made during these mectings that
have specific delivery dates, and an agreed upon scope and methodology.
Further, having a strategy for releasing reports to maximize outcomes by
assessing what Postal Service managers are focusing on, and identifying
events that cnergize change such as legislation or oversight hearings,
pressure from the PMG, and criticism from stakcholders is also helpful,



20. United States Postal Service Office of inspector General 409

6. COMPARISON OF OTHER MODELS OF
OVERSIGHT

Throughout the industrialized world, there are a variety of entities that
regulate, audit, investigate and/or provide advisory opinions to governments
about postal operators. Table 2 summarizes the role, authorities, and
reporting relationships of entilics that are charged with oversight or
regulatory responsibilities based on a survey of selecled countries. The legal
status of public postal operators ranges from traditional federal entities,
government owned corporatized enterprises, and operators that purport to be
privaie with a government granted monopoly. As such, the form of
oversight varies and appears to be related to the extent to which the post is
corporatized. We offer three generalized models of oversight as a
framework for further discussion.

The traditional model: The traditional model has many governmental
entities that focus on specialized areas of oversight. These entities can
include an internal auditor, an independent (of management) auditor, an
external auditor, an internal investigator, and an independent investigator.
The U.S. Postal Service, a traditional federal entity, with limited freedoms to
operate in a business-like manner, typifies this model.

The hybrid model: The hybrid model has some governmental entities
that focus on specialized arcas of oversight, particularly focusing on the
post’s public performance at a high level (not individual programs), and the
impact of the post’s performance on competition. Royal Mail, a partially
liberalized, government-owned corporatized post, typifics this model.

The corporatized model: The corporatized model may have a limited
internal auditor or only have an external financial auditor who does not audit
operations and does not make recommendations to improve performance,
Violations of law are reported to the police like any other business company.
The Sweden Post, a fully liberalized, government-owned corporatized post
that faces competition in the letter market, typifies this model.

Oversight in a Changing World: Ewven with full liberalization and
increased competition, governments still have a compelling interest in
protecting and guaranteeing postal service for the public. Effective oversight
to enforce reguiations and to verify that obligations are met will continue to
be important, particularly those related to universal service, qualily of
service, anti-trust enforcement, compliance with access requirements and
price caps, corporate internal security, and the sanctity and security of the
mail,



410 Chapter 20

Table 2: Matrix comparing other models of oversight
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Note: See glossary at the end of the paper for acronyms and abbreviations.

7. CONCLUSION

Postal oversight ensures the efficiency and integrity of postal programs,
which may be accomplished with complementary postal watchdogs;
however, it is best to aveid redundancies in oversight functions unless there
is a compelling reason. Intended redundancies in oversight roles allow for
checks and balances in the process. I[n counfries with few oversight
organizations, it is important to assure that there is adequate coverage of
oversight functions. When designing comprehensive oversight programs,
governments would want as many strengths contained in the oversight
process as possible, exploiting the positive and mitigating the possible
negative aspects of oversight. To be effective at facilitating continuous
improvement via oversight, postal watchdogs nced to be mindful of their
role in the oversight process, demonstrate their value to the postal operator,
and have mechanisms in place to improve the quality of their own programs.
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Traditional oversight of government-owned postal monopolies is
valuable. Anticipating competition in postal markets, governments may
have prematurely moved toward a private sector model. We recommend
that postal organizations reconsider and adopt some of the traditional best
practices of postal watchdogs. [n this way, governments can improve the
affordability and quality of postal services, a goal everyone, especially

economists, can embrace.

GLOSSARY OF ACRONYMS AND ABBREVIATIONS

admin.: administrative

AP: An Post

ARCEP: Autorité de Régulation des Communications Electroniques
et des Postes — Postal and Clectronic Communications
Regulatory Body, as foreseen in the draft postal law
currently processed at the French Parliament

Comm.(s): communication(s)

ComReg: Comnuission for Communications Regulation

DCMNR: Minister for Communications, Marine and Natural
Resources

DETEC: Departement Federal de I'Environnement, des Transports,
de I’Energie et de la Communication — also known as
UVEK

FICORA.: Finnish Communications Regulatory Authority

fin.: financial

GAO: General Accounting Office

legs and regs:

legislation and regulation

mgmt. management

MINEFT: Ministry of the Economy, Finance and Industry. The
present postal regulator is its department responsible for
industry, IT and post, DIGITIP.

OCA: Office of the Consumer Advocate

OIG: Office of Inspector General

orgs.: organizations

Postcomm: Postal Services Commission

PostReg: In Switzerland, PostReg acts as an independent bedy for
regulatory tasks and is affiliated to the General Secretariat of
DETEC for administrative purposcs

Postwaitch: Consumer organization acting as the voice of the consumer

PRC:

in all postal service matters in the UK
Postal Rate Commission
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RegTP: Regulierungsbehédrde fiir Telekommunikation und Post
stmts.: statements

UK: United Kingdom

U.S.: United States

UVEK: Eidgenossisches Departement fiir Umwelt, Verkehr,

Energie, und Kommunikation - Federal Department for
Environment, Transport, and Energy — also known as
DETEC
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