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PREFACE AND ACKNOWLEDGEMENTS 

This book arises out of the Twelfth Conference on Postal and Delivery 
Economics held in Cork, Ireland, 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 
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first Conference on Postal and Delivery Economics (CPDE) was held at 
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Sir Rowland Hill. The ensuing book, Competition and Innovation in Postal 
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2nd CPDE was held at Village PTT, La Londe les Maures, France, on March 
18-21, 1992. This conference resulted in Regulation and the Nature of 
Postal and Delivery Services, published by Kluwer Academic Publisher in 
1993. Both conferences were recognized by the European Express 
Organization with the Hermes Award 1992 at its annual award dinner in 
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Delivery Economics, was held June 23-26, 1993 in Daun, Germany. In 1994 
the 3rd 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 4th 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 Postal and Delivery Services was a 
direct result of the 5th and 61h CPDEs the former was held in Helsingor, 
Denmark, June 11-14, 1997; and the latter held in Montreux, Switzerland, 
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1999, which resulted in the book Current Directions in Postal Reform, 
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in Vancouver, Canada, June 7-10, 2000, resulting in the book Future 
Directions in Postal Reform, published by Kluwer Academic Publishers in 
2001. The 91h 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 200 1. The 1 oth 
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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 issue 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 lofty 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 to 
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 agree on one thing: that 
the universal service obligation (USO) should remain. There may be some 
willingness to allow the US0 to be relaxed, but this has proved difficult for 
POs to achieve in practice, as public outcry is the usual response to 
proposals to shut down post offices or relax the US0 in other ways. The 
protagonists of liberalization usually cite the successful experience of New 
Zealand 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 helpful comments from Ian Reay and 
Frank Rodriguez on an earlier draft, and the support of Royal Mail and the Russell L. 
Ackoff Endowment for this research. 



2 Chapter I 

opposing arguments and there seems 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 some perspectives 
on the factors underlying the financial viability of a PO with a US0  and 
facing various forms of competitive entry. Section 2 will review the debate 
so far on entry and access with a USO. It will relate the situation in posts 
with that in other industries, for example, 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 on POs facing a USO. 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. 

THE DEBATE ON ENTRY 

The US0 drives the debate on entry. It provides the basis of a credible 
case against unrestricted entry. The US0 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 areas. To meet these obligations POs have typically been granted 
a reserved area, 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 US0  is to continue whether a reserved area is 
required. Crew and Kleindorfer (2000, 2001) have argued that a meaningful 
US0 is unlikely to be feasible absent a reserved area or some other method 
of funding. This argument is further elaborated in Crew and Kleindorfer 
(2004) to accommodate economies of scope between letters and parcels. 
However, even with revenues derived from significantly increased parcel 
volumes, it seems unlikely for most countries that the lettermail US0 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 
attractive 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 incumbent'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 sufficient revenue to break 
even. This process continues through more iterations, with the PO 
continuing to fail to break even, until cumulative losses eventually 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 = 10x1 5 - 4x1 0 - 12x5. However, 
if entry is allowed, the urban mail is lost to entrants and, assuming an 
elasticity of demand of zero, 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 to 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 either 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 US0 or not, and here 
there is probably the greatest agreement. Very few economists argue against 
a US0 with the possible exception of Geddes (2003) who argues that 
inefficiencies implied by the US0 outweigh the benefits it provides. While 
this is distinctly a minority view, there is a broader debate as to what form 
the US0 should take. A number of proponents of entry, notably Cohen et al. 
(2000), have argued that relaxation of some of the requirements of the US0 
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 US0 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 US0 there does 
not appear to be agreement. A further issue is whether reducing the 
obligations in an acceptable manner 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 to 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 based on a published 
tariff. In some respects this resembles an extension of the situation 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 et al. (2002) for a 
discussion of pricing flexibility and the USO). 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 issue is the nature and extent of contestability. Following 
Baumol et al. (1988), contestability of particular customers or mail volumes 
means that even 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 loyalty 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 USO. 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 percentage of the mail being non-contestable while dYAlcantara 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 dYAlcantara 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 to be re-evaluated. 
As noted by Cohen et al. (2004), some routes are profitable while some are 
unprofitable at the uniform prices charged by the PO. It seems reasonable to 
believe that the profitable routes will be lost to entrants leaving the PO with 
the unprofitable routes. However, this notion is an oversimplific'ation. As 
argued in Crew and Kleindorfer (2001), competitors are going to compete 
directly for customers and only indirectly for routes. In particular, the US0  
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 are 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 PO'S initial gross 
contribution to cover its non-route-specific fixed costs F, including those 
associated with the USO, are F = G - L, where G = BCD are the gross 
profits from profitable routes (those to the right of route ro) and L = ABO are 
the losses from unprofitable routes (those to the left of ro). 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 re), L' = A'B'O. If the 



6 Chapter I 

PO, as illustrated in Figure 1, fails to achieve financial viability with the 
initial price increase (i.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. 

Figure 1: Route Gross Profits Pre-Entry and Post-Entry 
Route Profits 

$/yr 

The consequences for route profitability from entry may be more 
complicated than as represented in Figure 1 (which already 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 seems reasonable to expect that the loss area, A'B'O and the profit 
area, B'C'D will both be smaller than the corresponding pre-entry loss and profit areas, the 
number of routes that are profitable may be greater or less. (In Figure 1, there are 
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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 US0 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 eliminate the losses and 
may exacerbate the problem as more entry is generated. 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 outcomes can occur 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 monotonic 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 are higher than those of the PO. It 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. 

(c) 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 supplier 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 US0 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 (c) has the greatest potential for economic efficiency 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 (RBOCs), the owners of the local networks, have resisted offering access to 
their networks to competitors at the rates set by regulators and have recently won a 
significant victory in the case United State Telephone Association vs. Federal 
Communications Commission , decided by U S .  Circuit Court of Appeals of the District of 
Columbia, March 2, 2004. The approach puts considerable pressure on competitors to 
build their own facilities, the so-called "facility-based entry". 



I .  Competition, Universal Service and the Graveyard Spiral 9 

(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 a 
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 USO. Indeed, our simulation results show that there is 
no general 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 occurred4. In the 
postal sector 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 
examine not only the directions that entry policy might take but makes it 
possible to compare the approaches to entry being considered by various' 
countries. TPG, for example, is opposed to 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 bankruptcy of MCI 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 model 
should allow for cases where the PO provides downstream access 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.s 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 effects 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 
quality 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 customers, and 
loyalty parameters could be adjusted 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 US0 and 
these are incorporated through higher fixed costs. In 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 because 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 competitive fringe is a simpler alternative to a Cournot or Bertrand approach. See De 
Donder et a1 (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 CostIECPR 
(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 manner and is sometimes 
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 piece 
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 employed in practice. However, it does 
indicate that there may be some potential benefit to an incumbent in making 
an estimate of entrants' cost justifying some departure from simple DAP. 

The base case 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, whereas in Zone 1 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 refer 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 outcomes since 
it represents the most liberalized view of entry policy and is at the heart of 
the current debate on entry and the USO. 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. In 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 100c. 

Table 1 shows the single-piece price, fixed costs for I, the ratio of these 
fixed costs to total costs (or total revenue since breakeven operations are 
maintained), 1's market share (measured as the ratio of 1'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 1 might be considered the case that some really old timers still 
dream about. Here 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 piece price and higher welfare. 
Complete freedom of entry in Case 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 1'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, 
just for the level of fixed cost at which a graveyard spiral is induced, we see 
that the PO has considerable leeway when only upstream entry is allowed 
(Table 2) versus full liberali~ation.~ 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 since 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 Methods7 
(Base Case) 

1 I Case 2 1 Case 2 1 Case 3 1 

Table 3: Outcomes of the Model for Three Access Pricing Methods 
(Full Liberalization) 

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 1'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 

' 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 general DAP 
will provide additional protection, especially under Full Liberalization. Indeed, as the 
formulae in the Appendix make clear, DAP access prices in any zone k will be higher than 
ACE prices precisely when CIu + CID(k) > PI, i.e., whenever end-to-end unit costs for I 
exceed the single-piece rate. For very high fixed costs F, the single-piece rate needs to be 
very high so that Clu + CID(k) 5 PI will hold for F (or PI) 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 magnitude 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 (0 on Price and Marketshare 
(Full Liberalization) 

Access Pricing Method = DAP 

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 (see the Appendix for details on the structure of demand). Figure 3 
shows that about a 25% decline in business sector demand is enough 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 XB, where H(B, k) = XB - kYB (YB = 2000) 

Access Pricing Method = DAP 

tt 0.4 
20 Markets 

I 

Level of Demand (XB) 

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 entrants 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 (CELI) 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 loyalty 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 
premium 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. 

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

Full Liberalizatio 

Perhaps the most critical element of this analysis is the complex 
interdependency of all of the factors underlying the sustainability of the PO 
and the US0 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 USO, 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, but obviously a number of others 
could be examined. For example, if incumbent's price elasticity 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 rise to a graveyard spiral. 
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interdependencies, we show in Figure 5 below the interaction between 
sustainable fixed cost for the incumbent and entrants' markup. Intuitively, 
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 areas. 

Figure 5: The Effect of Entrants' Required Markup (ME) on the Value 
of Incumbent Fixed Cost (F) that can be supported under Full 

Liberalization (Access Pricing = DAP) 

Graveyard Spiral Value of F as a Function 
of Entrants' Markup 
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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 1's 
revenues is 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 
efficient upstream operations by E causes I 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 entry policy, sustainable fixed cost and entrants' markup 
policy that indicates one of the several complex interdependencies in this 
arena. 
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CONCLUDING DISCUSSION 

From the results of these simulations, it is clear 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 avoided if the US0 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 US0 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 
renegotiate more economical labor contracts, become more 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 POs is partial 
liberalization (with final delivery retained by the PO), which roughly 
corresponds to the status 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 US0 or to provide subsidies to support 
it. The nature of the changes required in the US0 is unlikely to be in the 
form of a trivial adjustment. Indeed, even conceivable changes such as the 
frequency, uniformity 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 US0 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 benefits 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. I offers two products, 
end-to-end service, priced uniformly for all delivery zones (k = 1, ..., K), and 
an access service for each zone. The access service is offered by I to E for 
each zone at a price PA(k), priced separately for each zone k. We assume 
that there are no differences in upstream collection and processing costs 
across zones k, 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 I 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. I is assumed to maximize welfare subject to a 
breakeven constraint. Since significant fixed US0 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 
US0 is unsustainable. 

Cost Specifications 

unit cost for incumbent PO of servicing mail and delivering 
it to delivery zone k = 1, ..., K, where CIu = cost of upstream 
collection and sortation by I and CID(k) = unit cost of 
downstream delivery by I. 
unit cost for incumbent PO to service mail destined for 
delivery zone k = 1, ..., K, that 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 presorted by entrants into 1's mail stream 
for delivery. It is assumed that there are some benefits from 
collection and presortation in that C, < CIu. 
fixed cost (per period) of the incumbent to maintain the 
us0 

CEu + CED(k) = unit cost for entrants of servicing mail and delivering it to 
delivery zone k = 1, ..., K, where CEu = cost of upstream 
collection by E and sorting and CED(k) = unit cost of 
downstream delivery by E 

ME = markup above marginal cost, charged by entrants on all 
products (ME 2 0). 

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

Ci&) = ai(k - bi13 + cik + di, i E {I, E); k = 1, 2, ..., K 

where the parameters ai, bi, ci, di may be varied to achieve various zonal cost 
structures. The Base-Case values used in the runs reported here are given in 
the Table below. 

Flow of decisions: 

Let PI = 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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1. The "regulator" determines the extent of entry (full or partial 
liberalization) and the method (we consider 3) of pricing access. 

2. Incumbent sets uniform price PI for end-to-end single-piece service. 

3. Based on PI, access prices PA(P1, k) for zones k = 1, ..., K are 
determined according to 1 of 3 methods given below. 

4. If partial liberalization only is allowed, then Entrants hand over mail 
collected upstream and pay an "access fee" to have I deliver this mail. 

5. Under full liberalization, Entrants determine for each zone k, which is 
the cheaper of PA(k) and CED(k). They then choose to hand over all 
mail (serviced by E) destined for zone k to I for delivery if PA(k) is 
the cheaper way of doing this and they deliver themselves if CED(k) is 
the cheaper way. 

6. Entrants prices are assumed to be set, for all zones, as PE(k) = (1 + 
MdCost(k), where Cost(k) = full unit cost for the delivery method 
chosen and ME ) 0 is the entrants' markup to recover their fixed cost. 
See (A3) below for the exact pricing expression used for PE(k). 

Profits are computed. If PI is too low for breakeven operations, it is 
increased. If too high, it is decreased, until ultimately 1's profits are 
zero. If no such breakeven PI exists (in the sense that even for the 
profit-maximizing price PI, negative profits result), then there 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 PI by searching 
between the profit maximizing price PI,, as the upper bound on price 
and the price PImin = MIN{CIu, CEu} + MIN(C/D(~), CED(~): k = I, ..., 
K}, as any breakeven price PI must always exceed Phi,,. 

8. Finally, welfare is computed for any feasible case (any case in which 
there is a breakeven price PI) 
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Base Case Values for Cost Parameters 
Upstream Cost for I (Cm) ( 10 
Upstream Cost for E (CEU) 1 10 
Adaptation Cost (C3 1 2  
US0 Fixed Cost (F) 1 30,000 

Zone k I 

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 CostIECPR Rule: Access prices are determined (for all k = 

I ,  ..., K )  by: 

This amounts to finding the lowest uniform single-piece letter rate PI 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 are set according to the rule (for all k = I, 
..., K): 

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. 
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(3) Approximate Delivery-Zone Access Prices with Full Information: 
Access prices are set according to the following (for all k = I, ..., K): 

where h(k) = 0 if CED(k)-Ca-CID(k) 5 0 and I otherwise, and where the 
tolerance z > 0 is suitably small (in effect, a tie-breaker). The essence of this 
summary rule is to separate two cases, one in which the incumbent is more 
efficient than entrants (the case where h(CDEk - Ca - CDId = I)  and the case 
where the entrants are more efficient than the incumbent (the case where 
h(CDEk - Ca - CD~d = 0). In the former case, this rule assures that 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 between 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 
zone k are quasi-linear of the form U(D, m; R, k) = V(D; R, k) + m, with the 
willingness-to-pay V(D; R, k) given by: 
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where E > I is a parameter influencing elasticity (computed explicitly 
below). The standard demand problem of maximizing V(D; R, k) - PID then 
gives rise to the demand from residential customers for services in zone k = 

I, ..., K as: 

where AR and BR are positive parameters, and H(R, k) > 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 
1 100 

Business Customers (B) 

We use the demand model developed in Crew and Kleindorfer (1998) for 
this case. Business customers use the services of both I 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 each k = I ,  2, ..., K entrants' prices are 
determined as: 

Recall that ME 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 U(D, m; B, k) = V(D; B, k) + m, with the WTP 
function V(D; B, k) given by: 

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

The demands DI(PI, PE(k), B, k) and DE(PI, PE(~) ,  B, k) are derived from the 
standard demand problem of maximizing [V(DI, DE; B, k) - PIDI - PE(k)Dd 
with respect to DI and DE and are given by: 

with PE(k) given by (Al). The reader may verify from (A5)-(A6) that if 
P E ( ~ )  = PI//L(k), then DI = DE in zone k.  Thus, the loyalty coefficient 
represents the price discount (if L(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 L(k) < I ) .  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 area being about 
11% = (110.9) (zone k = I),  which grows to a very significant loyalty 
premium in the higher cost zones, with e.g., L(I0) = 1/(0.72) = 1.39 in the 
highest cost zone k = 10. 

Base Case Values for B-Demand Parameters 
A 
Loyalty Coefficients L(k) 
Demand Level H(B, k) 

0.35 
l / ( s  - t*k), s = 0.92; t = .02 
42,000 - 2,00O*k 
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Price Elasticities 

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

From these expressions, we can see that for our specific demand functions 
the following two identities hold for sum of the (absolute values of) 
elasticities and cross-elasticities in zone k: 

a 
V E B ( ~ ) +  V I B ( ~ ) = ~ + -  

l -a  

a 
VIEB ( k )  + VEIB ( k )  = - 

l -a  
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Delivery Volumes for Entrants and the Incumbent 

First note that I delivers all of the mail it collects upstream, which 
includes R mail and all of its own customers' B mail, i.e., I delivers all of 
Dt(P, R, k) + DI(P, B, k). Concerning mail collected by entrants, denote by 
QIE(P, k) and QEE(P, k) the quantity of mail collected upstream by entrants 
and delivered by I and E respectively in zone k. In regimes in which 
entrants are prohibited from delivering mail, I delivers all mail, whether 
collected by E or I upstream, so QIE(k) = DE in such regimes. We adopt the 
convention that when regulation prohibits downstream access by E then 
CED(k) = m, SO that I will always be used by entrants for downstream 
delivery. With this convention, we may write: 

and 

where the price vector P = (PI, PE(I), . . ., PE(K)) and h(x) = I if x > 0 and 0 
else. Note that the effect of the h function above is that E makes 
downstream delivery in zone k whenever the access price is higher than the 
entrants' downstream delivery cost. 

Incumbent Profits 

By construction, E's profits are zero. 1's profits are derived from the above 
Demand and Cost specifications as the sum of zonal profits across zones k = 

I, ..., K, minus US0 fixed costs F, i.e.: 
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The Welfare Function 

Since (in instances in which a feasible breakeven solution exists), the profits 
of both E and I will be zero, the standard welfare function W(P) reduces to 
net consumer surplus, which from (Al) and (A4) can be written here as: 

In the above, as noted in the "Flow of Decisions", PE(k) = PE(PI, k) is 
determined from (A3) once PI 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). Thereafter, the Ramsey-optimal price is 
easily determined by iterating on PI 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, PI, 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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Will Entrants into a Liberalized Delivery Market 
Attract ~nvestors* 

Robert H. Cohen, Matthew Robinson, Renee Sheehy, John Waller, 
and Spyros Xenakis 
US. 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 entrant 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, Inc., Meredith Cop.  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-nineties. ' An investment in a business like CityMail might be more attractive after bankruptcy than 
as a startup. This could happen if at time of bankruptcy the business had built significant 
scale or the startup losses were wiped off 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 model from our graveyard 
spiral paper (Cohen et al. 2004) provides inputs to the financial model. We 
conduct sensitivity analysis on the variables used in both models to 
determine their relative importance. We then calculate the internal rate of 
return (IRR)' for specific values of the most important variables. This 
provides insight into the likely success of an entrant in attracting adequate 
startup capital, which is a precondition for successful entry. 

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).4 

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

Volume 
Year (Millions) - 
1992 18 
1993 19 
1994 29 
1995 36 
1996 54 
1997 116 

Share of 
Total Swedish 
Mail Volume 

1% 
1 
1 
1 
2 
3 

Volume 
Year (Millions) - 
1998 152 
1999 167 
2000 148 
2001 174 
2002 192 
2003 216 

Share of 
Total Swedish 
Mail Volume 

4% 
5 
4 
5 
6 
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 first 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 to evaluate investment opportunities. See 
Section 3.2 for a definition of IRR and Section 5.3 for a discussion of minimum values 
considered necessary to justify investments. 
Email from CityMail, May 12, 2004. 
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surrounding Stockholm and to Sweden's second and third largest cities, 
Malmo and Goteborg. In 2000, service began to the surrounding areas of 
Malmo and Goteborg. A slight dip in volume occurred in 2000 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  table."^ 

The growth pattern exhibited by CityMail is fairly typical of new 
companies. It can be characterized by an initial period of slow growth 
followed by rapid expansion before leveling 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 1 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 

250 

-Bass Model Forecast +Actual Volume +Actual Volume Growth 

A fit of a Bass business growth model to the initial growth cycle of 
CityMail in the Stockholm area is included in Figure CityMail estimates 
that the amount of bulk mail destined for the areas it currently serves 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 million pieces, which is slightly less than 

Email from Swedish postal regulator, May 14,2004 
To model the growth of the entrant, we use the diffusion model proposed by Frank M. 
Bass (1969). The Bass model describes the growth of new product sales as an S-shaped 
curve defined by coefficients for innovation, imitation, and total sales potential. See 
Section 4.6 for a discussion of the application of the Bass model. 
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30 percent of all bulk mail in the areas served by Ci t~Mai l .~  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 q~ali ty."~ 

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. Separate 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.9 TheJinancial 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 areas and could 
not serve only the profitable routes in an area. 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 

See 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 
assume that all costs of upstream activities (mail processing and transportation) are 
recovered by upstream prices. See Appendix. 



2. Will Entrants into a Liberalized Delivery Market Attract Investors 35 

Sweden Post, a model some observers think is feasible for entrants. We 
believe that several factors would prevent this as discussed in Section 4.5. 

It should be noted that the model implicitly 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 Outputs of Cream-Skimming and Financial Model 

Parametric Inouts Parametric Inouts 
1. Portion of bulk mail that is 6. Volume growth based on Bass 

contestable model 
2. Delivery days per week 7. Reduction of fixed costs incurred 

(level of service) in initial years of operation 
3. Labor compensation of entrant 8. Pre-delivery operation costs as a 

relative to incumbent percentage of initial delivery 
4. Entrant's price discount from year costs 

incumbent's 9. Marketing and other overhead 
5. Unprofitable routes served as costs 

percentage of profitable routes 

Model 

+ 
Internal Rate of 

Return (IRR) 

3.1 Cream-Skimming Model 

In our Graveyard Spiral paper (Cohen et al. 2004) we presented a model 
to calculate 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 

lo  This is a "best possible case" assumption. It is highly favorable to the entrant. Just 
because an entrant can price its service below the incumbent does not mean that every 
mailer who sends contestable 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 entrant to prove quality, and the practical 
issue of physically transporting mail to the profitable routes from all over the nation make 
this assumption quite favorable to the entrant. 
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routes are examined at the new price to see which additional ones can be 
skimmed. The iterative process continues until 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 satisfy 
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.'' See 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 years 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 for the time 
value 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).13 
Expenses also include all capital equipment and space costs, which the 
model assumes are handled as leases.I4 In addition, an amount is added each 
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, is valued as a perpetuity. The 
analysis thus includes the value of expected profits over the life of the firm. 

" Our colleagues at La Poste (JoElle Toledano, Bemard Roy, Stephane Bemard and others) 
pointed out the distortions caused by content-based (subclass) pricing differentials, as 
opposed to cost-based (activity and shape) pricing. We also note that CityMail has a 
shape-based charge. 

l2 Further description of the models including a mathematical presentation and a comparison 
to our previous paper can be found at www.prc.gov. 
At current USPS volume levels about half of route costs are fixed. Fixed cost as a 
percentage of total cost is inversely related to volume. 

l 4  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 opportunities. One of the most common methods of 
valuing a stream of cash flows is Net Present Value (NPV), where a discount 
rate is 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., interest rates and inflation) combined with the 
perceived risk of the investment. As we have seen, 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 
unforeseeable changes. Finally, given the widespread belief that First-class 
mail volume per household in the U.S. has begun a permanent decline, 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  flow^.'^ As such, it is the break-even discount rate, the 
rate at which the present value of cash outflows equals the present value of 
cash inflows.16 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 to enter the 
market. In the discussion of the results in Section 5.3 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. 

Since the stream of cash flows in every scenario changes sign only once, a unique IRR can 
be calculated. 

l6 The IRR is known by other names such as the Marginal Efficiency 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 contestable 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.e., 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 15 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 

I' In the U.S. delivery is six days a week, but many countries deliver only five days per 
week. Some deliver even fewer times per week to 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 related 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 
labor 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 time as the 
entrant skims increasing 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. 

l 8  Delivery less frequent than every day implies the delivery of some mailings would be 
staggered, as carriers serve different routes 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 upstream presort discounts if only some of an 
area's volume was given to the incumbent.lg 

CityMail has employed an area-by-area strategy, first Stockholm, then its 
suburbs, then the next two largest cities. Area-by-area delivery would also 
be feasible in the U.S. since large numbers of high-income families, 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. It 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 relatively 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 case assumes that 
the entrant serves one third as many unprofitable routes as profitable routes. 
The pessimistic case assumes half as many unprofitable routes as profitable 
routes, and the optimistic case assumes one 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. 

l9 The level of presort depends on density which in turn is a function of volume. 
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Figure 3: Routes Ordered by Entrant's Profit (Base Case) 
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Volume 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 

where p is the coefficient of innovation, q is the coefficient of imitation, rn is 
the entrant's final volume, and t is the time period. 

The values of p = 0.00981, q = 0.71706, and rn = 210.9 millionz0 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 rn, with p and q 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 each t is divided by 0.5, and 

The estimated maximum volume for CityMail (287 million) cited in Section 2 is 
calculated by increasing this estimate (211 million) in proportion to the increase since 
1999 in households served by CityMail. 
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in the fifteen-year scenario it is divided by 1.5. This maintains the shape 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 

If the entrant is 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 years, 
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, 50,60,70, 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. Fifteen 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 entrant's 
maximum level of volume is achieved. The pessimistic case value is 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 delively costs. 

5. RESULTS 

5.1 Sensitivity 

Above we discussed each 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 

Pessimistic Base Optimistic 
Contestable Mail (percentage of delivered bulk 
mail) 

15% 30% 65% 

Growth Period (years) 15 10 5 
Marketing & Other Overhead (percentage of 
maximum annual revenue) 

15% 10% 5% 

Delivery Days 6 3 2 
Unprofitable Routes (percentage of profitable 
routes) 

50% 33% 25% 

Labor Compensation (percentage of 
incumbent's) 
Entrant's Price Discount (percent) 15% 10% 5% 
Pre-delivery Operation costs (percentage of 
Year 2 costs) 

35% 25% 15% 

The variables are listed in the order of their impact on the sensitivity of 
the IRR. Table 3 displays the IRR 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 IRR 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 Variablesa 

Benchmark 9.5% 
Pessimistic Optimistic 

Contestable Mail 7.1% 32.1% 
Growth Period 6.7 19.1 
Marketing & Other 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 10.1 
Pre-delivery Operation Costs 9.5 9.6 " The IRR is displayed for a change (from the base case) 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 contestable 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 complete 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 parameters: 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 IRR 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 per~ent .~ '  

21 An exception to the monotonic changes in IRR in Figure 4 occurs at the extreme point 
corresponding to low contestable volume and six-day-a-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 6 
18 billion (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 32.1 13.2 
102 billion (83.3%) 47.2 38.2 21.6 
122 billion (100.0%) 51.0 42.4 26.1 

Figure 4: Internal Rate of Return (IRR) Resulting from Varying the 
Level of Contestable Volume and the Number of Delivery Days 

If the amount of contestable mail is greater than 65 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 this 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 service 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, 80 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 1 1.7 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. 

5.3 Assessing Model Results 

In order to interpret the results of the models 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 delivered volume grows. Therefore upfront capital is needed 
to cover the losses 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 entrant 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 
regarding 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 percent 
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depending on the perceived risk.22 Greater uncertainty in the estimates of the 
models' 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 
several 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.23 

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. 

22 If 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 area 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. 

23 For more discussion of the tradeoff in positive and negative impacts of liberalization, see 
Cohen et al. (2004) and Cohen and Chew (1997). 
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1. It is unlikely 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 hive 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 
c) marketing and overhead expenses as a share of revenue 
d) the number 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 MODELS24 

A.l 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 delivery 
profits by the incumbent as a result of cream skimming. 

Content-based subclass prices cause the price of contestable 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 enable the entrant 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. 

24 A mathematical description of the cream-skimming model, an interactive version of the 
financial model, and a comparison to our previous paper (Cohen et al. 2004) is available 
on www.prc.gov. 
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A.l.l  Model Overview 

1. The model examines 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 opportunities for the entrant. The model returns to step 1 
until equilibrium is achieved. 

A.1.2 Data 

U.S. delivery data are from the USPS City Carrier Cost System and the 
Rural National Mail Count System (USPS-LR-1-448 and USPS-LR-1-474 
2000). City carriers make up 72 percent of the routes and rural carriers make 
up the remainder.25 

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 Components 
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 
costs 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 estimated by multiplying 
route volume by average variable costs.26 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. 

25 Approximately 30 percent of rural routes serve non-rural urban suburbs. 
26 For a few high-volume routes, this results in variable costs that exceed the average total 

route cost. Average costs may not accurately reflect the cost characteristics of these 
routes. 
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A.2 Financial Model 

The financial model spreads over time the entrant'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. ~ i e t l , '  Urs ~ r i n k n e r " ~  and Reto ~ l e i s c h ' , ~  
University of Zurich' and Swiss Post2 

1. INTRODUCTION 

The European Union is gradually opening up its domestic letter markets 
for competition. Complete liberalization is planned for 2009. In contrast to 
the European 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 monopolies. 

In Switzerland, the universal service provider (USP) is Swiss Post, which 
currently enjoys a monopoly on addressed letters up to a weight of 1 
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 licensing 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 reflect 
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. We 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 develop and tailor a 
game theoretic model to the Swiss postal system. In Section 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 
monopoly of 2003. We show that end-to-end competition results in lower 
welfare and problems to finance the US0 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 I compete with a representative entrant E. 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 asymmetries. 

2.1 Basic Model 

On the demand side, we assume a representative sender with quasilinear 
preferences with respect to money.' The quasilinearity implies 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 utility of mail is greater than or equal to 1. 
Further, in an economy like Switzerland where postal consumption is small compared to 
total expenditure, postal consumption will be independent of the initial wealth endowment 
Y. 
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different market structures. To obtain linear demand curves, we assume a 
quadratic utility function over every quantity of mail q p  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 

where a, b, e > 0 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 e. 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-price elasticities 
between the market segments are zero and operators cannot increase demand 
in one market segment by serving an additional segment, i.e. no network 
externalities are directly included. 

Utility maximization implies that our representative consumer satisfies 
with equality the budget constraint EX( p;" q;" + ppE"' qEIS)+ m I Y, where pi" 
is the price the consumer has to pay to operator i~ { 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 

The slope of the demand curve in a given market is equal for both 
operators. Quantities are negatively related to the own price and positively to 
the price of the competitor (aqilapi < 0; aqilapj > 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 there 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 cq 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 US0 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. If 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 p of the 
entrant's turnover. We treat p as an exogenous parameter. Under such a 
regulatory regime, the profit functions in a given market segment are 

Profit maximization yields s(r+l) 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 

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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Once this price is calculated, we obtain the price of the entrant by 
appropriately substituting this result into (3). If 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.2 This 'opponent break 
even price' is limited by the monopoly price pM. 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 result. Because the first 
derivative with respect to the licensing rate p is positive under reasonable 
calibration, the incumbent will increase prices the more the regulator tries to 
finance the incumbent's US0 through the licensing system. Intuitively, one 
would expect exactly the opposite. To see the intuition behind this result, we 
first study the impact of an increase in p 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 p on its profit function: 

This limit pricepLi"'i' can be calculated as follows: 

~ ~ ( p y , ~ ' (  E PI ~ i m i t ) ) = o  C\piun( l=ar- lar  I e E +i+-JF &,)-: b - F E .  
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The first term is the direct effect and represents the positive impact of the 
collected licensing fees. This direct effect equals P E ~ E  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 USO, but 
will lead to a higher overall price level. 

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 a 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 

p2003 ( 5 )  
q2003(~2003)  = - P2003 with priceelasticity 4003 = ---. 

~ R M  ~ R M  9,003 

After rearranging (5), we can directly calibrate parameter b with prices, 
quantities and elasticities from 2003. 

Parameter ai influences the size of the market of the two operator's 
services. By setting a* > a ~ ,  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 define x as the 
percentage of total demand the incumbent receives if the entrant were to 
offer the same price for its services. In the remainder of the paper, we will 
refer to x as "incumbent advantage." For calibration we evaluate demand 
given in (1) at 2003 prices for both operators and solve the resulting equation 
system. We obtain 

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 25% was destined to rural 
areas. The price elasticities are 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 
elasticities 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 as e-mail resulting in a higher elasticity of fast mail compared to slow 
maiL3 

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 examples in Switzerland 
include Swiss Post in the parcels market. 

' This assumption 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 elasticity Incumbent I 

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 % 0.43 -0.4 65 % 
Slow 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 effects could be included numerically, but then we could not 
compute unique equilibrium formulae 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 letter 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 households 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 % 30 % 55 % 5 % 
Cost attribution to market segments 
Fast Mail B 15 % 20 % 24 % 20 % 
Fast Mail HH 38 % 17 % 8 % 20 % 
Slow Mail B 10 % 18 % 26 % 20 % 
Slow Mail HH 30 % 16 % 6 %  20 % 
Mass Mail B 7 %  29 % 36 % 20 % 

100 % 100 % 100 % 100 % 
Fraction of variable costs 
Incumbent 50 % 80 % 40 % 10 % 
Entrant 75 % 85 % 50 % 50 % 
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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). 

RESULTS & DISCUSSION 

With the calibrated model, we are now able to give some insight into the 
overall welfare consequences of various regulatory frameworks. In addition, 
we can perform sensitivity analysis and derive recommendations for postal 
operators on the strategies they should pursue under specific market rules. 
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 section serve as rough 
guidelines in which directions the examined regulatory regimes influence the 
market equilibrium in terms of prices, quantities, surpluses, and profits. 
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4.1 Monopoly: Positive effects of a price freeze 

It is straightforward to evaluate the regulated monopoly (RM) of 2003, 
since 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.4 

As a second benchmark, we examine the case of an unregulated 
monopoly (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. Profits are positive in all market segments except fast 
mail for households in rural areas. However, the higher price level reduces 
consumer welfare dramatically: despite the high profit, a net welfare 
decrease of € -497 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 
Profit after transfer -54 349 
Welfare 1'437 940 
Welfare 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 equipped the entrant with a substantial 
efficiency advantage. Additionally, we assume that the entrant improves 
product diversification, technically we set e = 0.75.6 However, it is not clear 
for two main reasons, whether these positive effects lead to an increase in 
overall welfare. First, economies 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 elasticities were assumed to be 3.5 times larger than the values in Table 1, the 
model would predict monopoly pricing for Swiss Post in 2003. 
In line with De Donder (2001) and DietlIWaller (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 oligopolistic pricing rather than marginal cost 
pricing. It will be interesting to see whether the model predicts prices above 
or below the ones from 2003. 

In our first end-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 turnover. 

The model predicts an overall welfare decrease with universal service at 
risk. Despite an 18% increase in the overall price 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 economies of scale are lost. The main losses occur in the 
household segments. The results are straightforward and support similar 
findings from Panzar (2001, 2002), CrewIKleindorfer (2002), De Donder 
(2004) and DietlIWaller (2002). 

Table 4: Results End-to-End Competition 
Regulated (uniform pricing for I) Unregulated (non uniform pricing) 

Licensing Rate p=O% p=3% p=20% p=O% p=3% p=20% 

Average Price (€) 
Incumbent 
Entrant* 
Average 

Quantities (Mio #) 
Incumbent 
Entrant 
Total 

Welfare (Mio €) 
Consumer Surplus 
Profit I after 
transfer 
Profit Entrant 
Welfare 

Welfare change** 
Other 
Licensing Fees (€) 

1 Entry in # segments 3 3 1 1 1 

* The values in this row represent weighted averages in active market segments. 

** Values compared to the regulated monopoly case. 

The incumbent's main problem arises from the combination of universal 
service provision and uniform pricing. The entrant 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 
cherry-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 lo%, despite the entrant's cheaper prices. 

One promising strategy for the USP against this kind of cherry picking is 
to abolish 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 so 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 entrant 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 between regions, consumers gain a € 100 million net 
surplus; the incumbent's prices are much lower on average, e.g. 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 
elastic 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 ( p  = 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 barrier 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 
worth € 156 million (direct effect = 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 sets 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 

Licensing rate 
-660 1 I 

0% 20% 40% 60% 80% 100% 

2000 - 

1330 

660 - 

In the case of UC, the optimal licensing rate is 0% where entry occurs in 
only one market segment. Up to a rate of lo%, the entrant stays in. At lo%, 
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 welfare of the 
different market rules, we are now able to make normative statements about 
which of the four scenarios a welfare-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 welfare7: RM >- RC ,,=,,, >- UC ,,,=, >- 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 is heavily reduced. These 
conclusions include positive effects of competition, such as higher product 
choice and a highly more efficient 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 years. 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 various other ways to introduce competition in the letter 
market. One could relax universal service restrictions further, find other 
mechanisms for financing the US0 (taxes, fixed licensing rates, etc), 
introduce 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 possibilities of 
cherry picking by focusing on processes (in addition to customers and 
regions). CrewIKleindorfer (2004), De Donder (2004) and Panzar (2003) 

Only if elasticities are assumed at least 50% higher than the ones in Table 1, both 
competition scenarios turn out to be better than RM. As pointed out in section 3, the most 
recent market data rejects such high elasticity values. 
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show that these "bypass possibilities" will have negative effects on welfare 
and US0 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. letter 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 
innovation potential is limited in contrast to upstream 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 Worksharinn (WS) with the regulatory frameworks 
discussed above, some small changes of the model 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% 
(i.e. x,,, = !hold + %) 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 to rise to 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 6' (the "worksharing discount") for his collection 
and presorting efforts in market segment s . ~  In other words, the entrant pays 

1.e. the modeled worksharing system is very stylized. In the US., there are various classes 
of worksharing discounts, and private operators need not to do all the upstream work as 
one block. They can specialize in any single discount. 
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the access price A = pl - 6 to the incumbent for final processing and delivery. 
The entrant's variable costs for its upstream activities are c~,,,  whereas the 
incumbent's variable costs split up in an upstream and downstream part, i.e. 
c1 = Cl,, + Cld. 

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=O. We thus rewrite the profit functions (2) as follows (for any given 
market segment): 

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 
respective worksharing activity ("avoided costs"). 

In the model, the incumbent's savings are exactly the upstream variable 
costs clU. We rewrite (6) accordingly and set cl,, = 6 for the worksharing 
discount and p1 = P2003 for the retail prices (i.e. again a price freeze to 
compare with the other price freeze scenarios). To obtain the profit- 
maximizing price for the entrant, we compute its first order condition. In 
equilibrium, optimal prices are 

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 volume. 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 andlor 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. 



3. Liberalization and Regulation of the Swiss Letter Market 69 

In line with the theory, the model predicts an increase in overall volume 
of 2.2%. In total 640 million letters are workshared. The welfare 
improvement is € 77 million and the sum of worksharing 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 e shows that 
only for high values of e are the entrant's prices lower. I.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 better served) and, of course, so does the incumbent, who gets the - 
additional volume for downstream delivery. 

Table 5: Results Worksharing and Price Cap Competition 
U.S. Worksharing Price Cap Competition 
e=0,85 e=0,75 ,u = 0% ,u = 3% ,u = 20% 

Average Price (€) 
Incumbent 0.44 0.44 0.44 0.44 0.43 
Entrant 0.46 0.51 0.35 0.36 0.41 
Average 0.45 0.46 0.41 0.41 0.42 
Quantities (Millions #) 
Incumbent (*upstream) 2'291* 2'307* 2'073 2'079 2'432 
Entrant 640 705 1'016 1'008 538 
Total 2'932 3'012 3'090 3'088 2'970 
Welfare (Millions €) 
Consumer surplus 1'515 1'533 1'612 1'610 1'560 
Profit I after transfer -22 - 1 -300 -287 -165 
Profit Entrant 2 1 48 90 79 21 
Welfare 1'514 1'580 1'402 1'402 1'416 
Welfare change (RM) +77 +I43 -35 -35 -2 1 
Welfare change (RC) +lo0 +lo8 +5 1 
Other 
Discounts/Fees (Millions €) 97 118 0 10 44 
Entry in # segments 5 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 experience from the U.S.: Successful entry 
occurs in business segments, the USP gains and can better sustain the US0 
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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5.3 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 
million - the US0 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 at 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 US0 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 opened the parcels market by introducing end-to-end 
competition using a licensing system to help the incumbent h n d  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 De Donder et 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.S. Worksharing9 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 to 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 economies 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 underlying market forces and to continuous financial 
problems of the incumbent. Some of these problems could be mitigated by 
combining liberalization with a mandatory access regime under which 
competitors could use the incumbent'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 to be 

The Pareto improvement is only achieved if retail prices stay regulated 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 
growing written communication markets. This rapidly evolving "e- 
competition" threatens the postal services as end-to-end competition does. 
Regulated "monopolists" and worksharers are "hit" only once, whereas 
incumbents 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 US0 and how much entry? 
The current state of knowledge is inadequate in answering it". 

It is clear that if little entry occurs then a graveyard spiral will not arise. 
This is the central case developed in Cohen et a1 (2004, 2005) for the USA. 
Cohen et a1 (2004) in their benchmark case estimate that less than 20% of 
mail 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 a1 
(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 USO. 

In this paper we examine the prospects for a graveyard spiral in the UK, 
focusing on the case where the US0 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 Royal Mail data and 
apply it to a model of competitive entry. We follow a similar approach to 
that adopted by Cohen et a1 (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 unaltered. 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 outlines 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 ensuing 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 in the main paper. The EPM models entry to the postal 
market as being 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 to 
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 scenario 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 entrank2 

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

A different set of access prices would lead to a different outcome in terms of the extent to 
entry and hence to the possible development of a graveyard spiral. The impact of access 
prices is a large subject in itself and we do not consider alternative access pricing scenarios 
in the current paper. For an extensive analysis of the impact of alternative access pricing 
rules on the financial viability of USPs, welfare impacts and related issues see Crew and 
Kleindorfer (2004a) and De Donder et a1 (2004). 
This set of access prices had been proposed by Postcomm for consultation in response to a 
request for a determination on access prices by a mail operator. Subsequently, in February 
2004, Royal Mail agreed separately an alternative 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 likelihood 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, FY2001102. In practice, the 
impact of liberalization takes time to develop before reaching its full effect. 
Over 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 long 
term. 

Figure 1: Example of Switching Function 

Share of Segment 
taken by Entrants S, 

0 0.1 0.2 0.3 0.4 0.5 

Entrants' Value Ratio, I, 

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 
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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 andlor 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 equaVprice 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 liberalization3. 

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 a1 (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. 

In the algorithm, prices continue to be increased either until the pre- 
liberalization scenario 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 implicit in the formulation of the switching functions is the assumption that in 
principle, at least, all mail is contestable. However, in practice, for many types of mail the 
prices entrants would have to charge would be very high (their value ratio would be very 
low) while customers 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 to 0% of that segment and hence effectively that 
mail would not be contestable through a bypass service although the existence of DA 
implies that entrants have a lower cost alternative to offer service to such segments. This 
would improve the value 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 US0 is met but these are not considered further here.4 Additional 
information on the algorithm is set out in the appendix but the basic 
methodology is outlined here. Let nM represent Royal Mail's contribution 
from its postal network pre-entry, nRM represent its contribution after entry 
at pre-entry prices (implying thatnRM < nM ) and pj represent a factor 

indicating a proportionate increase in the price of product j ( j = 1,. . . .J ) . 
The algorithm adopted increases for each product in small increments 

until n;M ==;rtM SO that the pre-entry level of contribution is recovered 

where: 

and =;rt$ is the contribution on product j after the pre-entry price of 

product j ,  py , is increased by the proportion ; qYM is the volume of 

product j after the increase in price; cj is the unit cost of an item of product 

j ; and the term inside [.] measures the contribution from an item of product 
j 5 .  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 ny regaining the level nM or become ever larger 

to produce a graveyard spiral. Instead it adopts a sequential approach to 
identifying the/?, 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 methods in determining the set of Pi. First, = /? or that 

all products are increased in price by an equal proportion, /? . As prices are 

increased, contribution per item rises (the term inside [.] increases) but 

traffic switches to entrants through the switching function (so that volume, 

A fuller discussion of alternative means of funding the US0 under liberalization and the 
wider issues involved in this is contained in De Donder et a1 (2002a). 
Expression (1) is a simplified version of ny to allow the methodology to be outlined 
briefly. The algorithm uses a more detailed formulation at the greater level of 
segmentation which identifies separately entrant access and CDA (expression (14) in the 
appendix). 
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q y M ,  declines). Under this approach, when the value of P is sufficiently 

high the volume effect will begin to dominate and contribution will start to 
fall on some products. We therefore apply a second approach which 
differentiates P, across products. Define Pi as the value of 4 which 

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

or that pj is adopted if contribution for product j rises following a small 
rise in pj but that if contribution falls for a small rise in p j ,  then 6 is used 
instead to calculate that product's price. Given the nature of the profit 
function in prices: this implies that B, is given by min{pj,p;] so that 
where price increases can be differentiated across products prices are raised 
only to their contribution maximizing level7. If prices need to be increased 
further to regain the pre-liberalization level of contribution then these 
increases are applied o& to those products 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  change^.^ 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 effects where the change in relative prices might lead to a movement from higher to 
lower priced products other than the effect of changing the relative price of access and 
E2E services which is an explicit part of the model. Because the change in E2E relative 
prices would probably imply some switching from higher to lower contribution products 
the omission of cross price impacts understates the necessary rise in prices to reach i7~r , 
although probably by quite a small amount. 
A formal analysis of this subject is contained in De Donder et a1 (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 scenario 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.1° 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 is 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 (Pi = ,8 
for all ,8,) 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 switching 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 @, = rninl8, ,,8;}) 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. 

In That is to the base year (2001102) values of the model. 
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their prices raised above their contribution maximizing level for to do so 
would worsen contribution. Hence the contribution 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 

Delivered 
price' volume2 Contribution 

I Pre-liberalization scenario 100 100 100 

Following liberalization 
scenario: 
- at unchanged prices 100 8 1 
- recovery of contribution by 

equal price increases 150 50 

- recovery of contribution by 
differentiated price increases 137 61 

 he index numbers for prices are calculated as 100.(l+P) where post-entry values of pare found 
using the algorithm described in the paper. 
'' Delivered volume is the sum of end-to-end items and downstream access. Access prices used are 
as set out in Postcomm (2003). 

The results reported in table 1 do not support the proposition that a 
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 graveyard spiral might 
arise. 

3.2 Sensitivities on switching function 

There are a 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. 

For 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 pricelquality 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 yilJ 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 to interpret the mean of the distribution underpinning the 
switching function. However, quality enters the value ratio as well as price so that the full 
interpretation is more complex (see appendix). Note also that this indicator is closely 
related to price elasticities which would be more intuitive but 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. l2 

The remaining columns of table 2 report results for the differentiated 
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 are higher at higher switching 
propensities. 

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

Index Numbers, Preliberalization Case = 100 

Summary Indicator 
of Switching Equal Price Increase 

Propensity ' 
price2 Contribution 

Differentiated Price Increase 

Highest 
Price Contribution 

Price 

1. Simplified summary interpretation of mean and variance across switching functions for all products given by 
percentage average price discount of entrants' prices relative to RM prices required if entrants were to take 50% 
of the market. Lower value implies higher switching propensity so increasing the possibility of a graveyard spiral. 

2. Price (expressed as an index, pre-liberalization price = 100) required to recover loss of contribution due to 
entry or contribution-maximizing price where full recovery not possible. 

3. Contribution at less than 100 indicates that no increase in prices recovers the loss of contribution due to entry 
and hence that a graveyard spiral would occur without additional means 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 necessary 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 

l2 This is an implication of the demand functions being linear in form (see appendix). 
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equal price increase case where the loss in contribution can be recovered in 
full. l 3  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 graveyard 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.I4 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 all 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. 

l3  The highest increases are on public tariff (single piece) products. Except at the lowest 
switching propensities other prices would be at their contribution maximizing level so that 
the column reporting the highest price also represents the path of single piece prices as 
switching propensities rise. 

l4 In terms of figure 1, this is equivalent to entrants having a higher value ratio for a given 
shape of switching function. The additional gain in entrants' share implied. by this varies 
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 31% 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 = 100 

Summary Indicator 
of Switching Equal Price Increase Differentiated Price Increase 

propensity' 
Highest 

priceZ ~ontributiod Price Price 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 
3 1 240 90 171 3 60 99 
29 237 84 166 315 92 
27 230 77 144 290 82 
25 210 71 140 275 75 
2 1 190 60 132 240 63 

1. Simplified summary interpretation of mean and variance across switching functions for all products given by 
percentage average price discount of entrants' prices relative to RM prices required if entrants were to take 50% 
of the market. Lower value implies higher switching propensity so increasing the possibility of a graveyard spiral. 

2. Price (expressed as an index, pre-liberalization price = 100) required to recover loss of contribution due to 
entry or contrihution-maximizing price where full recovery not possible. 

3. Contribution at less than 100 indicates that no increase in prices recovers the loss of contribution due to entry 
and hence that a graveyard spiral would occur 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 c~mpetition.'~ We find that a graveyard spiral 
does not materialize in the base case if prices alone are used to recover the 
loss 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 is 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 model 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 outcomes 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. Our 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 all 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 

l5 The scenario is applied to a single year (base year data of FY 2001102) 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 least 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 (see tables 2 and 3).16 

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 requirement to manage 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 
Royal 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. 

A.1 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 

l6 A formal analysis of these issues is contained in De Donder et a1 (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 routes are on an LRMC basis and 
costs which do not vary with volume are not allocated arbitrarily to this 
level. 

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

Current State 

Liberalization 
Scenario: 

1. Pre-market Choice 

RM Products 

Customers' current 
choices of RM 
products 1 

Customers choose between 
current choice of RM 
products and direct access 
(CDA) option using a 
switching function 
comparing the cost saving 
of CDA on each route 

Entrant Products 

Entrants undertake "make 
or buy" choice between 
using DA or own delivery 
network via calculation of 
the option providing the 
higher entrant value on 
each route. 

2. Market  Choice between preferred RM product and entrant 
offering on route via switching function 
using entrant value ratio on route. 

3. Outcomes Customers' choices over: RM existing E2E 
products; RM customer direct access; RM 
entrant access; Entrant bypass 

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, L176121,2002). 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 choice") 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 will 
be both price and non-price for it is the overall pricelquality offering that 
matters 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 is modeled on the assumption that there is 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 effect 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. 

l7 In practice, the alternatives of CDA and using an entrant's service, either with or without 
DA, are available simultaneously subject to phasing. However, it is useful to make the 
distinction between pre-market and market choices in understanding the logic of the 
model. 
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A.2 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 choo~e'~.  Then switching to an entrant occurs if its price, 
p:, is sufficiently below Royal Mail's, plRM , or if: 

PEE -< bip 
P,"" 

where i is the segment of traffic or route ( i = I, . . .. N where N is the total 
number of segments of traffic) and bip is the price ratio 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 occur. 

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: 

where is the value ratio of Royal Mail for a particular segment of traffic; 

4 is the weight (as a proportion of 1) that the mailer gives to price; (I - 4) 

is the weight the mailer gives to quality or non-price factors; [ is the 

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

starts If the entrant's price andlor Royal Mail's quality is sufficiently low, 
mailers 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 bY , a value ratio. 

Expression (3) can be rewritten as: 

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: 

where Ii  = (1 - y ) and can be thought of as the entrant's value ratio for that 

segment of traffic. If only price matters (4 = I ) ,  then (6) reduces to (5). But 

more generally non-price factors are important to mailers (so that 0 < 4 < 1 )  

and Ii is used in the model. The poorer the value offered by Royal Mail (the 

lower the value of y ), the higher the value of Ii , then the better the offering 
of the entrant because of price andlor non-price factors and, hence, the 
greater the expected switch of trafficI9. 

As noted previously, entrants undertake a "make or buy" choice with 
regard to whether the product they offer involves 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: 

where IDAsi is the entrant's value ratio associated with the service being 

offered through DA and I, is the entrant's value ratio for a service offered 

l9 More formal models can allow the quality of an entrant's service to increase as the number 
of routes it serves increases although in an operational model such as the EPM it is 
complex to incorporate such an extension explicitly (Cremer et al, 2001). 
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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, after 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, c: . The 
entrant's offer price for service through bypass on a given route, p;,  which 
is used to calculate Ibi in (7) then can be formulated as: 

where nIE is a set of uplift factors or mark-ups to cover fixed costs 

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

segments of traffic e.g. deep rural areas, n: might be very, very large2'. The 

corresponding price potentially charged by an entrant using DA, p: , which 

is used to calculate I,,i in (7) can be formulated as: 

2' In a full theoretical formulation, the solution of such a model would be driven by the 
demand side and, in particular, by the price elasticity of demand. From this, the number of 
entrants that can be sustained by that part of the market can be calculated from the overall 
contribution raised and the fixed costs for each entrant such that, after entry, each entrant 
is just able to break-even and recover its fixed cost as well as a return at a normal rate of 
profit (De Donder et al, 2002b). 

21 Under monopolistic competition and free entry the overall sum recovered through the 
mark-ups or uplift factors zE and n;,E jointly is just sufficient to recover an entrant's fixed 
cost (including a return on capital) but no 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 
components of cost; in particular, that there is more fixed cost to an entrant in putting in 
place a delivery network than there is for other elements of cost such as the sorting of 
letters. 
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where ai is the access price to Royal Mail's delivety network for that 

segment of traffic. 
The relationship between the value ratio of entrants on a route, Ii , and 

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

which is cumulative Normal in formz2. An example is shown in figure 1. At 
higher values of Ii 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 to entrants in greater quantities. However, even at very high values of 
Ii some mailers would be reluctant to switch so that the curve again 

flattensz3. Note that following entry there are two prices on a route, ptRM and 

and in general, plE<piRM . Consequently, the new average price for a 
segment after entry is lower than previously and so volumes higher. In 
particular: 

where plL is the overall average price on segment i after entry and hence: 

where q; is the level of traffic (Royal Mail's) on route i prior to entry and 

q is price elasticity of demand for traffic on that segment so that 

qlRM is (1 - s i )  of ( 1 1 ) .  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 

22 The context for switching functions of this form is outlined in Crew and Kleindorfer 
(1992) 

23 A switching function approach is also used for the pre-market choice of the extent of CDA 
chosen by customers. For this choice, the percentage of traffic switching to CDA depends 
on the extent of the cost saving from direct access compared with the service currently 
taken up by customers. 

24 The demand function at (1 1) is linear in form, the slope being determined by the opening 
( P , q )  pair and 77, at that point, so that the price elasticity varies with price. 
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A.3 Impact on Royal Mail's Contribution of a Given 
Liberalization Scenario 

The impact on Royal Mail's contribution of a given liberalization 
scenario can be calculated from the output of the evaluation 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, nM , is given by: 

where ci is Royal Mail's LRMC on route i . With liberalization, segments 
of traffic divide into those where entry occurs by entrants offering their own 
E2E 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 entry, qtRM . The entry pricing calculation 
assumes no price response in the base case and that LRMCs per item are 
invariant with volume over the ranges considered in the model. 
Additionally, on CDA and DA routes Royal Mail is paid an access price and 
incurs a cost in providing access to customers or entrants respectively. 
Hence, Royal Mail's overall contribution following liberalization, nRM , is 
given by: 

where qrDA is the level of DA traffic for segment i ; qiCDA is the level of CDA 

traffic for segment i ; and ( C ~ ~ + C ; ~ )  is Royal Mail's LRMC of providing 

DA or CDA for segment i 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 achieves by selling access on segments where customers make use of 
CDA. Royal Mail's E2E volumes after competitive entry will be, at or below 
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their levels pre-liberalization (qrM S q Y )  and consequently overall 
contribution from Royal Mail's E2E traffic will be lower. The first term in 
(13) is therefore less than nM given by (12) but the introduction of DA leads 
to new sources of contribution as indicated by the second and third terms in 
(13). 

A.4 Algorithm for Changing Prices to Eliminate 
Contribution Loss 

It is the case, in general, that zRM < zM . AS explained in the main paper 
an algorithm is applied within the EPM which seeks to recover this loss of 
contribution by either an across the board increase in prices or by one 
differentiated by product. Expression (1) is a simplified version of: 

which subsumes the J groups of products in (1) within the N segments of 
traffic, disaggregating these also by E2E, DA and CDA. In (14), Pi is a 

factor indicating the proportionate increase in price on the it' segment of 
traffic and the subscript /? applied to qIRM, qlDA and qIcDA represents the 

values of these variables when all prices are factored up by the proportion 

Pi . 
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 customers to switch to CDA compared with Royal Mail's 
E2E products because this widens the absolute price difference between 
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39" >O)? these alternatives for customers (for pre-market choice, - ap RM 

Secondly, an increase in Royal Mail access prices encourages entrants to 
favor offering service through bypass, whose offer price is unaffected, and 

lowers the demand for DA whose price has increased, ( - < 0 . Finally, 

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 

volumes in addition to the encouragement of CDA, --5;;;?. < 0 . (:: ) 
All these effects and their consequential impact on contribution are 

modeled in the EPM as part of the algorithm to search for Pi to satisfy the 

condition zjM =zM.  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, Ii  , defined in (6) 

leading to a greater share of that segment of traffic being attracted to 
entrants, s i .  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 i ,  change so too does the 

average price for that segment of traffic, P L ,  which may rise or fall, from 

(10); this determines the overall demand, q,!, through the size of the price 
change and the price elasticity for traffic on that segment from (11); and 
hence, finally, Royal Mail's lower traffic volume, qiRM , as (1 - s i )  of (1 1). 

A S  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 weight steps 
(4) yielding a total of some 2,570 non-empty segments of traffic in the 

25 If 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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2001102 base year of the model. The large number of segments reflect, in 
part, Postcomm's approach to the opening of the UK postal market 
(Postcomm, 2002) which requires modeling of phased liberalization. The 
model 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 Rodriguez (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), 8, is 0.4 for all First Class 
public tariff segments of mail, 0.5 for Second Class and 0.7 for all other 

(mainly presort) mail. The quality ratio (v':] - is set at 1 as the default and 
Vi 

for the base case in the current paper.26 The entrant offer price for a bypass 
service, p i ,  starts from the cost elements summing to Royal Mail's LRMC, 

ci , and then applies mark-ups zn",,, and z: 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 0.4, other 0.15; distribution 
cost: local 0, non-local 0.5; local distribution 0.5; 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 
p:,,,,, 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. 

26 The quality ratio is set to 1 for end-to-end competition and to 0.75, 1.1, 1.3 for 
downstream access to first, second and third class services respectively. The access ratios 
vary because a single access offering is assumed and this can be used 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 pricelquality offering and the value of Ii at which switching is 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 85% 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 pricelquality offering). The values of Zi  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 (1 I), 7, , 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 0.15, 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 pricelquality 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 
pricelquality 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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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 entry 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 a1 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 captured about 114 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 handle1 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 expressed in this paper are the authors and do not necessarily reflect the views 
of Postcomm. 
Some of the items handled by new entrants are 'end to end' covering all of the postal 
processes from collection to delivery, while other items will only be handled for part of the 
process, with 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 case for entering the market. Section 2 states how 
Postcomm, to date, has opened the market to competition and what has 
happened. 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 5 
states our conclusions. 

2. MARKET OPENING IN THE UK 

The EC Directive currently permits competition for mail items weighing 
more than lOOg and/ or priced at more than three times the basic postal tariff 
of the incumbent. In addition, Postcomm's market opening strategy enabled 
operators to compete directly with Royal Mail from 1 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 services 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 
items. 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 5 1 million items per 
year. This pales into insignificance compared to Royal Mail's annual 
volume of 20 billion items (114 of one per cent at the last calculation in 
January 2004). Although entry has involved a broad range of different 
services, no entrant has chosen to compete directly 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 use of sorting technology and 
eliminating the second daily delivery. 

Royal 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 interested parties that quality of service has declined at 
the same time as the financial performance has improved. For the year 
200314 Royal Mail 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. It 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 2004~). 

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.2 It 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. Outside 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 
common 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.3 

Although incumbent postal operators tend to focus on the threats from e- 
substitution 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. 

A small proportion of these items are over lOOg and/or 3 times the basic tariff. These 
products are regulated to ensure the universal service up to 2kg or because Royal Mail 
retains a strong position in these market segments. ' For example, Centrica, the UK's largest gas and electricity supplier offers customers a £10 
discount on their bill if they agree to receive all statements online rather than through the 
post. 



5. Barriers to Entry in Post and Regulatory Responses 105 

In summary, although there is volume risk, expectations of a collapsing 
postal market do not appear to be driving the limited entry we have 
witnessed4. 

Customer perspectives are also critical. Postcomm recently 
commissioned the consultant Roland Berger to undertake a market research 
study of customers' needs 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 most large customers ("Top 500" by 
size of postal spend per annum) concentrate on mailings to households 
(B2C), the majority of smaller mailers concentrate on mailings to other 
businesses (B2B). Customers' views about how they might react to 
competition produced some interesting results. 

Customer awareness is low. There is a relatively low awareness amongst 
all customers, but particularly smaller businesses, 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 11% 
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 small 
number of large business customers (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 ofprice 
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 are less likely to want to enter a market characterized by declining volumes 
because any profit opportunities are likely to be transitory and limited in size. ' The survey was conducted before the recent public concern about Royal Mail failing to 
meet all 15 of its service quality targets for 200314. 
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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. Two thirds of customers 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 striving for targets, which were 
generally higher than many of its European counterparts. Not surprisingly, 
given the decline in performance against its targets, 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 (more) 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.6 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 customers might have also considered network coverage an important factor when 
considering rival operators even if it was not the most important factor. ' Customer perceptions 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 segments, either by type of mail (e.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 some 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 a1 1999). 

This may be oversimplified for the UK market. This is because barriers 
exist that may prove to be non-transitory and therefore distort the profit 
seeking 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 because these activities have the properties of 
a 'natural monopoly,' i.e. significant economies of scale. However, there 
has been 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 a1 2003, Cohen and Chu 1997). 

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   to red.^ 

This analysis is premised on the basis that delivery costs are driven by four main elements 
- the volume of mail items to be delivered, the average number of drops per delivery 
point, the distance between delivery points and labor/ vehicle costs depending on the 
delivery method. 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 
model 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 

Figure 1 sets out the results from running the model for delivery on a 
nationwide basis 1 and 6 days a week based on representative labor and 
vehicle costs. It shows that for delivery both 1 and 6 days a week there are 
significant economies of scale, with average costs 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.9 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 c~untry.'~This model is a stylized 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 entrants 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 a1 2002). The simple premise 
underlying this point is that volume drives the average cost of delivery. 

Figure 2 compares the costs of delivery 1 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 

600 

Rural 

Urban 

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.12 This is principally because of the lower volume per drop and 

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

I '  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. 

I* Postcomm had previously used information from Royal Mail to estimate the costs and 
benefits to it of providing the universal postal service ("An assessment of the costs and 
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the distance between drops. The unsurprising implication is that less market 
share is required in urban than rural areas 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 
volume 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 to 
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 its 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 (Postcomm 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.e. 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- 
Royal 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," 
Postcomm, June 2001"). This approach to assessing the costs and benefits of providing 
the universal service was based on an 'avoidable cost' approach rather than calculating 
overall unit costs. 

" Royal Mail's VAT exemption is set out in the 61h VAT Directive ( 7 7 1 3 8 8 1 ~ ~ ~ )  adopted in 
1977 and transposed 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 VAT) 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 its 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 after Royal Mail has made its likely response. 

In addition to calculating the incumbent's range of legitimate responses 
to market entry, potential entrants 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 responding 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.I4 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 reasonable time period and if 
competition can be expected to deliver real benefits to postal users. The acid 

l4 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.15 While the 
threat of competition might go some way toward providing Royal Mail with 
incentives to improve its processes and become more responsive to 
customers' needs, if the threat is not seen 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). 

Identzjkation 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-contestable activities 
might be expected to change over time. 

Pro-competitive regulation. In those parts of the market where 
competition is possible and desirable, the regulator should adopt a 'pro- 
competitive' stance to identify and address all barriers to entry to '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 monopoly power. 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 

l5 Experience in those countries that have fully liberalized (e.g. Sweden and New 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 facto 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 clichdd, the success criterion of the 
economic regulatory authority under this strategy is the point at which 
deregulation happens to such an extent to remove the rationale for the 
regulator itself. There might also be a lot of focus on the pace at which the 
incumbent moves to align its prices with its costs, not just with regard to the 
geographic uniformity required by the USO, but also for other historical 
cross-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 to 
negotiate in good faith with access seekers. If 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 
so, 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 enables operators to compete 'upstream7 of the access point for 
consolidation activities. It 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 defense against losing volumes to end-to-end rivals. 

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

Distortions to dynamic eficiency. 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 eficiency. Entrants might 
decide to develop end-to-end networks in areas where their delivery costs are 
less than the access price. If 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 access 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.I6 

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

l6 Under this condition the rise in the access price in high cost areas will be bounded by 
tariffs that remain in the uniform pricing constraint, for example the public tariffs. It 
should be noted that a geographical 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 deter some entrants from establishing delivery networks in those areas. 
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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 terms for access to Royal Mail's 
downstream 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 downstream 
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 considered 
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 2004~). 

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 a1 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 arrangements 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 model 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 include 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 field.' 

In terms of incumbents' reactions to 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 ante 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 concerns with the 
regulator. This approach of ex ante guidance must complement that already 
used by the UK competition authority for general competition lawt7. It is 
also important for a regulator in responding to concerns about anti- 
competitive behavior 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.'' 

l7 See Office of Fair Trading website at www.oft.gov.uk. 
I' Unlike any economic regulators in the UK, Postcomm does not have concurrent powers 

with the Office of Fair Trading for the enforcement of general competition law, in 
particular the Competition 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 whereby the 
incumbent can impose costs 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 
inefficiency. 

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 Index) 
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 term 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 important 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 interests. 

CONCLUSIONS 

Postcomm has implemented the gradual removal of Royal Mail's 
statutory monopoly in the UK postal market by licensing other operators to 
compete in the part of the market opened to 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 
2005, 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 for competition. 
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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 
economies 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 activities and applies 'incentive 
based' and 'pro-competitive' regulation accordingly. It 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 ~ u d l e ~ , '  Helen ~enk ins ,~  Leonardo ~ a u t i n o ?  and Sophie ~ichard '  
Royal Mail ~ r o u ~ '  and 0xera2 

1. INTRODUCTION 

In general, the introduction of competition into 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 
service 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 
possibility 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 not 
necessarily those of Oxera and the Royal Mail Group. 
European Commission, European Directive 97167lEC and amending Directive 
2002139lEC. 
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economy, protect customer groups, as well as encourage competition 
through providing sufficient headroom for market entry. 

In other utility sectors: with the prospect of developing a competitive 
market, price controls have been applied as temporary measures while 
competition develops. There are three significant and closely related effects 
to be considered 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, regardless 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 to customers 
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 essentially 
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 

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. It 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 obligation, 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 a1 2002). The USP's 
delivery network, particularly the outdoor element, has cost elasticities with 
respect to volume that are significantly below unity (Cazals et a1 2001, 
Cazals et a1 2005), which indicates a potential bottleneck. 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 selective entry into market segments where high margins 
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-end services. The specific nature of entry 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, there 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, indeed, the opposite (i.e. 
a "graveyard spiral"), is explored elsewhere (Cohen et a1 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 2002/39/EC 
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main control services that are prospectively competitive during the price 
control and illustrates their application to 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 hurdles 
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  tariff^)^ 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 contr01.~ 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 economic 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 control. 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". ' International public tariffs are within the main control. 
An application to remove a service can be made when "competition 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 Royal Mail's magazine mail. Section 6 
concludes. 

2. THEORY AND APPLICATION BEYOND THE 
POSTAL SECTOR 

Competition law prohibits excessive, predatory and discriminatory 
pricing, amongst other types of behavior. It is an ex post instrument. Price 
controls, instead are ex ante 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 reflects the price 
expected in a fully competitive market and to increase consumer welfare 
(Newbery 1997). As a market is liberalized, it will be essential to match 
increasing competition with deregulatory action. The price cap would be 
deemed still to be effective and necessary if its removal would be likely to 
result in a significant price increase. This leads into the economic concept of 
significant market power (SMP) that is widely used in competition law, and 
also in some 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(l - l/q) = c, where p 
denotes the price; q is the elasticity of demand; and c is the marginal cost. 
This condition is normally presented as: 

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

' This is 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 (e.g. common 
costs), the definition of marginal costs, or the fact that prices have not been 
set to 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. If 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 at least the given amount once price regulation is removed. Assuming 
that, once regulation is lifted, the provider increases its price from p, to p2, 
the critical elasticity, for the case of linear demand (Werden 1998), is equal 
to: 

where t is the price increase, (p2 - pl)lpl, and m is the price-cost margin 
before price regulation is removed, @I - c)lpl. 

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 Commission 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 + t)l(m + t )  if demand is assumed to be 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.1° 

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 
observations 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 switching, including own- and 
cross-price elasticities (Cazals et a1 2003, Fbve et a1 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 o f  analysls Question o f  interest Practical steps 

Define market 7 
Assess market power I 

Hypothetical monopolist 
test-consider all suppliers 
of the product and whether 
the price could profitably 
be raised by 10%. 

Within market defined at 
stage 1, does any firm or 
firms have the ability to 
raise price profitably? 

interest. Consider product 
characteristics. Use consumer 
survey information or historic price: 
volume data to assess industry-level 
elasticities. 

barriers, market shares and 
concentration indices, switching 

Does the product require Are the indications that regulation is 
Determine policy continued regulation? no longer necessary, or should be 

of a different form? 

lo This could be done for example using a stated preference survey. A more complex 
alternative would be the use of conjoint analysis. 

I '  For 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 to its prices to increase profit. If 
the USP cannot expect to increase 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 
2000,2002). 

For a price-controllrates 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. If 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 services, USP's access 
services, or competitors' services.I2 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) is 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: 

l 2  In the UK, the regulator could seek to access this information through 'the license and 
review of the price control. 
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where: xl is volume of the product under investigation 

x2 is volume of the substitute product of the USP 

x, is volume of the access product relating to product xl 

x, is volume of the access product relating to product x, 

Pi,'; are price and marginal cost for product i 

F is fixed cost 

The volume change arising from the price increment in a market after 
additional entry (as a result of liberalization)13 can be calculated from a 
comparison of (a) the volume before and after additional market entry at the 
existing price; (b) the volume at the existing and incremented prices for the 
market before additional market entry; and (c) the volume before and after 
additional market entry at the incremented price. Hence, if: 

then: 

Volume before 
additional market entry 
Volume after additional 
market entry 

l3  That is, 8x1 in 61. The own-price elasticity for xl, after additional entry. 

Pre-price change at pf 
11 

X I  

Post-price change at p f  
12 

X I  

22 
X I  
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ax' = (x:' -.:I)= (x:' - x:')+ (x:' - x,q- (x:' - x:') 

and 

where ql is the elasticity of demand representing the change before and 
after additional market entry at the incremented price relative 
to marginal c o d 4  

q2 is the specific-price elasticity before additional market entryI5 

?73 
is the cross-price elasticity before additional market entry 

?74 
in the own-price elasticity after additional market entry 

Vs is the elasticity of demand representing the change before and 
after additional market entry at the existing price relative to 
marginal cost 

If then Test A will be satisfied. 
a p ,  
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 xfl and xf2are 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 usually 5% 
or 10% of the existing price. The greater the percentage increment applied, 

l4 More specifically, the analysis used switching functions and the Entry Pricing Model 
developed and discussed in Hill et al(2004). 
This reflects the volume transferring out of the product that does not transfer elsewhere 
following the price change. 
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the greater the likelihood of Test A being satisfied, because 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.I6 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. Alternatively, 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 the existence 
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. Second, it requires records to be kept of offers from alternative 

l6 This is close to Oftel's definition of a prospectively competitive market (Oftel 2000). 



132 Chapter 6 

supplier(s), as this indicates (a) the stability of offers and therefore 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 
example, 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 areas, 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. 

17 This is illustrated by the case of standard parcels weighing over 20kg in the UK. Standard 
parcels above 20kg are not a universal service (Postcomm 2003~). 
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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  regulator^,'^ 
the different measurements of volume, different license obligations with 
respect to the provision of information by USPs and competitors, and the 
universal service make its application to the postal sector more challenging. 

5. 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 
Royal Mail include a next-day (PSI) 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; (c) businesses sending customer magazines as a form of 
marketing their services; and (d) businesses sending membership magazines. 
The Presstream services are deemed to be outside of the universal service.19 

For the calculation of critical elasticities for PS 1, p: to pf price 
increments of 10% were applied to PSI prices.20 The analysis used access 
prices:' entrant pricesz2 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-linear 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. 
l9 Postcomm (2004) 
20 The results for a 5% price increment are similar, with marginally higher critical 

elasticities. 
These were based on the approach set out in Postcomm (2003d). 

22 This assumed that the entrant prices were below those of Royal Mail for about 40% of 
Presstream 1 market. 
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(2) but by Sl (q,, q4, qs,) in equation (3). The analysis calculated the 
specific- and cross-price elasticities { n, q3), and own-price elasticity before 
additional entry, q4, to identify the values at which is met and yield 

 PI 
the critical own-price elasticity after additional entry. 

Table 1 shows examples of demand elasticities 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 a cross-price elasticity equal 

dlr 
to zero, -)0. It also shows values of the specific- and cross-price 

 PI 
elasticities { q2, q3) at which % = . For example, the critical own-price 

 PI 
elasticity 6, is -1.5 when the specific-price elasticity is -1.1 and cross-price 
elasticity is zero. Table 1 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. 23 

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 0.6 (in absolute terms), or the cross-price elasticity 
exceeds 8.9. 

Table 1: Test A elasticities for PSI 

23 If it is assumed that 7 2  SO and 77j 2 0. 

Specific-price 
elasticity 

(before entry) 

Cross-price elasticity 
with PS2 

(before entry) 

Own-price 
elasticity 

(after entry) 

Change in 
profit to 

change in price 
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Table 2: Test A elasticities for PS2 

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 

an 
-(O. Secondly, in such a case, the USP may have an incentive to 
ap2 

Specific-price 
elasticity 

(before entry) 

an 
increase the price for PSI. Clearly this would arise if -) 0 ; however it 

 PI 
dn dn also may arise in a special case even w h e n s o .  If -20, the USP may 
 PI  PI 

Cross-price elasticity 
with PSI 

( before entry) 

still have an incentive to increase PS1 prices beyond the price at which 

Own-price Change in 
elasticity profit to change 

(after entry) in price 

an an an - =O to enable the PS2 price to increase if -+-) 0 .  Finally, if the 
 PI  PI 8 ~ 2  

an USP cannot increase PS1 prices beyond the point at which - =0, and a 
 PI 

d n  unilateral increase in the PS1 price results in S O ,  a 10% price increase in 
 PI 

an 
the PS2 price USP will result in-( 0.  In such a scenario, if PSI satisfies 

8 ~ 2  
Test A, PS2 would also satisfy Test A.24 

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 {q2, 173) at 

which & =o. A higher level of switching in equation (5) reduces the 
 PI 

24 In the same way, other services to PS2 (e.g. presorted, next-day service of Mailsort 1) may 
be close substitutes to PSI. If the USP cannot apply the increment to this close substitute 
service to increase profit, it may suffice to protect customers from a 10% price increase of 
PSI. 
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absolute values of the specific- and cross-price elasticities (772, q3) and own- 
price elasticity q4 at which & =0.  

 PI 
The results indicate that the critical elasticities with specific- and cross- 

price, and there own-price elasticities, are lower for PS2 relative to PSI. If 
there is a 10% increase in the PS2 price, PS1 satisfies Test A, and the 
original difference in price between PS1 and PS2 is less than lo%, then PS2 
should satisfy Test A as well. In addition, critical elasticities for specific- 
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 (Test 
a PI  

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. 

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 ~illemeur,' Helmuth ~remer, '  Bernard ~o~~ 
and Joelle ~ o l e d a n o ~  
University of Toulouse (IDEI and GREMAQ)' and La poste2 

1. INTRODUCTION 

In the postal sector, the practice of worksharing has been introducing a 
measure of competition 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 access" which is provided to the customers. The relevant 
question is then to know how the workshared product ought to be priced and 
more generally, how the possibility of worksharing ought to affect the 
operators pricing structure. This subject has been extensively studied in the 
literature (Billette de Villemeur et al. 2002, 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 to thank Michael Crew, Philippe De Donder and Paul Kleindorfer for their 
comments. The views expressed in this paper are those of authors and do not necessarily 
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 operator raises the problem of "access 
pricing". The phenomenon of "downstream access" has been heavily 
debated in many network industries like telecommunication, electricity 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 
also 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 direction. 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 determines 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  consideration^).^ 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 setting this problem can be overcome by a lump-sum transfer to the operator 
covering its fixed cost. 
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Ramsey-Boiteux 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 efficiency cost of these distortions as small as possible. 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) (competitive 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 ~bta ined.~ 
Pricing rules for final goods and for workshared mail are typically inverse- 
elasticity rules, properly amended to account for cross-price effects (if any). 
Consequently, 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 recent 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 parties 
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 
Component 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 only 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 hoc markup. This may 

See e.g., Cremer et al. (1995, 1997), Crew and Kleindorfer (2002), De Donder et al. (2002, 
2003), Billette de Villemeur et al. (2004). 
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at first sound similar to a Ramsey-Boiteux approach and there exists of 
course a specific level of the markup for which we obtain 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 optimal prices. 

The main features of our setting are as follows. We consider a stylized 
representation of the postal sector, with two activities (e.g. distribution and a 
composite activity) and two types of operators: the incumbent universal 
service operator on the one hand and the potential entrants on the other hand. 
There are two types of customers and at least three different products. 
Households consume single piece mail which uses the entire network. 
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 to 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 settings 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 I and 
an entrant E. The stylized postal network we consider consists of two 
segments. Segment 1 corresponds to a composite activity including 
collecting, sorting and transportation. This activity implies a constant 
marginal cost of c1 for operator I and of kE for operator E. Segment 2 is 

delivery. Operator Z's marginal delivery cost is C2 ; Operator E does not 

have its own delivery network. In addition, there is a fixed cost of F' > 0 
for operator I and F~ 2 0 for operator E. 

There are two types of senders and two goods. The n, senders of type h 

(households) consume good x which is supplied by I and uses both 
segments. The marginal cost of x is thus given by c, +c2 .  The nf 

customers of type f may or may not use segment 1 of operator Z's network. If 
they do not use segment 1 they consume good z which implies a marginal 

cost of k+c , ,  where k is distributed over [&,XI according to the 

cumulative distribution G(k) with density g(k).  Observe that c2 is the 

operator's cost, while k is directly born by the customer. Alternatively, they 
can consume good x for which they pay the same price as househo~ds,~ or 
goody supplied by operator E. Prices are given by p, and p, for operator I 

and by p, for operator E. 

Let Sh(xh) denote the (gross) surplus of a households, while 

Sf (xf + z, y,k) represents the (gross) surplus of a sender of type f with 

characteristic k.6 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 inputs. 
One can easily show that our shortcut does not involve any loss of generality in the case 
where all downstream markets are competitive. 
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xh ( P )  = arg max {Sh (x )  - p ~ ) .  (1) 

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

To characterize the solution to this problem define k" = p, - p,. This yields 

the demand functions: 

To understand the determination of the demand functions, note that all - 
users of type f for which p, + k I p, (i.e., when k I p, - p, = k )  find it 

profitable to buy good z (rather than x ) at a level z (pZ + k, py , k)  . Overall 

per-unit cost of z is equal to p, + k ; it is this overall cost rather than just p, 

which determines demand. On the other hand, when p, + k > p, , it is 

cheaper to consume x (which is otherwise a perfect substitute of z) and 
demand is xf ( p x ,  py , k )  . Observe that when p, + k = p, we have 

xf ( p ,  , p, , k )  = z ( 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 E, at levels specified by 
~ ( 9  . 

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



7. Worksharing, Pricing and Competition in the Postal Sector 145 

2.2 Market demand, cost and profits 

We are now in a position to determine market demand functions for the 
various (final) goods. The aggregate demand functions for the incumbent 
products are: 

The demand function for the operator E is: 

Expression (3) provides the total 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 E does not deliver, Y 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 1 we can write the costs 
functions as follows. 

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 E  (rather than c, for the 

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

Observe that both 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 E  + p, . This assumption is of course 

only meaningful if we assume F~ = 0 .  

3. FIRST-BEST SOLUTION 

The first-best solution constitutes an interesting benchmark. To obtain it, 
we maximize total surplus which is given by 

with respect to prices (p ,  , p, , p,). The result is well known and we skip the 

derivation here.' Differentiating (1 0) with respect to (p,, p, , p,) and 

rearranging yields the following solution: 

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

First, we can think about px - p, as the "worksharing discount". From 

(1 1) and (12) it follows immediately that this discount is simply equal to c, , 
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  = px - p, consume workshared mail and under marginal 

cost pricing this reduces to k  < c,. 

' It can be obtained from expressions (27)-(28) in the appendix by setting 2 = 0. 
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Second, we have assumed from the outset that pZ 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 out. 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, = kE + 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 I 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 E  + p ,  (competitive fringe) and maximize the welfare 

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

where iZ > 0 is the Lagrange multiplier of the firms break-even constraint. 

Observe that nE = 0 by assumption (competitive fringe and F~ = 0).  The 
FOCs are as follows: 
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' Z  ay az dpY ay  d p Y ] ]  
+ ( l + A )  [ p ,  -c,] -+-+-- [ ('Pz 'pz spy dpz spy d l z  ' 

where dpy /dpz = 1. For the sake of interpretation it is interesting to 

redefine the demand functions to account for the induced price variation of 
the entrant: 

where py(pz) = kE + pz. Observe that these demand functions and 

2 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 yield the 
following pricing rules: 
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where bx and Sy+, are the superelasticities of and +z respectively. 

These expressions are the counterparts to equations (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 generalized demand 
elasticities which account for cross-price effects. When demand functions 
are independent, superelasticities are equal to ordinary price elasticities. In 
that case (19) and (20) reduce to "inverse elasticity rules". However, in our 
setting demand functions are 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. 

In 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. In 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: 

Under the plausible assumption that by+, > bx expression (21) implies that 

px - pZ > c,. Observe that the application of the ECPR rule would require 

the discount to equal avoided costs, namely c,. This would amount to apply 

the tradeoff which warrants first-best production 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. 

5. THE CASE OF PERFECT SUBSTITUTES 

We now turn to the special case where the incumbent and the entrant'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 argue that any degree 
of differentiation there may be between the two operators is likely to be 
mitigated by the fact that operator E uses operator I'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 E  + p, (competitive fringe), the demand of type f customers 

has the following properties: 

Observe that demand function are now discontinues when - 
k E  < p, - p z  = k.  To determine the solution, two regimes have to be 

considered separately. We have either k E  5 k" (Regime I) or k E  > k" 
(Regime II). 

5.1 Regime I:  k E  5 k" 

In this case, no customers of type f consume product x. The demand 
functions for the incumbent products are: 
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The demand function for the operator E is: 

Remark that, since y and x (hence z) are perfect substitutes, 
yk ( p )  = zk (p). AS a result, this is "as if' the entry of firm E were allowing 

firms with k  2 kE to sort their mail at a cost of only k E .  Firm I is now 
facing a set of firms with a distribution of k which is cut from above at the 
level k E  and all these firms consume the workshared mail. 

Appendix B shows that the optimal pricing rules are now given by 

Where E , ~  and E,,, 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 + Y on the other hand) are zero within a given regime. 

5.2 Regime 11 : k E  > k" 

In the case where kE > px - p,, the demand for the operator E is zero 

and the demand functions for the incumbent products are: 
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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 Villemeur and al. (2003a). 

5.3 Which Regime is relevant? 

The condition defining the applicable regime depends on k" and thus on 
the prices. Formally, one would have to evaluate welfare at the solutions 
achieved 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. However, 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 k E  and c, . 

The first interesting property one can show is that when kE I c,, Regime 

11 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 al. (2003a) that Regime 11 yields k" = px - p, > c,, hence 

kE 5 C, is incompatible with the condition for this regime to arise, namely 

kE >k". 
By continuity, this property implies that when k E  > c, but not "too 

large", Regime I will continue to prevail. In other words, at the second best 
optimum, it may be interesting to "tolerate" a competitor who is slightly less 
efficient than the incumbent (even though its product is a perfect substitute 
to that of operator I). This is because the presence of E allows for a solution 
which differentiates between firms with high k (who will consume Y) and 
households (who consume X). If the competitor is not in the market, both of 
these groups consume X at a uniform price. 

Finally, when k E  become sufficiently large the solution will imply 
Regime 11 there is no room at a second best optimum for a very inefficient 
entrant. 

5.4 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 px - p Z  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 k E .  To see this let us start from the monopoly solution denoted - 
p: and pzm, with km = p: - pr. We know from Billette de Villemeur et 

al. (2003a) that k"" > c, (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 E  2 k"" . In that case, we have Regime 11 and 
monopoly prices (and discounts) will continue to prevail. Second and at the 

other extreme, we can have k E  < c, , which of course implies k E  < &" . As 

shown in the previous subsection Regime I 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 
elasticities. Roughly speaking, the firms with the larger k (which are also the 
ones with the relatively less elastic demand) consume x under monopoly 
and y (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 Y . ~  Consequently, we can expect p, to in~rease .~  

Furthermore, the switching consumers have smaller elasticities than the low 
k. firms. Consequently, they will cause the elasticity for Z to be lower than in 
the monopoly case. But then pZ would also tend to increase and the overall 

impact on k" appears to be ambiguous.'0 

Finally, there is the case where c, I k E  I k"". In words, the entrant's 

preparation cost is between that of the incumbent and the monopoly level of 
the worksharing discount. In particular, consider the case where 

k E  = k"" - E  where E > 0 is small. Now, if operator I maintains its 

monopoly prices, all consumers to the right of k"" will switch from x t o y  

(while essentially nothing else changes). With kE > c, this switch can only 

The demand of firms with high preparation cost is expected to be nevertheless more elastic 
than that of houselholds. 
This is a very rough argument of course because the monopoly expression involve 
superelasticities. Our arguement assumes thus implicitely that cross-price effects are not 
too significiant. 

'O All these arguments are for a given level of 2. In reality 2 would of course 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-even 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 welfare loss 

can easily be avoided when operator I changes its prices to reduce k" to a 

level below k E .  Since E 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 E increases, so 
that kE will become closer and closer to c, we can continue to make this 

argument. However, the price adjustment need to match k E  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 E  approaches c,).  Thus at some point we will switch to 

Regime I and return to case where the impact on k" is ambiguous. 

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 earlier 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 explored the potential of our framework. We have looked only at 
one scenarios and probably one of the simplest. The natural next steps would 
be for instance to introduce bypass (in delivery), to consider delivery areas 
with different costs, etc. This is left for future research. 

In the meantime we can already 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 k E  in the previous section. More interestingly, one can 
easily 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 pZ applies to both to operator E and to customers. The 
impact of bypass can be expected to be even more significant. As long as 



156 Chapter 7 

there is no bypass operator I set positive markups on all 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 E 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.1. Derivation of expressions (19) and (20) 

The derivatives of the redefined demand functions are given by 

Using (1 6)-(18) and (24)-(26), the FOCs can be rewritten as: 
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which gives the "standard" Ramsey-like system: 

where 

and 

In matrix notation the FOC write: 

which is easily be solved to yield 
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that can be rewritten as 

where 
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Rearranging these expressions and defining superelasticities in the usual 
way: 

yields expression (19) and (20). To simplify the expression we have used the 

property that demand functions for 2 and for (i+ f )  have symmetric 

cross derivatives: 

which in turn arises because 
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and which implies p, ( Z  + Y)o(,+,,, = pxXoxz. 

A.2. Derivation of expressions (22) and (23) 

First observe that in this case we have: 

Using these properties to simplify the FOCs (27) and (28) one obtains 

which can easily be rearranged to yield (22) and (23). 
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Access Pricing in the Postal Sector 
Results from a Model with Bypass and Customer Direct Access 

Philippe De ~onder ' ,  Helmuth cremern, and Frank ~ o d r i ~ u e z '  
University of Toulouse, IDEI & GREMAQ' and Royal Mail ~ r o u ~ *  

The economics of access pricing to the postal network has attracted 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  condition^."^ 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 et a1 (2004), 
Crew and Kleindorfer (2002,2004), De Donder et a1 (2002a, 2004) and Panzar (2002). 
Official Journal, L176/21,2002. Article 12. The full text reads: 
"whenever universal service providers apply special tariffs, for example for services for 
business, bulk mailers or consolidators of mail from different customers, they shall apply 
the principles of transparency and non-discrimination with regard both to the tariffs and to 
the associated conditions. The tariffs shall take account of the avoided costs, as compared 
to the standard service covering the complete range of features offered for the clearance, 
transport, sorting and delivery of individual postal items and, together with the associated 
conditions, shall apply equally both as between different third parties 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 either 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 countries through presortation of mail which attracts workshare 
discounts off public tariffs. However, the Directive 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 (CDA) is an important development and 
extends the possibility of worksharing up to the final stage of delivery. 

In an earlier paper (De 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 full 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 
(ECPR)', 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 earlier 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 them~elves.~ 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" (Armstrong, 2002) 
equivalent to "avoided cost" as contained in the EU 2002 Postal Directive. 
Customers may use third parties for at least 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 briefly 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 formal 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 et a1 (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. 

MODEL AND CALIBRATION 

2.1 Model 

In 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 
both markets at a uniform price. The entrant is not subject to a universal 
service obligation and chooses which market (urban and/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 %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 incorporate this heterogeneity, 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 
economic when volumes are high. Similarly, we assume that no CDA 
happens to the rural area because volumes 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 denote by an upper script I variables pertaining to the USP E2E product, 
by E to the entrant and by D to CDA. We use the lower script U for the 
urban market and R for the rural market. We denote by q:. the demand for 

E2E mail addressed to operator i E (I, E) for delivery in area j E (U, R)  

and by q D  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 ci,i  E {I,E,D} respectively. Operator i's constant marginal cost of 

delivery to area j is denoted by dji,i E p, E}, j E (u, R) .  The USP charges a 

constant unit access price of aj for each letter that the entrant or large scale 

senders ask the USP to deliver to area j E (u,R)s. rf measures the number 

of letters effectively delivered by the entrant in area j E P , R ) ,  so that 

qf - zf gives the amount of access to area j E (U, R) sold by the USP to 

the entrant. 
The USP's profit is given by 

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(2002). Such a charge 
enters the results below in the expected way and has been excluded from the discussion 
here to simplify the model. 
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where 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 

with 0 2 zf 5 qf , j E (u, R J .  Maxiniization of entrant's profit gives that 

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 competitive 
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 = cE + min(d:,aj) 

We look for the optimal access charges and USP retail price, i.e. access 
charges a,, 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 (II' 2 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 j is 
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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 

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 increased. The third component is a 
markup relating to the break-even constraint, with h being the Lagrange 
multiplier associated to this constraint. This markup increases with the 
strength of the break-even constraint (the value of h) and decreases with the 
demand elasticity of total access (CDA and entrant's) to the access charge 

The access charge formula reduces to the usual ECPR (or margin rule) under 
the conditions of the absence of the break-even constraint (h=O) and when 
the displacement ratio 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 Ramsey term). 

Calibration data for the demand side are obtained from De Donder et a1 
(2002b). More precisely, we take linear demands that we calibrate to obtain 
that the total quantity sold by the USP under monopoly at an assumed 
current pricep of 0.3% 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 a1 (2002b)) on both markets 
at the 0.35€ price. 

- 

Parameter values are unchanged from those set out in De Donder et a1 (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 cr=O.l€ for the USP and the unit delivery cost is 

d: =0.07€ on the urban market and dL=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 cE =0.13€. The entrant does not face a fixed cost 
but has a higher marginal delivery cost than the USP on both 
markets8: d: =0.12€ on the urban area and df =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 extent 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 O.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 o, which is a simplified version of the 3- 
good ratio, o' in section 2.1. It measures 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 entrant supplies one more unit of retail service 
in this market (see appendix for a formal definition of o ). This ratio is set at 
two values: o =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 
entrant's service and o=0.75 where for every four items carried 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 network while the second 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 (see 
De Donder et al, 2002b). 
This can be due to the fact that the entrant has a different technology than the incumbent. 
Moreover, the marginal costs used here are long run marginal costs, which include many 
things which one may consider as 'fixed costs' from an accounting perspective. 
The value of 23.8% is taken from De Donder et al(2002b) and is the value obtained there 
where the market share for business senders is 25% and that of residential senders is 15%. 
The alternative value assumes that the combined figure is only 10%. 

'O We assume the same displacement ratio and market sharea price of 0.35 in both the urban 
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 
(CDA). 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 exactly one half of the market 
when all goods are priced at 0.332 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) 
is 10% when all 3 goods cost 0.3% to the seller; 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 included needs to be modified 
from o to o' 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 '  > o ) .  We 
consider two values: o' = 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 to 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 

'I  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 entry 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 due 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 its loss equals its fixed costs.'* 

The unconstrained solution (when h=O) 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 case. 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 areasI3, 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 h (the Lagrange multiplier 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 h 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 h 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 

l 2  This contrasts with De Donder et al (2004) where h=O allows the USP to break-even. In 
that paper, the USP retail price p is held exogenously at the monopoly break-even price 
(0.35€) even after 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. 

l 3  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. It is 
worth noting also that even though the USP's volume from its retail service 
declines the total volume of mail it delivers (of this type and delivery of the 
entrant's product) rises compared with the monopoly base case from lObn to 
10.821bn items. 

Table 1 : Optimal Access Charges and Retail Price - No Bypass Allowed 

Monopoly Entrant's Market Share if it Set Prices at 0.358 

10% 23.8%' 

Access Charges, € : 

Entrant's Prices, € : 

1 USP Retail Price, € 

Entrant's 
Quantities, bn: 

USP Quantities, bn: 

USP Profit, bn € 

Consumer Surplus, 
bn €: 

Value of h 

Total Welfare, bn E' 

Compared with 
monopoly, bn € 

Urban 
Rural 

Urban 
Rural 

Urban 
Rural 

Urban 
Rural 
~ e l i v e r e d ~  

Urban 
Rural 

I .  Weighted average of business and residential sender mail as calculated in De Donder el al(2002a). 
2. The USP delivers all of the entrant's mail so that the USP's delivered volumes equal the sum of its own quantities 

plus those of the entrant. 
3. Sum ofconsumer surplus and operators' profit. 

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 monopoly 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 1 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 h is 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 



8. Access Pricing in the Postal Sector 

bypass where access prices and the uniform retail price are set optimally, all 
consumers benefit from the opening of the market to competition which 
introduces a wider range of choice and leads to a more intensive use of the 
USP's delivery network. All these results are thus robust to the 
modifications 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 
h, and to small decreases in the USP retail price and access charges which in 
turn increase 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 entrant, since the entrant's 
quantities roughly double with a higher market share, and so increases the 
total volume of mail delivered 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 o 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 differentiated according to the delivery area. Such a 
differentiation may be technically cumbersome, legally prohibited or more 
simply may entail significant transaction costs for the USP. We now look 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 
entrantsI4. Table 2 focuses on the no bypass case with o=0.5 and the 
entrant's market share at 23.8% and an endogenous value of h. It compares 
the welfare maximizing results obtained when the access charges may be 
differentiated according to the area (second column of figures) and where a 

l4 This case is similar to that in the US under "dropshipment" discounts (Cohen et 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 1) 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  as ass' 

Access Charges, € : 

Entrant's Prices. € : 

USP Retail Price, € 

Entrant's 
Quantities, bn: 

USP Quantities, bn: 

USP Profit, bn € 

Consumer Surplus, 
bn €: 

Value of h 

Total Welfare, bn @ 
Compared with 

Urban 
Rural 

Urban 
Rural 

Urban 
Rural 

Urban 
Rural 
Delivered' 

Urban 
Rural 

Monopoly 

0.35 

8.9 
1.1 

10.0 

0 

4.142 
0.5 12 

4.654 

Access Charges 

Differentiated Uniform 

monopoly, bn € 
I. Case where ~ 0 . 5  and entrant's market share of 23.8% if it sets its prices at 0.35F. 
2. As reported in fourth column of table I .  
3. The USP deliven all of the entrant's mail so that the USP's delivered volumes equal to the sum of 

its own quantities plus those of the entrant 
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 welfare than under monopoly. Moreover, the net 
effect 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. 



8. Access Pricing in the Postal Sector 175 

To summarize, the results obtained with differentiated access charges are 
robust to 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 d i  = 

0.078, d: = 0.16€ and about 10% of traffic is for delivery to the high cost 

rural area. We obtain a similar conclusion for the other cases of o and market 
shares 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 itself 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 likeliest 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 
is 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 rural access charge is in all cases lower than its rural delivery cost 
(set at 0.3%). The rural access charge is also lower than the USP retail price, 
so that the entrant is not tempted to reinject its rural mail through the USP's 
end-to-end 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.15 As for table 1, we first discuss the results for the low 

IS We assume that the USP is prevented by legal or regulatory constraints from 
"undercutting" the entrant's urban delivery cost and so that urban bypass 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. 

Table 3 : Optimal Aeeess Charges and Retail Price - Bypass Allowed 
Case where Ent rant  Chooses Bypass in Urban Area and Aecess in Rural Area 

Monopoly Entrant's Market Share If It Set Prices at 0.358 

10% 23.8%' 

a= 0.5 u = 0 . 7 5  u =  0.5 u=0.75  

Access Charges, f : urban2 0.178 0.2 13 0.189 0.219 
Rural' 0.244 0.304 0.302 0.318 

Entrant's Prices, f : Urban 0.250 0.250 0.250 0.250 
Rural 0.374 0.434 0.432 0.448 

USP Retail Price, f 0.35 0.383 0.429 0.415 0.407 

Entrant's Urban 
Quantities, bn: Rural 

USP Quantities, bn Urban 
Rural 
Delivered4 

USP Profit, bn f '  

Consumer Surplus, Urban 
b n f :  Rural 

Value of l 0.51 1 Infinite 0.841 Infinite 

Total Welfare, bn f 6  

Compared with 
monopoly, bn 8' 

I. Weighted average of business and residential sender mail as calculated in De Donder el a1 (2002a). 
2. Optimal charge is greater than entrant's delivery eost per item of0.128 so entrant uses own delivery capability. 
3. The rural access charge is the optimal uniform access charge given entrants deliver by their own network in the urban area. 
4. The USP's delivered volumes for this case equal its own quantities plus the entrant's rural quantity. 
5. Note that if the USP had set an access charge between the entrant's delivery east per Item of 0.12E and its awn delivery cost 

of 0.078 it would have been able to reduce its financial loss. 
6. Sum of consumer surplus and operators' profit (if profits are "an-negative). 
7. Sum ofconsumer surplus and (!+a) USP profits, where we have used 0=0.3 as measure ofthe welfare eost associated with 

fundong the USP lass with distortianary means. 

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.16 
On the other hand, the welfare cost for society of requiring the USP to break- 
even is quite high, as shown by the high value of h (0.51 1) at equilibrium. 
The reason why h 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 area 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 its level in table 1, without any 
loss of generality. 

l6 This contrasts to the result for a similar case in De Donder et al (2004) where the retail 
price was fixed at 0.358, lower than the 0.383€ 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 situation under access without bypass but also 
the USP pre-liberalization price (0.332). Both types of consumers suffer 
from these higher prices and end up with less surplus than under monopoly! 
Such a scenario constitutes a Pareto 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 very 
significant impact potentially of allowing entrant 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 is even more visible when the value of the 
displacement ratio is higher at o = 0.75. In such a case 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 = 0.5. 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 lObn 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 o=0.75, table 3 reports the USP loss minimizing 
solution, which formally corresponds to the case where h is set at plus 
infinity in the regulator's optimization program. In such a case, all prices are 
higher than wheno =0.5, and surpluses are lower for both urban and rural 
consumers. It is difficult to give a value for total society's welfare, since the 
value of h is infinite. Observe nevertheless that the sum of USP loss and 
consumers' surpluses is lower than under monopoly, since all three actors 
are worse off. But taking a simple sum overestimates total welfare, since it 
implies that there is 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 welfare 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 (a =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 to note that bypass is in itself socially inefficient in our setting since the 
entrant's delivery cost is higher than the USP's. A socially efficient bypass is a necessary 
but not sufficient condition for bypass to be welfare improving. 
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urban and rural (except when o =0.5) areas. The reason for this result 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 o =0.5). 
As a consequence, the only case where, even with optimal 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 Pareto improvement, since rural 
consumers are worse off. For the three 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 keep 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 (equations (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 o' rather than o 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' > o ) and we use two values o' = 0.65 and o' = 0.80. 

A E 
I s  Hence in the 3-good case, a' replaces o and Cj replaces Cj (see the appendix). 
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Table 4: Optimal Access Charges and Retail Price - Bypass and Customer Direct Access Allowed 

Case where Entrant  Chooses Bypass i n  Urban Area and Access i n  Rura l  Area 

Monopoly Entrant's Market Share if i t  Set Prices at 0.358 

10% 23.8%' 

Access Charges, € : 

Entrant's Prices, € : 

USP Retail Price, € 

CDA Urban Cost, €' 

Entrant's 
Quantities, bn: 

CDA Urban 
Quantity, bn: 

USP Quantities, bn: 

USP Profit, bn € 

Consumer Surplus, 
bn €: 

Value o f  h 

Total Welfare. bn e7 
Compared with 
Monopoly, bn € 

urban2 
~ u r a l '  

Urban 
Rural 

Urban largeS 
Urban small 
Rural 

Urban large 
Urban small 
Rural 
~ e l i v e r e d ~  

Urban large 
Urban small 
Rural 

Infinite 

4.654 4.284 

-0.370 

d = 0.8 

0.214 
0.271 

0.250 
0.401 

0.385 

0.294 

1.967 
1.980 
0.046 

1.232 

1.726 
2.701 
1.025 
6.730 

-0.441 

2.204 
2.068 
0.475 

Infinite 

4.175 

-0.479 

d = 0.8 d = 0.8 

(Uniform 
BCCeS8 

charges) 
0.234 0.214 
0.234 0.290 

0.250 0.250 
0.364 0.420 

0.387 0.370 

0.314 0.294 

Infinite Infinite 

I. Wcightcd average nf bus~ncss and rcs~dcnlial senJrr mall a, cslculaled an Dc Donder el a1 (2002a) 
2. Oprlmal charge IS grcaler than cnlranl's duhvrry sort per ilem of0.12F ro rntranl u w  own dcli\er) capabdil) 
3. The rural access charge is the optimal uniform access charge given entrants deliver by their own network in the urban area 
4. Represents the effective price of customer direct access to large scale customers in urban areas as sum of urban access 

charm and customer areaaration cost of O.08F. . . 
5. "l.argc" and "small" rcier tu large sale and small scale ms~lers 
6 The USP's dehver<d volumes for thtr care equal IIS o ~ n  quanlilws plur lhc mlrant's rural quant~y plus CDA urban 

quantity. 
7. Sum of consumer surplus and (I+a) USP profits, where we have used a=0.3 as measure of the welfare cost associated with 

funding the USP loss with distortionary 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 case shown is for or= 0.65 for a market share of 10% if the entrant 
set its price at 0.35€. There are nearly 2bn items of CDA traffic in this case. 
Compared with the case with bypass alone of o = 0.5, significant increases 
in the USP retail price (0.468€ compared with 0.383€ under bypass alone) 
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and in the rural access charge (0.333€ compared with 0.244€) nearly allow 
the USP to break even. In other words, most of the loss 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 comparisons 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 o' = 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 o = 0.75 
in table 3 and so the results for CDA and bypass change in a similar 
direction at a higher displacement ratioI9. 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 profit 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 0.3% 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 0.3542. In other ways the results show a 
strong similarity to those for a= 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 where 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 

l9 Except for the variations in the USP's retail price. 
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between the ability of the USP to break-even 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. 

SUMMARY AND CONCLUSIONS 

We summarize our 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 are 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 inefficient 
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 cost 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.20 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 access 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 entrant 
supplies one more unit of traffic and the third term is a Ramsey term appearing when the 
profit constraint is binding which it is in all cases of interest. Break-even is assumed to 
include a normal rate 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 traffic 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 
volume is lower and its retail price is higher, while in some cases it is not 
able to break-even (see table 3). Economic welfare is always lower, even 
assuming that it is possible to find a means of fknding 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 stage 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 (see 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 is 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, is 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 fully 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 used by the USP are the USP retail (or E2E) 
price p and the access charges, au and aR. Formally, 

where VU is the utility from sending letters to the urban area, VR to the rural 
area2' and 17' the USP profit, as defined in section 2.1. We associate the 
Lagrange multiplier 1 to the break-even 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 (h =0) and then when it binds (h >O). 

The access price formula is given by 

21 TO simplify notation, we abstract here from the distinction between large scale and small 
scale senders and assume that CDA may be used to send letters to the urban, but not the 
rural, area. 
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aq; I ap; 
where o.  =-  is the displacement ratio which measures the aq; lap; 

substitutability between USP's and entrant's products on market j ,  i.e. by how 
much the USP's demand decreases when the entrant supplies 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 obtains 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 foregone profit (and hence contribution towards the network cost of 
providing universal service) of any traffic lost to the entrant (see Armstrong, 
2002). 

If we denote by 

the total derivative of q; with respect top, we obtain the following formula 

for the optimal value o f p  

The access pricing formula is 

where is the (absolute value) of the direct price elasticity of the demand 

for entrant's letters addressed to area j. Formula (3) builds on (1) and adds 
the usual Ramsey term as a mark-up, which is inversely proportional to the 
demand direct price elasticity. The intuition for this last 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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C. Uniform access charge 

Introducing the new notation 

we obtain that the optimum uniform access charge is given by 

a = a ( d h  +(p-c'-db)crU)+(l-a)(d: + ( p - c ' - d : b R )  (5) 

in the case where h=O, and by 

if DO. 

The model with 3 goods (including CDA) 

D. h =O 

The access price formula is given by 

a, = d j  +G)-cr - d j b ;  

where 
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I as; aq; D aqD aqD aqj/aa=,+, and aq, /aaj  =--$+L 
aPj apj apj app' 

If we denote by 

the total derivative of q j  with respect top, we obtain the following formula 

for the optimal value o f p  

t 

The access pricing formula is 

A + q ~ )  a 
with E . = - 

J aa q," +qP ' 

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 I1 
Back to Parametric Models 

Catherine ~azals ' ,  FrCdCrique ~bve ' ,  Jean-Pierre  lore ens', and Bernard ~o~~ 
University of Toulouse (IDEI & GREMAQ)', and La poste2 

INTRODUCTION 

It 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 excess 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 a1 2002). Econometric models have also provided estimates of significant 
scale factors (around 2 or 3) (see Cazals et a1 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 heterogeneity 
components, the surface' and the population (measured by the 1999 census; 
hereafter referred to as population99). As we note below, this model is also 
equivalent 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 to the traffic it appears that the elasticity 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 model we present is not fully satisfactory because the 
process of construction or regrouping offices is not explicitly modeled and in 
particular the number of offices2 is kept exogenous. 

' Surface: size of the geographical postal area 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: 

j=l 

where C is the total cost of outdoor delivery, Tthe total traffic and Z, ,..., ZK 
several cofactors describing the demographical/geographical structure of the 
offices. The parameter y 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 la defining the scale economy 
factor) represents the relations between traffic and cost. 

Our data set comprises 4739 observations, each one corresponding to a 
delivery office in France; for each office we observe the total outdoor cost3, 
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 interpretation of the results suggests two leading 
observable heterogeneity components, namely the population and the 
surface. Let us recall that each office is attached to 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 previous studies, we have less observations4 and this new data set 
concerns a unique year only. The introduction of an unobservable 
heterogeneity component is then impossible. 

' Total outdoor cost : mixed rounds (on foot +bicycle) charges + motorized mixed rounds 
charges +dedicated rounds charges 
Some of the delivery offices consist of a main office and satellite offices ("echelon de 
distribution"). In previous studies these satellite offices were considered separated 
production units but they are 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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Where C, T, S 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 this relation the explanatory variable is the unitary cost (CIT) 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 ~ a p i t a . ~  

In order to capture a more complex relation between cost and cost 
drivers, we have divided the sample into sub groups. 

We have first stratified the sample into three groups of equal size 
function of the traffic per capita 

T C T P 
LOW- In- = -0.08InT-0.88In--0.22In- +1.90 R2 = 0.74 

P T (-8.1) ( - 4 .3 )  p (-29.2) s (11.4) 
(3) 

T C T P 
I n t d a t e -  In- = -0.06lnT- 0.6 Tln- -0.ZIn- +O.O24 @ = 0.67 (4) 

P T (-6.5) p (-39.4) s (0.2) 

Traffic per capita: traffic divided by population99. 
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T C T P 
High- ln-=-O.001lnT-0.4ln--0.19ln--1.38 ~ ' = 0 . 6 9  (5) 

P T w) (-14.3) p (-32.2) ,‘j' (-6.0) 

The elasticity of the cost to the total traffic of the three groups is 
respectively 0.04, 0.36 and 0.58; elasticity increases with the traffic per 
capita. 

A second stratification of the sample is based on the level of the density. 

C T P 
In- =-0.12InT-0.69In- -0.29ln-+1.38 R~ =0.55 

T (-9.4) (-31.3) p (-31.5) s (5.4) 

P 
Intermediate f (42<s<118 

S 

C T P 
In-=0.008InT-0.89In--0.26In-+0.48 ~ ~ = 0 . 7  

T (-I4 (-53.2) p (-16.3) s (2.0) 

C T P 
In- =0.001InT-0.69In- -0.O98In- + 0.7 iP2 =0.63 

T w4) (-3.1)  p (-4.3) s (-5.2) 

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 traffic 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 to the lower mean unit cost but the 
mean unit cost increases when the density or the traffic per capita increases 
(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 model. 

Table 1: Mean unit costs 

(Numbers in brackets are the standard deviation) 

Figure 1: Total cost Elasticity to Traffic (Surface and population given) 

1 2 3 

Density 

r 
I -Low traffic per capita -Intermediate traffic per capita -High traffic per capita_] 
.- - . - . - . - - - - - - - -- - - -- - - - . - - - - - 

These different values of cost elasticities and the particular shape of the 
function need an explanation, drawn from the economics of delivery, as 
described in Cohen and Chu (1997), Roy (1999), and Bernard et a1 (2002). 

To make things clearer, we can briefly recall that in the delivery process, 
the fixed costs are accounted for by the need for the carrier to move from 
one stop to another, whereas the variable costs consist in loading the 
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mailboxes. The stop time needs particular attention. Indeed, the delivery 
model 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 Poisson process. 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 economies 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. But 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 extra 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 areas, 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 ENDOGENOUS SELECTION MODEL FOR 
OPTIMAL DELIVERY OF PACKETS 

As described in Roy (1999) and Bernard et a1 (2002), in France, the 
optimal 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 letter 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 prohibitive 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 is quite natural therefore to organize dedicated 
routes in very dense areas. 

So the key question is that of the "grey zone": The zones 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 categories of delivery offices appear in the sample: 

- in most of the offices (3937 of 47399 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 D equal to either 0 or 1 

~ u e  to a few missing data, the sample size has been modified a little depending on the 
variables. 
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- the assignment equation 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: 

or equivalently 

C T P 
In- = -0.l6lnT -0.66ln--0.23ln-+1.66 

T P S 

Cost function with dedicated rounds 

or equivalently 

Decision equation (Probit model): 

where 0 is the cumulative function of the normal distribution and Revp is 
the average household revenue. 

The two lambda coefficients of the Mills Ratio are 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 
endogenous selection rule does not require specific instrumental variables in 
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the selection equation. However we have selected the number of firms as an 
instrument in order to increase the robustness of the procedure. 

An interesting validity test of this model is to compare actual decisions 
and optimal ones. Indeed for each office the models (9) and (1 1) permit a 
computation of the (latent) costs in the two regimes given T, P and S. We 
can then compute the difference7 A and the office is classified as either one, 
which should use dedicated rounds or one which should deliver all mail 
jointly. The results are in the following table: 

Table 2: Actual decisions and optimal ones 
Number of offices which should 

Number of Offices I use dedicated I not use dedicated I 
that actually 

rounds 

The number of mismatches between prediction and reality is 482 (10% of 
the offices). 

rounds 

Did not use dedicated I 168 
rounds 

4. ENDOGENEITY OF DELIVERY OFFICES' 
DESIGN 

rounds 
Used dedicated 

656 

Let us consider a territory with a particular density of inhabitants and 
mail distribution per capita. The postal operator will divide this territory into 
n 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 

3 769 

' A is the exact average treatment effect of the use of dedicated rounds. ' This problem is strongly related to the problem of observing the integral of a continuous 
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 

488 

3937 

4 083 4739 

314 802 
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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 variables9 (or 2SLS in that case). The obtained estimation is: 

or equivalently 

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 endogeneity the model does not provide 
dramatically different results from our previous oneslo: 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. 

If we allow a variation of the surface to a modification of traffic, the 
elasticity becomes: 

= 0.33 + 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 exogeneity of the 
population. 

question becomes extremely complex. To our knowledge no econometric model is based 
on this kind of computation. 
~nstruments selected are the household revenue index, the number of firms and the average 
mailboxes by block of flats. 

lo  See section 2. 
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5. CONCLUDING REMARKS 

This paper presents several parametric log linear models for the outdoor 
delivery cost functions 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 elasticity model gives 
an elasticity of the cost to the traffic equal to 0.28, 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: It 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: It is very well explained by the Economics 
of delivery and it reconciles different anterior results upon costs elasticities. 

The design of the delivery process should be treated endogenously. In 
most 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 area 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 
~ e t i o ~ o l i t a n  French Post Delivery Offices (2001) I 

I motorized dedicated rounds charges 
LTrafic (Traffic) I Mixed rounds (on foot+bicycle) 

25 Delivery Offices with missing data 

I traffic+motorized mixed rounds) traffic + I 

Lcost (Cost ) 

I motorized dedicated rounds traffic 
Lpop99 (Population 99 ) I INSEE" definition 

Mixed rounds (on foot+bicycle) 
charges+motorized mixed rounds)charges + 

Ldensity (population density) I Population99 divided by surface 
LIRE (average mailboxes index) [ Number of mailboxes divided by block of 

Lsurface (Surface) 
Lnb etab ( Number of firms) 
Ltraf tete (Unit cost ) 

Surface covered by each Delivery Office 
INSEE definition 
Traffic per capita 
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Delivery Costs for Postal Services in the UK 
Some Results on Scale Economies with Panel Data 

Catherine ~azals ' ,  Jean-Pierre   lor ens', and Soterios soteri2 
University of Toulouse (IDEI & GREMAQ)', and Royal Mail ~ r o u ~ ~  

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 
economies of scale in the delivery network. For example, as Cohen and Chu 
(1997) make clear, fixed costs and the notion of economies of scale in 
delivery underpin two of the modem justifications for maintaining a letter 
monopoly. 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 Rouzaud (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 et al (2001) show that such estimates can be considerably higher 
when heterogeneity 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 heterogeneity factors between delivery 
offices we take 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 planning. 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 interested in the estimation of an outdoor cost function for the 
mail delivery activity. Generally, a cost function is defined as a relation 
between the production cost, denoted by C, and the level of production, 
denoted by Q, (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 n decision units, we can 
undertake an empirical analysis of this cost function, which can be written as 
follows: 



IO. Delivery Costs for Postal Services in the UK 205 

where u represents the usual random error term, 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-linear 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: 

The estimation of this model can be performed by standard least squares . 
In this study, we use panel data, that is data for n 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 t=l,. . . , T: 

where uit is decomposed by the sum of a standard random error term eit and 
an unobservable individual specific effect ai such that u ,  = ai + e,  . 

Typically two approaches can be used for the estimation: fixed effects or 
random effects. With the fixed effect approach, the estimation is performed 
conditionally on the distribution of the individual effect ai. With the random 
effect approach, we assume a specific marginal distribution for ai (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. 

RESULTS 

The decision unit in this study is a delivery office. We use data for a 
sample of 509 delivery offices from Royal Mail (UK), which are observed 
over 2 years: 200 1/02 and 2002103. 
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More precisely, for each delivery office i (i=l, ..., 509) at time t (t=l, 2), 
we consider the following variables to estimate the cost model: Ci, outdoor 
delivery costs (in &); Qit, number of delivered items; NDPi, number of 
delivery points in the delivery office zone; and AREAi, area of the delivery 
office zone in square km. The variables NDP and AREA are environmental 
variables (then, corresponding to the previous section, we have X= (NDP, 
AREA)) which are time invariant. 

Model (3) can be finally expressed as: 

where eit -IDD(o,~:) , and ail - I D D ( O , ~ Z )  ,and we assume the 4 

are independent of the ai . 
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 
Proportion of 
Q delivered by 
non rural Coefficient of 
routes n Ln Q Ln AREA Ln NDP Constant R~ p 

(P) (71) (72) (a) I 

Full sample 509 0.418 0.087 0.476 1.624 0.939 0.845 
(0.027) (0.004) (0.028) (0.218) 11 

Note: Standard errors are reported in parentheses. All coefficients 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 P, 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 value of R ~ ,  and the 
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value of p = , , which represents the proportion of the variance of 
o a  + o e  

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 these 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 noise. 

The estimated coefficients for traffic reported in table 1 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, Q, for the total sample @? = 0.418). This 
overall result is consistent with studies on outdoor delivery costs in the USA 
and France (see for example Cazals et a1 (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 delivered by non-rural routes. This range of estimates 
highlights the non-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 areas, have greater scope 
for economies of scale. 

4. ENCOMPASSING TEST 

This section is devoted 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 results 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 estimated with panel data in the previous 
section for each stratum to generate samples for cost variable for one period 
and we regress this simulated cost on exogenous variables (Q, 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 samples. 

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 c = Ln C, q=Ln Q, area=Ln AREA and ndp=Ln NDP): 

where t=1,2 and i=l, . . .,nk and nk is the number of observations in the kth 
stratum, k=l ,. . .,4. 

For each stratum we 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 it; on (q,, ndp,, area,), for t=l 

(that is 2001/02). 
If the panel model encompasses the cross-section model, then data 

generated by the panel model and used to 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=l). 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 Ln Q) when we use 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 to 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 
observed 
data (t=l) 

Prop. Of Q 
del. By non 
rural routes 

Coefficient of Ln Q 
0.65 0.378 
[0.65; 0.81 0.519 
[0.8; I ]  0.595 
= I  0.583 

Coefficient of Ln AREA 
0.65 0.149 
[0.65; 0.81 0.118 
[0.8; I ]  0.049 
= I  0.054 

5. MAIL VOLUMES, DELIVERY POINTS AND 
DELIVERY COSTS 

Coefficient of Ln NDP 
0.65 0.431 
[0.65; 0.81 0.419 
[0.8; I ]  0.390 
= I  0.413 

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 

From simulated samples 

Mean Std. Dev. Confidence interval 
(m) ( 4  (m +2s) 

0.374 0.023 0.326 0.420 
0.510 0.024 0.463 0.558 
0.581 0.019 0.543 0.621 
0.590 0.029 0.532 0.649 

0.151 0.008 0.117 0.167 
0.124 0.005 0.113 0.135 
0.051 0.005 0.041 0.061 
0.048 0.009 0.030 0.066 

From 
observed 
panel data 

0.228 
0.359 
0.416 
0.543 

0.145 
0.125 
0.050 
0.047 

0.434 0.024 0.386 0.482 
0.414 0.026 0.362 0.465 
0.399 0.020 0.360 0.439 
0.385 0.031 0.322 0.448 

0.583 
0.570 
0.555 
0.427 
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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 important to understand this from a postal 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 (Qit/NDPi), as follows: 

where: 6 = P + y2 

Table 3: Estimate coefficients of model (5) 

Proportion of Coefficient of 
Q delivered by 
non rural Ln NDP Ln (AREA) Ln (QINDP) 
routes @ = P + Y z )  Y I  P  

Full sample 0.894 0.087 0.41 8 
(0.009) (0.004) (0.027) 

Note: The coefficients 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. 
Standard errors are reported in parentheses. All coefficients are statistically significant at 
the 5% level. 

We report the values of 6, yl and p in table 3. These estimated values 
suggest that, in general, 6 is close to unity and /? is well below unity. Given 
that Royal Mail is a universal service provider of mail services in the UK 
and there is empirical evidence to suggest that the elasticity 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. 

CONCLUSION 

This paper stresses the importance of the treatment of heterogeneity 
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 panel 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 
line 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 outdoor 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 a1 (1993) on 
US data. 
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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, either 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 ceteris paribus after the 
changes. This occurs because mailers 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 transportation 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. I am particularly indebted to Kevin Harle, 
a member of the Commission's technical staff, for his invaluable assistance in assembling 
the data that I used to fit the econometric model for this paper. I am also thankful for the 
many helpful comments and suggestions made by readers of earlier drafts. 

. . 
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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 even 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. S. mail 
services by subclasses and major discount categories' and applies the model2 
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 household and 
revenue per piece. Innovations are assumed to initiate the processes by 
creating new, usually higher, equilibrium levels for volumes and new, 
usually lower, levels for revenues per piece. Actual volumes and revenues 
per piece then adapt over time at rates that are proportionate to the remaining 
displacement from the new eq~ilibria.~ The effects of the 911 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 econometrics is outlined in Appendix A. 

The entire econometric model consists of two mostly-matching sets of 
equations describing quarterly postal volumes per household and revenues 
per piece in constant dollars. Altogether there are 36 equations for volumes 
(or volume ratios for discount categories) and 3 1 equations for revenues per 
piece at a level of detail generally corresponding to that found in the 
Service's annual Revenue, Pieces and Weight (RPW) reports (USPS, 1971 
to 2004).4 

' An early version of the econometric model used in this paper is described in Cohen et al 
(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 recent 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 (1999). 
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 too large to be attached as an appendix. Readers 
wishing to examine the estimated equations of the model can find them assembled in 16 
tables and posted on the PRC web site at www.urc.nov. 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 piece were generated over the sample period 
beginning at the date of the first innovations 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 household and revenues per piece over 
the time periods spanned by the projections. 

The fitted model shows that the product innovations 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. Therefore, upstream liberalizations of access to U. S. postal markets 
and other product innovations have greatly stimulated the aggregate growth 
of both U. S. postal volumes and revenues since 1975. 

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 
proportions in a single bundle at a single price. Prior to 1971 all mail was 
collected, transported, processed and delivered exclusively by the Service at 
undiscounted rates. 

This cradle-to-grave marketing doctrine changed in 1976 when USPS 
began to offer discounts to First-class mailers for presorting cards and 
letters. This was soon followed by discounts for 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 estimates, and construct the 
various tables and figures. 
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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 important, stimulus to postal demand resulting 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 1981 using a limited 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 mailers an incentive to develop specialized 
technologies that were cheaper or more effective 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. 

A MODEL 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 911 1-Anthrax 
attack, mailers had to relearn the U. S. mail's characteristics of speed, 
reliability and safety after an event that temporarily degraded all three. Put 
simply, adaptive processes are often just learning curves, or, in the case of 
the 911 1-Anthrax attack, a relearning curve. 

The demand for new service offerings takes time to develop for a reason 
that is 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 tries 
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 andlor 
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 
mail 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 315-digit presorting in 1976 and ending with the 
automation discounts accompanying the mail reclassification of 1996. It 
also tracks closely a simultaneous 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 are 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. Parcel Service 
volume per household 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 
model by variables whose values follow exponential paths. The assumption 
that underlies this treatment is that the effect of an adaptive process is 
proportional to a function D(t; to) that is zero for t 5 to and ranges from zero 

to one along a time path that obeys a linear differential equation fort 2 to. 

The time tocorresponds to the date that the adaptive process begins. The 

linear differential equation that sets the time path of D(t;tO) after to is 

dD(t;to) = r[l- D(t;to)]. The equation makes the rate of change in the level 
dt 

of D(t;to) proportional to the difference remaining between D(t;tO) 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 r 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;t0) = 1 - e-'('-'o) for t 2 to . Therefore, the effect of the adaptive 

process is represented as a path beginning at the time toand growing 

exponentially over time at the rate r from an initial value of zero towards a 
limiting value of one. 

D(t;to) is a continuous 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 
econometric model are averages of D(t;to) over calendar quarters. For a 
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quarter beginning at time tl and ending at t2 the average value of the 

" 2 t ;  to 
variable, 5 ,  is found by evaluating the integral D = ( 'dt . The form 

tl (t2 - 4 1 
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: 

For product innovations, an exponential path variable, 5,  is inserted 
directly in a linear equation Y = a + .. + PD + .... The equation may then be 
fit by standard econometric methods for a given rate of adaptation r . The 
coefficient /3 becomes the asymptotic limit to the change in the dependent 
variable Y for the adaptive process. It is the change in the equilibrium level 
of Y that triggers the process at the time to. It is also the addition to Y that 

occurs as D approaches its limiting value of one. 
For the 911 1-Anthrax attack 5 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 Y to its original level after an initial 
disequilibrating change at time to.  

An econometric model incorporating the exponential path variables 5 
and R to describe the impact of product innovations, the effects of the 911 1- 
Anthrax attack and other events changing postal market conditions 
comprises a technical advance beyond the common econometric practice of 
representing the impact of such events with ordinary dummy variables. In 
fact, when an ordinary dummy is used 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 
effect on Y that is 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 service. With an event such as the 911 1- 
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 econometric model is 
completely defined by just two parameters - the initial time to and the rate 

of adaptation r . The initial dates for postal product innovations and events 
such as the entry of postal competitors were taken from postal  source^.^ The 
date for the 911 1-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 ought 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 
model 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 

The most important of these sources is the Domestic Mail Rate Historv filed by USPS 
with the PRC for every general rate proceeding. Most of the initial dates used to define 
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. 

AN OUTLINE OF THE COMPLETE MODEL 

The model comprises 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 same 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 pr~ceeding.~ 

Projections of postal volumes alone may be made with the first set, but 
projections of postal revenues require both sets of equations. The second set 
of equations is needed because postal revenues per piece may be expected to 
respond 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 
characteristics 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 services 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 witnesses Thress (2001) and 
Musgrave (2001). ' The results of these surveys are called "billing determinants". They are estimates of the 
weights, numbers of pieces by shape, or whatever, to which each element of the postal 
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by applying new rates to forecasts of volumes with an unchanged 
distribution of characteristics. In effect, revenues per piece are assumed to be 
unit-elastic 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 pieces 
but frequently also on their weights, dimensions, content, size of mailing, 
entry point, destination, workshared characteristics, etc., mailers will re- 
optimize 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 postal rates 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 piece 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 freedom 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 using the shorter time series that 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 First-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 ~eparately.~ Another logit explains the division of 
workshared letters into its carrier-route presorted and non-carrier-route 

tariff applies. The billing determinants for a recent base year are filed by the Service for 
every general rate proceeding, for example, see USPS (2001). 
Suppose that a variable has two components, e.g., Y = & + Y2 . The logit is defined as 

the natural logarithm of the ratio of the components /Z = ln(6 / Y2). The logit divides 

Y into its components as follows: 6 = yea/(l + e l )  and Y2 = Y/(I +e l ) .  
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presorted components. The time series for the fit of this equation begins in 
198 1. The subdivision of non-carrier-route presorted mail into automation 
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 
series beginning in 1996. 

5. 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 each 
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 
dollars. All of the explanatory variables, except for dummies, 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 linear 
in the transformed variables with additive disturbances. 

The determinants of postal demand and the ways they are represented in 
the equations are as follows. 

Demonraphics - Mail is the sum of messages and packages exchanged 
over the postal network by individuals, households, businesses, nonprofit 
organizations and government agencies. Volumes should be roughly 
proportional to the number of participants. However, the number of postal 
customers is 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 to 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, television, messenger 
services, time-shared computers, faxes, e-mails, the Internet and cell phones. 
In fact the term 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 household 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 business practices 
that are also seasonal (e.g., Christmas mail). All of the equations therefore 
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 dummies 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 are defined, 
measured and reported. On other occasions changes in the Service's 
eligibility rules have caused sudden migrations of mail from one 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 MC95-1 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 competitors such as Federal Express, by the 
business decisions of major customers such as Sears' 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 most 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 used 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 pieces per household in the 
equations for their complementary special  service^.^ 

Worksharina 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 equation, 
one for each 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. 

911 1-Anthrax Attack - A reverse exponential path variable for the effect 
of the 911 1-Anthrax attack is included in every equation. All of these paths 
are assumed to begin on 911 112001 and to converge over time to zero, i.e., it 
is assumed that the effects of the 9111-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 exponential 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 
monopoly services like First-class letters 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 

The equations for Special Services were fit last using the predicted values for First-Class 
volume per household etc. This procedure avoids an errors-in-variables bias that would 
arise from using the series for First-class letters etc. 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 200010. 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 household and revenues per piece are diverse 
and may include causes that persist for 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 to 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 

'O Most of the fixed-weight indexes used to fit the model were derived by modifying and 
consolidating USPS worksheets submitted 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 indexes were calculated as averages for the calendar quarters. 
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successfully 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 volumes per household. Many of the 
variables in the revenue equations have estimated coefficients that differ 
from zero at high levels of confidence. It 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 911 1- 
Anthrax attack and are recovering; and, finally, they are almost always less 
than unit-elastic with respect to postal rates. 

The non-zero coefficients for the AR-4 processes show why it is difficult 
to accurately forecast postal volumes and revenues using an econometric 
model. The autoregressive process is usually an important part of the 
mechanism that 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 
Volume per Household 

a Rate ofCha t-value 
First-class Letters 106 -1.58% -3.84 
First-class Cards 105 -1.88% -2.95 
Periodicals 106 -1.87% -3.87 
StandardRegular 106 0.55% 2.12 
Standard Nonprofit 106 3.42% 7.02 
Parcel Post 105 -14.00% -15.75 
Bound Printed Matter 109 -2.56% -1.94 
Priority Mail 108 2.05% 5.27 
Certified Mail 1 1 1  2.58% 3.68 
International Mail 115 0.25% 1.21 

Revenue per Piece 
Rate o f C h ~ ,  t-value 

0.57% 2.41 
0.98% 4.90 
-0.61% -0.81 
0.60% 1.72 
2.14% 8.00 
2.04% 3.06 
0.07% 0.13 
-0.14% -1.52 
2.20% 3.20 

Revenue per Household 
Rate of Chn. t-value 

-1.01% -2.12 
-0.91% -1.35 
-2.48% -2.77 
1.15% 2.65 
5.57% 10.01 

-11.96% -10.77 
-2.50% -1.77 
1.92% 4.80 
4.78% 4.87 
0.25% 1.21 

Table 1 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 household of about 1.5 1 
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percent per year." The t-values in Table 1 indicate that the estimates of the 
long term rates of change in volume per household, 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 effect 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 piece combine to produce the 
long-term rates 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 services. 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 effects 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 coefficients 
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-term trends 
for many years after the innovations occurred. 

" The rates of change for volume per household and revenue per piece in Table 1 are equal 
to the equation coefficient for linear trend plus the coefficient for GDP per household 
times 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 to be uncorrelated. 
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Table 2. Worksharing and Other Innovations 
Volume per Household Revenue per Piece Revenue per Householc 

First-class Letters 
First-class Cards 
Periodicals 
Standard Regular 
Standard Nonprofit 
Parcel Post 
Bound Printed Matter 
Priority Mail 
Certified Mail 
Return Receipts 

Sum of  Effects 
70.80% 
52.32% 
13.60% 
94.1 1% 
-50.50% 
469.62% 
304.12% 
45.27% 
-35.27% 
187.25% 

Sum of  Effects 
-16.73% 
-43.24% 
35.87% 
-20.21% 
-35.31% 
-96.06% 
-52.65% 
-3.70% 

-16.50% 
-145.39% 

Sum of Effects t-value 
54.06% 3.83 

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 year after year. But during 
the 1990's this growth slowed down. By the year 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 letters 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 Internet 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 into a single linear trend. The estimates indicate that the annual rate 
of change in First-class letters per household 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 various 
innovations that have affected First-class letters reveals a pattern that is also 
characteristic of other subclasses. The Service's innovations have tended to 
be successively less effective. The original introduction of 315-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 199 1 ; 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 caused 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 piece decline. However, this is 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 most 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 elasticities 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 relative rates only gradually over several 
consecutive proceedings. 

Table 3. Postal Rate Elasticities 
Volume per Household 

d.f. &&&y ky& - 
First-class Letters 106 -12.87% -4.40 
First-class Cards 105 -48.23% -4.33 
Periodicals 106 -9.63% -1.95 
Standard Regular 106 -29.95% -5.97 
Standard Nonprofit 106 - 1  3.23% -2.55 
Parcel Post 105 -67.00% -5.62 
Bound Printed Matter 109 -2.01% -0.09 
Priority Mail 108 -63.51% -5.33 
Certified Mail 1 1  1 -9.58% -1.39 
Money Orders 113 -43.60% -9.88 

Revenue per Piece 
Elasticity t-value 
98.12% -0.91 
97.47% -0.81 
74.76% -3.94 
76.24% -5.39 
74.85% -7.01 
78.23% -2.72 
76.14% -2.65 
95.22% -1.57 
85.68% -2.69 
90.44% -1.91 

Revenue per Household 
Elasticity t-value 
85.25% 23.77 
49.24% 4.26 
65.12% 8.05 
46.29% 6.93 
61.61% 9.77 
11.23% 0.78 
74.14% 3.21 
31.71% 2.58 
76.10% 8.76 
46.84% 7.02 

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 competitive services are somewhat rate-inelastic. 

The t-values for revenue 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 piece 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-elastic with respect to rates in every 
category. The t-values show that many of the elasticities 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 subclass 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 9111-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 911 1-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.I2 In 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 ofthe 9111- AnthraxAttack 

First-class Letters 
First-class Cards 
Periodicals 
Standard Regular 
Standard Nonprofit 
Parcel Post 
Bound Printed Matter 
Priority Mail 
Express Mail 
Certified Mail 
International Mail 

Volume per Household 
Pct. Change t-value 

-2.05% -1.92 
4.08% 1.41 
-2.20% -0.77 
-5.49% -2.92 
-7.61% -2.26 
-7.88% -1.32 

-1 1.48% -0.62 
-20.69% -4.22 
-12.29% -2.85 
11.86% 1.54 

-12.17% -2.61 

Revenue per Piece 
Pct. Change t-value 

-1.62% -2.23 
0.95% 1.09 
-1.69% -0.53 
-0.57% -0.29 
-3.22% -1.14 
2.45% 0.61 
-4.15% -0.48 
1.55% 1.27 

-4.42% -2.01 

Revenue per Household 
Pct. Change 

-3.67% -2.85 
5.03% 1.67 
-3.89% -0.91 
-6.07% -2.21 

-10.83% -2.46 
-5.44% -0.76 

-15.62% -0.76 
-19.14% -3.79 
-16.71% -3.45 
11.86% 1.54 

-12.17% -2.61 

Table 5 displays the maximum likelihood estimates of the rates of 
adaptation and confidence intervals for them obtained 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 seems, 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% Confidence Limits 95% Confidence Limits 90% Confidence Limit: 

MLRate m Lower m Lower Lower 
First-class Letters 19.86% 31.56% 8.16% 29.20% 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% 86.20% 35.69% 81.10% 40.78% 78.57% 43.31% 
Standard Regular 21 .O8% 34.91% 7.26% 32.12% 10.05% 30.74% 11.43% 
StandardNonprofit 17.33% 34.37% 0.28% 30.93% 3.72% 29.23% 5.43% 
Parcel Services 13.91% 18.51% 9.32% 17.58% 10.25% 17.12% 10.71% 
Priority,Express,.. 48.78% 62.54% 35.02% 59.77% 37.80% 58.39% 39.18% 

Weighted Average 21.81% 

l 2  Postal data systems continuously sample mail volumes. These reports are used to estimate 
volumes for postal accounting periods that are four weeks long. The reports for the 
accounting periods immediately before and after the 911 1-Anthrax attack showed a distinct 
drop in the volumes of most categories of mail and special services. 
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7. THE EFFECTS OF POSTAL PRODUCT 
INNOVATIONS 

The historical effects of postal product 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 1 we can see that this back-cast tracks 
the actual First-class letters volume per household fairly closely. 

c Figure 1. FintClass Letters Volume per Household I Proleeled Volumes wlth and wlthout Salvlca lnovatlons by Calendar Quaner / 
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Sen of Calendar Cluanor 

- FlntZIass Lettan Bask Cast - Innovation* Contrlbutlon x Actual FlntCIam Leuan Lettan OUndllscounled Rate 

The second back-cast is also 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 created 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 315-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 series 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 erosion 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 household. 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 innovations 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 bulk mail are the rates 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 Effects of  Innovations with Undiscounted Rates 
Effect from Start Date Percent Difference Asymptotic Difference 

Start Date Volume Revenue Volume Revenue Volume Revenue 
First-ClassLetters 07/01/1976 787,372 $181,435 36.27% 23.62% 51.63% 37.53% 
First-ClassCards 07/01/1976 37,905 $3,568 34.20% 16.04% 42.47% 8.31% 
Periodicals 04/01/1978 34,21 2 $8,692 13.20% 18.10% 13.29% 28.98% 
Standard Regular 01/01/1979 701,993 $84,035 53.81% 36.21% 66.60% 45.58% 
Standard Nonprofit 01/01/1979 (35,900) ($16,832) -12.30% -56.79% -67.33% -121.1 8% 
ParcelServices 01/01/1981 10,770 $16,450 57.66% 48.10% 99.88% 66.25% 
Priority, Express,.. 07/01/1975 7,775 $42,325 40.54% 46.24% 39.28% 37.54% 
Special Services 10/01/1996 3,186 $1,962 45.29% 22.27% 55.19% 14.12% 

Total 1,547,314 $321,635 37.00% 26.05% 46.23% 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 
to 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 positive effect on volume, and second, 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 increases in revenues, 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 presorting and drop shipping that have been offered to them. 
Instead, 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 much 
smaller percentage increase in volume. 

l 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 innovations in Standard Regular bulk mail and, in 
some cases, First-class letters. Standard Nonprofit bulk mailings tend to be much smaller 
than mailings in these other subclasses so the combined effect of the innovations may have 
been to shift mail out of Standard Nonprofit bulk and into First-class letters 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 dates 
to 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 to 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 
costs per piece. 

For the U. S. 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 also 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, 
second, the rates of adaptation which enter the equations in a non-linear 
form. A non-iterative variant of the Cochrane-Orcutt procedure is used to 
deal with the auto-regressive disturbances while the rates of adaptation are 
held fixed.14 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 
from 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. 

l 4  The Cochrane-Orcutt procedure can be found described for an AR-1 process in almost any 
standard modem 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 errors. The errors from individual 
equations are serially ipdependent 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 revenue per piece 
equations. 

The likelihood function is maximized by minimizing the scaled 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 adaptation are estimated within 
the Cochrane-Orcutt 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 

l 5  A clear and concise treatment 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 a~ymptotically a X2 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 rate 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 ofX2. Confidence intervals 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 90,95 and 
99 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 for three combinations of the coefficients. The first 
combination is the sum of the coefficient of the linear trend plus 0.0151 
times the coefficient of GDP per household. GDP per household has 
increased at an average annual rate of 1.5 1 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 each 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 sum of the rate elasticities is equal to 
zero (Ho:P = 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: ,l? = 1). 
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APPENDTX B: SELECTED FIRST-CLASS LETTER 
VOLUME AND REVENUE EQUATIONS 
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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 (ETOEs) have proliferated recently, 
partly in response to arbitrage opportunities arising from the terminal dues 
system of the Universal Postal Union (UPU), which discriminates between 
mail sent by ICs and mail sent by DCs. At its 2004 Congress in Bucharest, 
the UPU will determine whether to place restrictions on ETOEs. This paper 
argues that the UPU should not seek to inhibit ETOEs. ETOEs are merely a 
symptom 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 terminal 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 ETOEs 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 Sidley Austin Brown 
& Wood LLP. 
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Cross-Border Mails ("REIMS 11 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 eventually 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 dues rates-and ETOEs established by ICs, 
which do not have universal service obligations 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 terminal dues. Postal liberalization in Europe 
and the REIMS I1 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 into competitive cross-border mail markets. 

THE ORIGIN OF ETOES 

Competitive pressures in the international postal 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 administrations 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 from 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 IC 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 (USO), 
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 should not be 
allowed to access the UPU terminal dues system-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 ETOE can charge less than a USP because the ETOE is not subject to 
the Universal Service Obligation (USO) in the sender's country and thus 
does not include US0 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 outbound 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 private 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). 

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 realities 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 that 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 1712001, 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 Council 
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 2002). The Resolution thus 
failed to resolve the central questions regarding the legality of (i) 
establishing an ETOE or (ii) 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 October 2003, 
requiring ETOEs to obtain the approval of a host government before 
establishing 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.S. Dept. 
of State 2004). 

4. THE BUCHAREST CONGRESS SHOULD NOT 
PLACE RESTRAINTS ON ETOES 

As a symptom of an economically inefficient and unsustainable rate 
structure, ETOEs should not be treated as an anathema to postal 



248 Chapter 12 

administrations to be stamped out 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 
should 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 ETOEs 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 paying 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 1I:l. The possibility that a country would bring a World Trade 
Organization (WTO) 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 pursue 
a WTO claim may also possess a strong economic incentive to do so. Strong 
legal arguments appear to support such a case, as outlined below. 

Article 11: 1 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 1I:l. 
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 "affecting" 
trade in 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 
commercial presence in the territory of another Member. While GATS does 
not apply to "services supplied in the exercise of governmental authority," 
this category includes only services that are supplied "neither on a 
commercial basis, nor in competition with one 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 1998c, p. 2). The ETOE 
issue in the UPU exists because USPs and ETOEs are commercial 
competitors for mail streams. 

If 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 11: 1. While some commentators have argued that 
these entities are not "like suppliers" due to the fact that USPs-unlike 
ETOEs-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 1997b, para. 7.346; WTO 1997a, 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. 
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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 transport 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 argued 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 Settlement Understanding 
("DSU"), which provides the legal framework for WTO dispute settlement, 
"appl[ies] to disputes brought pursuant to . . . the agreements listed in 
Appendix 1 to this Understanding9'-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 Body has applied 
lex specialis to "trump" an established rule of WTO law with a non-WTO 
treaty provision. 

Even if a Panel were competent to analyze whether UPU provisions 
should prevail over the GATS obligation, it would apply lex 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 lex 
posterior (i.e., the principle that a later law prevails over an earlier 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 mutually 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 mutually 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 WTO obligations 
(WTO 1998a, para. 65). It is not clear that sufficient consensus exists 
among UPU Members to enact provisions mandating WTO-inconsistent 
treatment of ETOEs. 

Other aspects of the underlying terminal dues regime-which may 
impact an ETOE's profitability-may also be vulnerable to a GATS 
challenge. For example, a WTO member that is an IC might raise an MFN 
challenge 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 itself engender 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 Alverno 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 
are arguably "like suppliers" (2002, p. 297-8). In the competitive 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 
to 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 ETOE 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, enforcing 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 avoid 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 Members 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 "[tlhe administrations concerned may, by bilateral or 
multilateral agreement, apply other payment systems for the settlement of 
terminal dues accounts." Many European countries have opted out of the 
UPU system in favor of the REIMS I1 Agreement, at least with respect to 
intra-REIMS I1 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 run afoul of both legal and practical 
considerations. Before placing restraints on ETOEs, the UPU should also 
consider the role ETOEs may play in a 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 competitive 
international postal market. At the Bucharest Congress, the UPU should act 
with the goal of competition firmly in mind. This 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 I1 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 European Court of Justice ("Court" or ECJ) in its landmark Corbeau 
decision established the legal framework for the liberalization of regulated 
industries in the EU, 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 (ECJ 1993, 
para. 17), such monopoly 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 compromised (ECJ 1993, para. 19). 

Similar principles formed the basis of Directive No. 97/67EC, 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. 
2002/39EC, 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 correspondencew-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 is 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 Article 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 (European 
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, EU Member States might argue that the UPU Acts 
are subordinate to EU law under Declaration No. VIII 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 pursuant to the Treaty 
establishing the EU and the General Agreement on Trade in Services 
(GATS) of the [WTO]." 

5.2 The REIMS I1 Agreement on Terminal Dues 

In October 2003, the European Commission adopted a Decision ("the 
Exemption Decision") extending through 2006 the exemption of the REIMS 
I1 Agreement from the application of EC competition rules concerning price 
fixing (European Commission 2004). The REIMS I1 Agreement is the 
instrument whereby seventeen European USPs collectively determined intra- 
party terminal dues. The Commission had previously exempted the 
Agreement for the period between 1999 and 2001 (European Commission 
1999). 

The REIMS I1 Agreement seeks, inter alia, "to provide the Parties with 
fair compensation for the delivery of cross-border 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 I1 Agreement provides that "each Party shall apply the same 
rates of terminal dues to all other parties provided that the transactions are 
equivalent" (European Commission 2004, para. 43). Thus, as described in 
the Exemption Decision, "two REIMS I1 PPOs competing for outgoing 
cross-border mail in a given REIMS I1 country to another REIMS I1 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 I1 terminal dues was not 
granted to non-REIMS I1 operators (i.e., third-party postal operators), 
placing these third-party operators at a competitive disadvantage vis-a-vis 
the REIMS I1 parties. The Commission addressed this exclusion of third- 
party operators by exempting REIMS I1 from EC Competition rules subject 
to the condition, inter alia, that third-party operators competing in the intra- 
REIMS I1 market be granted access to REIMS I1 terminal dues under 
nondiscriminatory conditions (European Commission 2004, art. 3). The 
combination of postal liberalization in the EU and the REIMS I1 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 Europe has led to the 
establishment of IC ETOEs that allow national postal administrations with 
shrinking mail volumes to build a customer base throughout the EU. 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 principles 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 currently operating 
sixteen ETOEs (UPU 2004). The Netherlands' TPG Post is currently 
operating eighteen ETOEs (UPU 2004). The United Kingdom's Royal Mail 
is currently operating eleven ETOEs (UPU 2004). In the last year, the 
number of ETOEs in Europe has increased 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 . . . universal service." To date, 
Member States do 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 because many of the postal administrations 
that might otherwise raise such challenges have begun profitably operating 
their own ETOEs. 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. 

5.4 ETOEs in a Competitive Environment 

After witnessing the proliferation of ETOEs by European 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 international postal services will 
follow. The most efficient competitors will survive, with possible 
consolidation in, for example, the European market to a handful of posts 
(andlor 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 unsatisfactory 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 competitive 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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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' 

Mary Anne Gibbons 
United States Postal 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 Commission, postal 
competitors and watchdogs have alleged that competitive markets are tilted 
unfairly in favor of postal operators that receive government-granted 
protections and consequently more advantageous treatment than their private 
sector counterparts. Complaints 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 

* 
The views represented are solely those of the author and not necessarily those of the 
United States Postal Service. Special thanks to Gerald Robinson, Stephan Boardman, 
William Alvis, Lori Dym, Margaret Crenshaw, Fred Eggleston, Kent Smith, Kevin 
Rachel, Nancy Forden, Peter Henry, and Anthony Alverno for contributions towards 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 case 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, 
noncommercial objectives on universal service providers. The "level 
playing field" debate therefore cannot be fairly understood without 
recognizing the unique social policy responsibilities 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 Mandate 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 preferential 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. 



Chapter 13 

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 private 
providers was less of an issue 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 policy 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. In furtherance of the competitive neutrality 
objective, the NCC recommended that equality of treatment be imposed on 
Australia Post in numerous contexts, including any remaining differences in 
tax, traffic, zoning, and customs administration, as well as immunity from 
liability. In the interest 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. 

2.3 United Kingdom 

Debates about Royal Mail's treatment 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 treatment for postal articles, and have the ability to compel 
transportation providers to carry mail matter. In its initial consultation 
report, Postcomm suggests that certain immunities and treatment should be 
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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 ongoing. Although Postcomm has no power to 
make changes to any of the statutory privileges, the process should 
culminate in a series of recommendations for relevant action by Parliament 
or executive departments. Postcomm plans to publish its conclusions and 
recommendations for changes to Royal Mail's existing special privileges 
upon consideration of comments received. 

2.4 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 to deal with its competitive services 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. Critics also complain 
that the USPS 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 competition were aired in 2003 
before the President's Commission on the USPS. Similar to the independent 
panels in Canada and Australia, the Commission was established 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 Senate. 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 (FTC) 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 immunity 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. Among 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 ruled 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 letter monopoly. 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 sovereign 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 o f . .  . 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 Flamingo 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 resolution. 

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. In 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 services to patrons in all areas" and to "render pos'tal services to 
all communities" at "fair and equitable" rates. The extent of the USPS's 
universal service obligation is quite 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 USPS 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 communities from large- 
scale closings or consolidations of post offices, the Postal Reorganization 
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 States 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. In 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. Some posts 
offering universal postal service often may not 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 points 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 often to serve them, and at what 

.4 

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 obligations. 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 US0 
cost from Cohen et al., (2004) and Bradley and Colvin (2000) range from 
$2.5 billion to $9.8 billion, depending on the method of measurement. 



13. Universal Service Providers 

4.2 Noncommercial Rate Policy 

In addition to the USO, 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 must 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 Media 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 11 1 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 discounted negotiated rates to large volume customers. 
Hence, the noncommercial rate policies imposed on the USPS to promote 
certain social policies over economic and profitrnaking 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 7 10,000 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 employees, to 
setting their wages and benefits, to governing employees' retention and 
retirement. In 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 broad 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 competing 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 benefits 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 - are 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 
considerab1e.discretion in setting health benefits. The Postal Reorganization 
Act establishes the government benefits package in effect at the creation of 
the USPS in 197 1 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 25 percent. 

Retirement benefits for postal employees are also generous. Like other 
federal employees, certain postal employees with sufficient years of service 
can retire at age 55 and receive annuities that are indexed annually to 
inflation, a rare provision in private sector 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 policies. 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 retirement costs, unique to federal 
agencies, will result in a cumulative pension obligation of $27 billion for a 
period beginning in 197 1 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 66-213 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 employees to whom 
this applies, most elect to remain on workers' compensation well beyond 
normal 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 
proponents 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 contracts 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 supplies, 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 
products and services efficiently and at the lowest possible cost. Given the 
size of the USPS's purchasing program, which exceeds $1 1 billion annually, 
the combination of these requirements has a significant impact on the bottom 
line. Private sector companies do not share these obligations and 
restrictions, or the financial impacts that result. 
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5. 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 dwarf 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 to 
private economic entities is limited and questionable. At its core, the 
purpose of a private company is to maximize the value of its shareholders 
investments. The leadership of a private corporation is accountable for 
focusing on that effort. 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 effect 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 considerable 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 undoubtedly 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 legislation 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 around the world have been confronted with arguments that they 
receive competitive advantages and better treatment 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 field 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 
is not subject to competition laws applicable to private sector providers. As 
a governmental entity, the USPS must fulfill many social policies. Unlike 
private sector providers in the United States, it must execute universal 
service obligations. Postal rates must also 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 
numerous 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 
Volume' 

David M. Levy 
Sidley Austin 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 are 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 industries such as transportation, energy 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 volume-retention 
discounts for billing and bill payment mail. The Service's inaction appears 
to reflect a widely shared assumption 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 the matters covered in this paper. The views offered 
here, however, are those of the author, not Sidley or its clients. 
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inconsistent with the Postal Service's common carrier status. This paper 
argues 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 (200 1); Plum (1 997); Nikali (1 995); Reisner (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), Ezell(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 households 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 U.S. Postal Service has estimated that 
processing a digital payment over the Internet costs between one-third and 
one-half less than a check sent through the mail." (President's Commission, 
7). EBPP can also increase the loyalty of banking customers; the time and 
effort 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 fees 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, 2417 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 accounts 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" (id.). 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 line" (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 means of bill payment and 
presentation should not be exaggerated, however. First, the embrace of 
EBPP by consumers has been far from unanimous. Approximately three out 
of four U.S. consumers, or about 116 million adults, still pay their bills by 
check (Koprowski (2004), Rosato (2004)). Moreover, a recent poll indicates 
that 42 percent of Americans remain uninterested in paying their bills on-line 
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 households 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.S. 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 electronic 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 
paying 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 is 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 Internet. 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 
presentment 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 not 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 justified 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), 101 1; U.S. Federal Energy Regulatory 
Commission (l992), 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 to meet competition from other modes of 
transportation are not unduly discriminatory. 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)). Nine 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 establish 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 
petroleum pipeline might build their own competing pipelines or relocate 
their refinery capacity to existing competing pipelines (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 only to (1) encourage additional worksharing by mailers, or 
otherwise deaverage the rate structure to reflect existing intra-class cost 
differences more precisely'; (2) generate additional mail volume from 
existing ser~ices ;~  or (3) set rates and conditions for new  service^.^ 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 Internet or other 
intermodal competitive  threat^.^ 

See, e.g., US PRC Docket No. MC2001-1, Experimental Presorted Priority Mail Rate 
Categories; Docket No. MC2002-3, Experimental Periodicals Co-Palletization Dropship 
Discounts, 2002; Docket No. MC2003-2, Experimental Parcel Return Services; Docket 
No. MC2004-1, Experimental Periodicals Co-Palletization Dropship Discounts For High 
Editorial Publications, 2004. 
See US PRC Docket No. MC2003-1, Customized Market Mail Minor Classzjication 
Changes. 
See US PRC Docket No. MC98-1, Mailing Online Service; Docket No. MC99-4, Bulk 
Parcel Return Service Expedited Minor Classification Case; Docket No. MC2002-1, 
Classtjication and Fees for C o n j h .  
In four cases between 1988 and 1998, the Commission proposed (and the Governors of the 
Postal Service rejected) the creation of a "shell" classification (i.e., a separate 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, Postal Rate and Fee Changes, 
1987, PRC Op. & Rec. Decis. (March 4, 1998) W 5034-5059; Docket No. R90-1, Postal 
Rate and Fee Changes, 1990, PRC Op. & Rec. Decis. (Jan. 4, 1991), W 5161-5181; 
Docket No. MC95-1, Mail Classification Schedule, 1995-ClassiJication Reform I, PRC 
Op. & Rec. Decis. (Jan. 26, 1996) 5075-5084; Docket No. R97-1, Postal Rate and Fee 
Changes, 1997, PRC Op. & Rec. Decis. (May 11, 1998) W 5166-5199. The primary 
justifications offered for this proposal were fairness and cost recognition-i.e., that 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 in 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 to 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 carrier 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 tariff rates. 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 
carrier 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 
(1980), $ 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). Today, 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 asserted, however, that it could help the Postal Service reduce the risk of 
losing "household-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) 
7 5036 (quoting testimony of OCA witness Olson). ' By 1994, 88 percent of all railroad tonnage in the United States moved under contract 
rates, not tariff 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 ICC 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.S. 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 unreasonable discrimination among users of 
the mails." Postal Reorganization Act (1970), 3 403(c). As the Postal Rate 
Commission explained in 1989, its "reluctance to pursue the concept of 
contract rates" stemmed 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 Commission (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 carrier 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 to 
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 authority to "enter 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 Commission 
(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 Rate 
Commission for approval of an NSA with Capital One Services, 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 proposed 
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 three to six cents per piece, for First Class 
bulk volumes exceeding 1.225 billion pieces per year, the annual volume 
that Capital One was projected to mail without the discounts: 
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Table 1 

Annual volume of First Class bulk presorted mail 
entered by Capital One (pieces) 
0 to 1,225,000,000 

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 (2002b)). 

On May 15, 2003, the Commission recommended 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 proposed NSA in one 
major respect, however. Finding that the Postal Service and Capital One had 
failed to offer 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 established general 
rules in February 2004 to govern future NSA cases. The final rules spell out 
in detail the evidence that must be submitted in support 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 Commission (2004a)). The Commission also 
has stated its willingness to waive some of the information requirements on a 
showing that the information "is not available and cannot be made available 
without undue burden." Id. 

Neither Cap One case nor the rules adopted in 2004 resolved whether the 
Postal Service could extend rate discounts to individual mailers solely to 

Discount 
($ per piece) 

-- 

1 1,600,000,001 and above 0.050 
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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 are 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 to meet competition. And, as explained in section 3.2, 
courts and regulatory agencies have extended this principle during the past 
three decades by upholding rate discounts offered in contracts with 
individual  ratepayer^.^ 

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 needless loss 
of the volume to the competing mode of communication; reduce the net 
contribution to the Postal Service's revenues available from the mail; and 
leave other mailers no better off, and at worst facing 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 discounts, is 
consistent with both antitrust principles and practice, which allow price differences across 
customers to meet competition and/or if costs differ among customers. Regulations has 
also permitted such pricing; for example, the FCC and state regulators have authorized 
many volume discounts and individual customer rates for telecommunications 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 
mechanisms 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), 7 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 enough 
revenue 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 elasticities of demand for postal services make fully 
distributed cost pricing unworkable. Where competition is strongest and 
demand most price-elastic, 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)). 
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as the "inverse elasticity" rule) are called Ramsey 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  service^.^ 

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 are 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 of 
short-run profit maximization instead of sacrificing margins in a vain effort 
to stem the inevitable 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 reasons, 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 a 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 volume 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 cannot be trusted to limit discounts to the optimal level for each 

Kahn (1970), I:155; Braeutigam (1980). Ramsey pricing is more efficient than fully 
allocated cost pricing because Ramsey pricing comes closer to the efficiency 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.9 

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, Perkins (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 mon~poly. '~ 

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 evidence 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 would 
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), f 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"). 

lo For an explanation of how the Postal Service analyzes and negotiates proposed contract 
rates, see Adra, Ayub, Crum and Plunkett (2004). 
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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 Commission (2003a), 77 3034-3040). Second, the 
Commission has established 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., 71 7001-7026; US 
Postal Rate Commission (2004a). 

A separate concern involves the concern that volume discounts would 
discriminate unfairly against smaller mailers. Panzar has argued that volume 
discounts, even though designed for large users, are "inherently 
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 downstream 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 electronic 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 stem from the belief, widely shared in the postal 
community, that volume-retention discounts constitute undue discrimination, 
or 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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Possible End Games in the European Postal Market 
Qui Bone? 

J. ~trikwerda' and D. ~ i j n d e r s ~  
University of ~msterdam' and Nolan, Norton & co2 

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 
in 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 state postal services, then the privatization of those 
corporations, and next the partial liberalization 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 
each 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 in 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 are not naturally distributed 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. In 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 
Section 8 we formulate several conclusions on the basis of the analysis 
presented. 

2. THE TRUE NATURE OF FREE TRADE AND 
LIBERALIZATION1 

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 lifting 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 neo-classical economic theory to be true 
(Turner, 2001; Yergin & Stanislaw, 1998). Liberalization of markets may 
however also lead 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 economies 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 economies 
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 production 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, e.g. call center and other back office activities 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 economies 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 companies with large home markets have an additional advantage, 
as their mobile production factors, such as capital, knowledge and 
infrastructure-type production 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  relationship^.^ 

According to the Stolper-Samuelson theorem, in the case of significant 
economies of scale, countries with abundant resources will benefit most of 
economic integration (Grieco & Ikenberry, 2003:47-49). In the case of 
increasing return industries, the largest, most powerful economies are the 
ones to 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 process in the 
postal markets will lead to an equitable distribution of welfare benefits 
between the six large countries and nineteen small countries. In Section 3 we 
will briefly address the current (asymmetrical) status 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 LIBERALIZATION IN 
EUROPEAN POSTAL MARKETS 

The formal state of liberalization in Europe can be split between a group 
of pro-liberalization northern-European countries (United Kingdom, 
Germany, Sweden, Denmark, Finland and the Netherlands) 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 sectors 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 returns to scale) to flee countries with 
small home markets" (Kind, 2002). Illustrative to the argument is the statement made by 
the CEO of KPN, Ad Scheepbouwer, that KPN (Dutch Telecommunications Company) 
contemplates on redirecting its investments to foreign countries, Het Financieel Dagblad, 
1 1-08-2003 
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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 v i s -h i s  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 majority 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 (c) 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 synergies. 
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Table 1: Overview of Total Business Portfolio's of Main European 
Postal Players3 

Figure 1: Potential synergy areas on a European scale 
From vertically integrated To a more unbundled E u r o ~ e a n  oroanisation 
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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 reason 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 program4. 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 possible5. Initially it was believed that synergies between 
mail, express and logistics were limited6, now the assumption is justified that 
by implementing Shared Service Centers a great deal more synergies can be 
realized systematically (Strikwerda, 2003). To this has to be added that the 
value chain of postal delivery by technology and contracting can be perfectly 
unbundled in separate activities, each to be performed by separate, 
specialized firms coordinated through the market (see Strikwerda in Kok et 
al.). The consequences hereof are that (a) the dynamics in the competition in 
postal services no longer 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; (c) 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-European 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 Service Centers and market 
oriented business units 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 perspective of an investor, respectively of the group holding, these business units 
have lower entry and exit costs 

ti Statement made by the European Commission in Case No. IV/M.1168 DHLlDeutsche 
Post, cited in (RBB, 2003) 
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reversed to a logical and necessary combination, with the help of modern 
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 activities into 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 relate 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 European postal market cannot be analyzed 
at the level of the mail business. This argument is supported by the fact that 
it 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. 

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, pursue 
containment strategies, etc. (D'Aveni, 1994). In a way firms pursue 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 elements: the concept of spheres of interests, the 
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concept of competitive pressure and the concept of competitive 
configuration. 

Figure 2. D'Aveni's sphere of interests (D'Aveni, 2001:29-31). 

Forward Positions 

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 etc. that contribute to the 
profitability of the core activities, through for example complementarity and 
its ability for attracting customers, although in themselves less profitable 
then the core activities), buffer activities (this consists of products or other 
activities that hinder competitors to attack core activities or vital interests), 
pivotal zone (products that reflect the future products and markets of the 
firm) and forward positions (products, positions in geo-market to attack 
specific competitors). This portfolio of activities, which D'Aveni defines as 
a sphere of interests, serves to optimize the company's power base as 
prerequisite to sustainable revenues and profit. Firms may use 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. In 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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(1) 

In which: 

Mba = the magnitude of the pressure felt by the focal firm (a) from its 
overlaps with competitor (b); 

Sai = Euro (or unit) sales of focal firm (a) in the geo-product market i; 

Sa = total euro (or unit) sales of focal firm (a) in all its geo-product 
markets; 

Sbi = Euro (or unit) sales of competitor (b) in geo-product market i; 

Si = total dollar (or unit) sales of all competitors and the focal firm in 
geo-product market i; 

z = a geo-product market among the n geo-product markets served by 
both focal firm (a) and competitor (b) 

The first term in the equation, (Sai/Sa), is a measure of the importance of 
the geo-product market i to the focal firm (a). 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 i. 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 i is the main source of cash flow, may 
restrict the focal firm (a) 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 to, and often do, attack the focal firm in that 
geo-product market from which the focal firm generates 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 hence term (Sbi/Si) is zero and thus Mba is zero. In the case the focal firm 
has only one geo-product market: (Sailsa) = 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 pressure Ma on a focal firm (a) with m (m<<co) 
competitors Sj and active in a total of n markets labeled i is: 

In which qi is the Euro (or unit) sales of competitor (j) in geo-product 
market i. 

In case of a single business firm the total competitive pressure is 

That is, the total competitive pressure on focal firm (a) is 1 minus its own 
market share.' In case of the focal firm (a) being a monopolist, the 
competitive pressure on (a) 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 incumbent 
player, e.g. 0.95 in case the incumbent player 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 European 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. 

' D'Aveni (2001:296) suggests that the pressure measures (Mba) 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 is not necessary and wrongly denies the role of 
the market share of the focal firm. 



3 06 Chapter 15 

Table 2. Numerical example to calculate competitive pressure between 

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 of A and B in the USA 
are -I%, the numerical example is given in Table 3. 

Table 3. Numerical example to calculate competitive pressure between 

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 argued 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. In general competitive configurations in mature markets, 
with entry barriers and transparency 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 
nineteen small(er) countries. It is doubtful if the corresponding situation of 
six large postal service providers and nineteen 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 
concentrated 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 from 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 of European postal firms in each other's 
mail marketsS 

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 players, as shown in 
Figure 3. 

* NNI analysis on the basis of the Annual Reports (2002) of the four companies and reports 
from the respective National Regulatory Agencies 
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Figure 3. The pattern of footholds in four postal markets in Europe 
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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 

Mall Revenue 2002 Q 12,905 M 4 11,123M Q 10,253 M 

Mail Revenue 2002 E 4,102 M 4 4,005 M € 2,478 M Q 1,866 M 
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However, total competitive pressure is to be taken across all activities of 
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 
Overview of tolal relative size between main players in the European postal market 

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 
asymmetric 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 attack the 
companies buffers 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 attempt to push UPS from the market. The European 
Commission sentenced Deutsch Post with a fine of 24 million euro. In July 
1999 the European 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 European 
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 Poste 

Royal Mail TPG Post 

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 
activities9 

Ovenriew of total competitive pressure hetween the leading postal players hased on mail acliuities only 
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As was to be expected, on the basis of the size of its home market and its 
total portfolio, 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 vulnerability of that firm for new entrants increases 
proportionally. In the case of TPG the mail activities make up 34,O % 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 picture emerges with respect to the balance of powers, or lack 
thereof. 

Source: calculations made by NNI, revenues based on the Annual Reports 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 between 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 

services10 
Ovendew of total competitive presswebelween the leading postal players based on total porlfoiio 
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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 

'O Source: see footnote 8 
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force. But the now wider portfolios of former incumbent postal operators 
can, as a result of the network character of its operations, its typical cost 
structure and cost dynamics, realize European economies 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 to lead in the European postal consolidation 
process and have the cash flow 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 
economies 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 
operations of postal services, now non-liberalization is in the interest of 
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firms who want to expand. Competition shifts from competition in 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, companies and 
their national governments 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 suppliers 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 companies 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. If the 
decision turns out to be that the transport and logistics cluster within a 
country will not be capable of capturing a leading 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. 

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 European 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 differences 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 welfare 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 therefore 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 players serving purely 
local markets (and which will be contained by the larger powers in their 
possibility to expand). The current practice of asymmetrical liberalization 
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 to block foreign 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 European 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 services, since the dynamics of that industry define the 
dynamics of the postal services. 
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Postal Liberalization in the EU 
A Small Step in Weights, a Giant Leap for the Market 

Mark van der Horst 
UPS 

1. INTRODUCTION 

Postal Reform in the EU started in 1988. Its aim was to bring the postal 
and delivery market in line with the single European 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 stakeholders will prepare the 
"decisive step". This step might be to reduce the 50 gram monopoly for 
domestic letter 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 effectively 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 loose legislative 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 market and take the current 
market situation, including the structure of modernized postal operators, 
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 stakeholders to take today's 
market realities into account. We will require new legislation to call for full 
separation of commercial and public service aspects of the operators 
involved in the market. 

GRADUAL OPENING 

2.1 The starting point 

The first initiatives taken to develop a framework for liberalization of the 
postal market in the European Union were taken pursuant to the Single 
European Act (1985) and looking ahead towards a single European market 
for services. The Commission 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 challenge. National postal 
operators (NPO), state owned and often part of the administration, had to 
rethink their role 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 finds 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 opportunities for traditional postal 
operators as well as new private operators. 

The development of a framework directive taking all these developments 
into account took 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 requirements 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 activity such as "tariffs to be geared to cost", 
"transparency of accounts", "size of the monopoly to be set to the extent 
necessary", "no re-monopolization a l lo~ed" .~  

Safeguards for competition in the sector were reinforced by the 
introduction of the Postal Notice (European Commission 1998) in 199S3. 

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 time4. 

Indirectly the directive also provided for additional time for 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 introduction 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 . 5 ~  basic tariff by 1/1/2006. The directive 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 not define the concepts to a 
degree that provides clarity upon enforcement. Enforcement of cost based pricing and 
reduction of monopolies have not taken place to the extent possible. ' The postal notice clarifies that "subsidizing activities open to competition by allocating 
their cost to reserved areas is likely to distort competition in breach of article 86". 
In article 7.3 of 97/67 it is stated that the Parliament and Council shall decide no later than 
1/1/2000 on the further market opening, with effect on 1/1/2003. 
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demonstrated. This exemption has been used by countries such as Greece, 
Spain, Luxembourg, Italy, Portugal, Ireland, and France. More importantly, 
the directive also requires a "decisive step"5 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 2009. 

On May 1, 2004, 10 new Member States have entered the European 
Union. All these countries will have to modify 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 2006 
certain portions of the letter mail market will open up to competition. As 
already indicated by CTCON (1998)6 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 Euro7. 

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 already resulted 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 importantly - the 

- -  - 

The word "decisive" suggests that this decision will contain the end scenario for the 
liberalization debate. 
Study on the weight and price limits of the resewed area in the postal sector, page 34, CT 
Con, November 1998 
Report from the Commission to the European Parliament and the Council on the 
application of the Postal Directive 97/67/EC, Com (2002) 632 final, pages 5 1 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 1995- 
2000. This growth is mainly driven by the development of new activities and 
commercial service. It is however important to note that the NPOs have also 
been able to maintain employment levels throughout the period 1995-2000 
(PLS Ramboll 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.' 

2.4 Areas to monitor 

In other markets we have seen a significant development of new services 
offered via the traditional NPOs retail network. These services include 
financial services, 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 Malta 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 (USO). 

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 monopoly thresholds as introduced by the directives set a maximum. 
The monopoly can be used as compensation in exchange for taking on the 
USO, provided that the US0 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 monopoly 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 cases 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 next step 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 operators 
have not only transformed themselves, they have also changed the European 
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 acquisitions/JVs 1997 - 2004 
I Operator I Estimated Number of I Estimated Value 

Acquisitions/JVs 

Source: www.triangle.eu.com, annual reports, press reports, Commission website 

(Euro) 

TPG 
Royal Mail 
La Poste 

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, including 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 activities will benefit 
from acquisitions like Skymail in the US, Quickmail, Selectmail, Interlanden 
Speedmail (UK). Financial Services have been develop via the acquisition of 

DPWN 
> 50 
> 15 
> 15 

> 1.5 billion 
> 1 billion 

> 0.7 billion 

> 80 > 10 billion 
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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 European parcel 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 threat9 for the private transport and logistics sector and their 
users (HALTE 2004). 

These acquisitions increase the complexity of the new entities 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 US0 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 bundlinglcombining 
socialluniversal obligations with commercialibusiness objectives. To 
continue combining the two roles by one national incumbent wou.ld 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 urges the European Commission to be more rigorous in 
implementing competition rules to avoid further consolidation of the market by state 
owned enterprises. 

lo  Judgment of the Court of Justice on July 3, 2003 in the Chronopost-UFEX case and of 
July 24,2003 in the Altmark Case confirms 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, SFEI vs La Poste point 62: " the provision of logistical and commercial 
assistance by a public 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 Treaty if the remuneration 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 green paper on Services of General Interest (European Commission 
2003) and the European Parliament has developed a number of resolutions 
on this topic. All parties 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 

" In its 2002 decision to allow for aid to the Italian 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 postal operator, the reduced number of postal items per capita 
sent in Italy relative to the size of the network, and especially the very heavy burden 
imposed by the preferential tarzr for the press and non-profit publications (which on its 
own represents between IN and halfof the total amount of net extra costs) ". 

I Z  European Commission, Green Paper on Services of 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, participates in joint ventures in South 
American and Chinese markets can no longer be identified as the character 
played 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 that 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 prevailI3. 

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 
collection services available to their visitors. 

The variety of activities listed under the universal service and the 
difference in nature of the services - financial services being very different 
from delivery services, e-mail being different from traditional mail services 
- 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 US0 umbrella reduces the scope for the development of 

l3 European 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-his  e-mail services 
at home, offered by a commercial operator. 

Competition can provide for many of the evolving needs 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 US0 could hamper 
market dynamics. 

A clear definition of a basic mail service would also provide for easier 
regulatory control by eliminating the broad variety of services 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 evolve 
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 US0 does not need to expand. New consumer needs will be catered 
for by commercial operators provided that operators are allowed to enter the 
market. The concept of an evolving US0 does not provide the necessary 
incentives for commercial operators to do so. The situation 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 reserved 
area whereas ongoing change and expansion of the US0 would only require 
permanent assessment of the cost of the services provided and the 
requirement to use monopoly proceeds. 

3.3 A monopoly is required to fund the U S 0  

This paradigm raises both legal and economic concerns. From a legal 
perspective the monopoly is not required to fund the US0 but it can be used 
to the extent necessary to finance the burden of the USOI4. 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 

l 4  Article 7 of EC Directive 97167lEC clearly introduces a pre-condition for the use of 
monopoly and size of monopoly by stating "to the extent necessaly". This should be used 
as the basis for making information of the burden of the US0 and monopoly proceeds 
publicly available in order to demonstrate that the use of monopoly proceeds and the size 
of the monopoly are based on the cost of USO. 
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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 that the burden of the US0 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 US0  
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 US0 - and the possible need for 
monopoly funding - is largely driven by the scope of the US0 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 
areas should be open to reducing the universal service requirement, such as 
the number of deliveries and collections per week. 

3.3.1 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 evaluated. In recent years the European 
Commission has allowed for over 15 billion 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. 

IS NERA, Costing and Financing of the USOs in the Postal Sector in the European Union 
1998. 
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Belgium r 
Great Britain t- 
Sweden + 
Italy I 
Ireland I 

I modernization of Greek postal infrastructure 
23/07/2003 1 297.5 million Euro 

Table 2: State Funding for NPOs 

capital injection and tax exemptions to 
compensate the cost of the services of general 

Date 

1 economic interest 
27/05/2003 1 1.75 billion UKP compensation for rural delivery 

Amount - Reason 

network 
1.15 billion UKP loan for banking services at I 

11/1 112003 1 4 15 million Euro 

I post office counters 
02/07/2002 1 44 million Euro cover expense of over-the- 

I counter banking services 
12/03/2002 1 9 billion Euro to cover "traditionally low 

L 
Source: DG Comp website, various 

12/03/2002 

Over 15 billion Euro 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. 

efficiency" 
12.7 million Euro for modernization of the 
nationwide postal network 

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-280100 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 sectors 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 initiatives 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 recognized the limited applicability of 
Altmark and has published a draft decision, exempting '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 satisfactory 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 are only supposed to provide compensation. This 
may lead to unwanted confusion. A useful 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. 

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 entered 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 US0 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 USOs. 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 letter 
mail market via licensing or by developing services that respect the reserved 
area. These developments indicate that there is room for commercial 
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. 

NPOs 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 USO. 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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Paper or Electronic? 
Preferred and Disfavored Reception Channels for Direct 
Marketing 

Kari Elkela 
Finland Post Corp. 

1. INTRODUCTION 

Elkela 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 (Elkela 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 principle reason for interest in reception channel preferences is the 
rapid growth in the use of electronic communication channels 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. 

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 (Elkela 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 a representative sample of 1600 Finns over the age of 12. 
The data was collected in 2003 by TNS Gallup Finland using 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 communication 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 selling and 
billboards. The table also shows the coverage of these channels in each of 
the three main data sources. 

atalogues, personally addressed 

atalogues, unaddressed 

Table 1: Marketing communication - properties and analyses 

ewspapers F agazine 

arketing channel 
addressed media 
Targeted Mass Paper Electronic Survey data 

sources* 

AFU 

AU 

A 

A 

A 

A 

AF 

AF 

A 

A 

A 

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. Television 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 
media, even though in this case delivery can be locally targeted. As far as the 
future is concerned, technological 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, catalogues and papers are easily identified as 



336 Chapter 17 

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 e-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 situations. Respondents usually chose at least 
one channel but some chose several channels because multiple answers were 
allowed. It was also possible to answer "none" or "don'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 
therefore the total revealed preference is about 100 percent. 

' Loyalty customers are regular customers with special status. An example of such 
customers would be "frequent flyers." Often such customers are given a plastic card to be 
used when paying. Consequently, 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 usually receive a monthly direct 
marketing letter andlor magazine, and these are at least partly based on the information 
about the customer's previous purchases. This material that the customer receives is 
termed here loyalty customer information. 
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Table 2: Preferred media for receiving marketing and promotional 
imunication 
referred 

.eception 

hannel 

fail (unaddressed) 

'atalogues 

,ersonalised) 

'atalogues 

~naddressed) 

lewspapers 

lagazine 

elevision 

lther 

otal revealed 

references 

lone or don't know 

New product announcements are a different story. Customers prefer to 
view these on television. In this case addressed letter mail is the second most 
popular channel but consumers choose 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 
announcements, a majority of the respondents want to receive the 
information in paper form (53% by our aggregate measure). The strength of 
paper communication in customer messaging is mainly based on the great 
popularity of addressed letter communication. 

in Australia according to customer message contents 

Marketing Message Contents 

Loyalty 

customer 

communication 

& info 

Club1 

membership 

newsletters 

Invitations 

to special 

events1 

sales 

News 

and 

updates 

Advertising 

and 

promotional 

material 

New product 

announcements 
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In customer communication, clearly the popularity of addressing varies 
on both sides of the mean of 51% (the average of the entries in the last row 
of table 3). Addressed reception is considered more important 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. 

Table 3: Address use preferences for receiving marketing and 
promotional communications in Australia according to marketing 

message contents 

3.2 The Effect of the Industry and Customer 
Relationship on Channel Preferences 

Preferred 

Reception 

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 

Marketing Message Contents 
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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 
Preferred reception channel I Customer Relationship and Industry Sector 

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). It is favored by over 70 percent of customers and non- 
customers from each industry. The customers of retail stores, in particular, 

E-mail 

Other 

Total revealed preferences 

None or don't know 

5% 

7% 

108% 

16% 

3% 

4% 

102% 

20% 

4% 

8% 

101% 

22% 

2% 

3% 

92% 

25% 

3% 

3% 

119% 

17% 

1 % 

1% 

110% 

17% 
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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) 

Reception 
Channel 

Preference for 

Preference for 
Addressed 
Communications F 

Customer Type and Industry Sector 

Service sector I Not-for-profit I Retail sector 

The addressed reception of marketing communication is not considered a 
particularly important area of activity. In the service sector, preference for 
addressed reception by customers exceeds 50 percent only in banking, 
telecommunications and utilities companies. 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 channels 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 
communication, 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. 

Customer 

74% 

44% 

Non- 
Customer 

71% 

28% 

Supporter 

71% 

39% 

Non- 
Supporter 

71% 

23% 

Customer 

88% 

20% 

Non- 
Customer 

77% 

14% 
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4. RECEPTION CHANNELS OF ADDRESSED 
DIRECT MARKETING 

4.1 Preferred, Accepted and Disfavored Channels 

The study by Finland Post (Elkela 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 number 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 

Preferred Accepted El Disfavored 

Phone call 

'exl message 

eMail 
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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). In 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 disliked 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 usually 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 e-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 2001 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 years. 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 20% 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 Communication" (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 remained 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-mail 
penetration at home had almost doubled from 20% to 36%. It seems clear 
that new e-mail users 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 possibilities of growth in the popularity of e-mail (Elkela 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 all 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 is 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 seems 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 herlhim 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 in 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 usually exceeds 100%. Nevertheless, the length of the Australian 
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, in 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 

I Letter mail Neither* E-mail I 
Sum of 

A U S T R A L I A * "  choices 

112% 
Loyalty customer communication & info 

133% 
News and updates 

160% 
New product announcements 

F I N L A N D  
loo0/. 

Loyalty customer offer once a month 
loo0/. 

Loyalty customer offer once a week 

U S A  
100% 

New product announcements 

* Neither = AUSTRALIA: catalog, newspaper, magazine, phone, SMS, TV, radio, web, no 
answer; FINLAND: phone, SMS, no answer; USA: no answer. Multiple answers allowed 
onlv in Australia 
** in Australian results the bar length was adjusted to 100 % but unadjusted preference values 
are presented 

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 (30%), 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 59% 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 new 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 to 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 disfavor of phone 
calls are on the same level as in Finland where the average is 61% (Elkela 
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 irritate Americans and in the past few years 
many people have listed themselves on the "Do-not-call" 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 
is 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 maiVphone marketing in the USA 

I I Mail No choice Phone call I 
More convenient, can be 

savedlconsidered at leisure 

More descriptive, lets you picture the 
offer 

More persuasive, encourages to 
respond 

More high-pressured, forces to make 
quick decision 

More intrusive, interrupts other 
activities 

The sales telephone call is 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 (Elkela 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 situation. 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 frequency of messages and to compare a situation in which 
messages are received seldom to the situation when they are received often. 

The letter is 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 desire 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 

I H Preferred Accepted EI Disfavored I 

Loyalty customer offer once a month 

Loyalty customer offer once a week 

PHONE CALL 

-oyalty customer offer once a month 

Loyalty customer offer once a week 

TEXT MESSAGE 

-oyalty customer offer once a month 

Loyalty customer offer once a week 

-oyalty customer offer once a month 

Loyalty customer offer once a week 

loyalty customer offers 

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 increases 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-mail, 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 medium. 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%. 

Letter Phone SMt3 Bnail No Total Addition Reduction Net change 
answw a) (%points) (%points) (%points) 

Case a) 1 Letter 53% 2% 4% 6% 2% 67% 3% 14% -11% 

Table 6: Transition matrix from monthly to weekly loyalty customer 
offer in Finland 

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 another 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 -1 1% compared with case (a). 
Behind this is 3% addition and 14% reduction of letter choices between 
cases (a) and (b). The table shows that w h ~ n  marketing frequency increases, 
its reception by letter becomes less popular. Other media become more 

RefarrdRm@onQramels Caseb)LoyaltyastomeroffaonceaHeek Chngefmmcasea)tocaseb) 
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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 entries 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 
personal offer for renewing an already existing subscription. In the second 
stage a request was made to state those possible ways of receiving a 
message, which were not acceptable at all in this case. 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 

1 rn Preferred Accepted E l  Disfavored I 

Subscription renewal 

New periodical offer 

PHONE CALL I I I i I I 
Subscription renewal 

New periodical offer 

TEXT MESSAGE I 1 1 1 I I 
Subscription renewal 

New periodical offer 

Subscription renewal 

New periodical offer 
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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 
magazine. 

5.3 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 is 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 to 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 a week, which really tries the patience of would-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 channel, 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 also 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 usually 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 channel. 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 seem 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 



356 Chapter 18 

have standardized work rules and practices that are embodied in collective 
agreements. Typically labour agreements are nation-wide covering many 
operations and extend for several years. There is a strong tendency to 
maintain the status quo. 

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 societies, with a balance 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 safety provisions at 
the same time as introducing new measures to improve productivity? Is 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 note, the knowledge gained by the joint process of experimentation 
played 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. 

BACKGROUND TO THE 2003 NEGOTIATIONS 

In many ways the 2003 collective bargaining negotiations were an 
extension of the failed negotiations of 1997. In that year the parties had 

A few years ago this looked quite a daunting prospect as noted in Clark and Bickerton 
(2002), which provides an evaluation 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 letter 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 enable 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 agreement 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 late 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 issues of workload, 
work process and the use of contract workers in the parcel delivery work. 
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A PROCESS TO TEST PROPOSALS 

During the proceedings before the arbitrator, the union argued he should 
not impose any major change in working conditions unless he was confident 
there would be no unforeseen negative consequences for the workers. The 
Union 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 necessary, as 
management tended to overestimate the costs of the union's proposals. 
Eventually both parties recognized 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 purpose 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  customer^".^ 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 committee (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 experienced and 
knowledgeable representatives of each party working full-time on the 
project, and a national steering committee comprised of two union national 
vice-presidents and two senior corporate 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 union 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://www.cupw.caJpdfs/eng/cpc-cupw200O.pdP 
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to fully participate in the various initiatives. It permitted the union to 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 issues that would be 
tested, and the means by which they would be evaluated. 

There was an ambitious 14-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 
3 1,2003. This timetable was never met.3 

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 elements to be 
evaluated and would jointly develop the methodology and assumptions to be 
used in the evaluation process. It was agreed to evaluate the impact on 
employees, 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 to 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 bulletins section at the CUPW website <http://www.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 committee was the development 
and implementation of three major pilot projects, involving significant 
changes in the work process and work rules 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 acceptance of the local 
employees and management to participate in the pilot projects. The 
simultaneous 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, 2001. 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. 

3.3 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 actually 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 to 
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 proposals were also tested in Burlington. 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 early. Carts were made 
available to all letter carriers upon request. 
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3.4 The Kelowna Project 

This pilot project involved changes in the organization of work of 108 
letter carriers working out of the two facilities in Kelowna. It involved 
testing several initiatives proposed by the union 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 customers. A letter carrier "customer contact" 
program was tested in which letter carriers received incentives to sign up 
customers to Canada Post products and generate sales leads. 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 model 
to 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 returning 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 
pilot 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 letter 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 establish the new work rules for the pilots. 

3.6 Joint Evaluation 

When the parties 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 committees had 
been gathering data continuously from the beginning of the process. As a 
result, both parties had gained a significant appreciation of the impact of 
most of the initiatives on the four criteria of health and safety, 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, absenteeism, and answers to the employee 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, householder 
allowances, vehicles, conveyance, real estate, contractor costs, volumes, 
revenues, 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 to 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 parcel 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 process 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.4 

Both parties also agreed that the injury rate of external workers was a 
major problem. . 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 for 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, although 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 inflat i~n.~ 

Both parties also recognized the threat posed by the United Parcel 
Service (UPS) dispute with the Government of Canada claiming that Canada 
Post was engaging in cross subsidization of its parcel service and unfair 
competitive 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 delivery, the hours of work for 
motorized employees, and letter 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 began in November 2002 
were heavily influenced by the experience of the parties during the two years 
of the operation of the Appendix AA Committee. The members of the local 

Canada Post Corporation, Annual Reports 2000,2001, and 2002. For information on mail 
volumes go to <http://www.canadapost.ca/segment-e.asp> 
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. It is likely the negative experiences 
encountered with some of the initiatives in the pilot projects were a factor in 
the decision not to pursue 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 a.m. 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 minimum of 20 hours per week 
for part-time employees and a staffing model that would maximize the use of 
full-time employees. 

The employer 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; 

3. 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. 

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 Couriers (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 letter carriers, as was the case in 
Burlington, CPC proposed longer continuous hours of delivery. Altogether 
management's proposals would have eliminated hundreds of letter carrier 
positions and increased 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 letter carriers could be required to deliver 

for 5 continuous hours; 
4. Change public transportation 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 letter carriers, 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 conveyance 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.6 The most significant breakthrough was 
the conversion of 6,000 rural and suburban mail carriers from contractor 
status to employee status and covering these employees under a separate 
collective agreement7 Other important changes included the termination of 
severance pay, a wage increase 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 protections. 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 use of CPC's large economies of scale. CPC 
was left to deliver "regular parcels" with service standards of four to 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 details of the 2003 collective agreement covering urban operations go to 
<http://www.cupw.ca/pages/document~eng.php?Doc~ID478~ 
For details of the 2003 collective agreement covering rural operations go to 
<http://www.cupw.ca/pages/document~eng.php?Doc~ID=48 l> 
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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 committee 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 break on their routes. The employee will determine their meal 
location 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 model will be structured for at least 20 hours 
per week, except for weekend-only assignments. 

The agreement 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 agreement included several major changes to the work 
rules concerning letter carrier delivery. The agreement permits non 
motorized letter carriers, whose routes are structured so that they return 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" 
to 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-route'' 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 weight 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 will 
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 
interpretation 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 maximum 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. 

Through 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 necessary 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 barchart 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 frequencies of various work related movement to 
develop proper time values for the letter carrier work involving the new 
sortation case; 

3. A statistical analysis of factors related to letter carrier injuries; 
4. A study of the physiological, physical, and mental effects of letter 

carriers' workload. 

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 projects 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. 

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 
equal rights and input 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 relationss that existed 
for many years. Continuation of this approach promises further progress. 

Bickerton and Clark (2002, 297) use this phrase only recently "Ovenvhelmingly, the 
problems of poor labor relations and inadequate service to the public are the result of 
government inspired policies.. ." 
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Power and Discretion in Independent Regulation 
The Case of Portuguese Communications Markets* 

Joiio Confraria 
Catholic University of Portugal 

1. INTRODUCTION 

Since the early stages of communications liberalization in the European 
Union (EU), regulatory independence has been based on the separation of 
the regulatory authority from communications organizations. In Portugal, the 
distinction and separation between the regulatory functions of the state and 
the state-owned communications operators were implemented in 1989. 
Subsequently, the concept of regulatory independence changed, to mean 
increasingly independence from the government and not merely 
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 framework; while section 4 considers issues of 
accountability related to this greater discretion. The benefits and costs of the 
current institutional arrangements in Portuguese 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. It remains to be seen how the current institutions will 
adapt to both EU and domestic political 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, Institute das ComunicaqBes de Portugal - 
Autoridade Nacional de ComunicaqBes. 
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2. THE NATIONAL REGULATORY AUTHORITY 
AND THE EVOLUTION OF INDEPENDENT 
REGULATORY POWERS 

2.1 Conditions of regulatory independence 

The European Union first called for independent national regulatory 
authorities in EU countries 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 
control 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 distinct 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 
Comunicaq6es de Portugal (ICP) was nominally created in 198 1. Its role was 
to advise the government on communications policies, one that was formerly 
performed by the state-owned communications operators.' However, in fact, 
the full operationalization of the ICP 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 entrant into it would develop. 

Decree-Law l88/8 1. 
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In 1989, the ICP was finally born.2 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 areas, such as approval of 
equipment, management of radio electrical spectrum, including licensing of 
radio equipment, and licensing of telecommunications service providers. 
Independence 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. 

So, in sum, it can be argued that, after 1989, the ICP formally complied 
with the conditions of independence from the communications organizations 
as required in Directive 901388lEEC. 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 Portuguese 
telecommunications markets expressed concern about the effectiveness 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 minority 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 separation of powers between 
different ministries. The domestic debate on independence was helped by the 
widespread lack of domestic confidence in traditional state bureaucracies 
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 EU ONP 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  guideline^.^ 

Decree-Law 283189. 
Decree-Law 30912001. 
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At the same time, 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.4 Members had the status of public managers with 
salaries and benefits similar to the members of the boards of 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 nominated by the government, but for a five-year, non-renewable term. 
There are stronger restrictions on dismissal and a more flexible remuneration 
~ys tem.~  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 companies for two years. 

However these were mainly formal changes. Another major force behind 
the development of regulatory independence from the government 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 ICP 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 invoices are sent by the ICP, the money is paid 
directly to the ICP and the ICP 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 fees on spectrum usage by mobile 
operators. From 1994 to 2002, revenues to the ICP increased from about €18 
million to €70 million (current prices and 2002 exchange rates). This was 

Decree-Law 283189. 
Decree-Law 309l2OO 1. 
Under the new 2001 statutes, the ICP was officially renamed as the Instituto das 
ComunicaqBes de Portugal - Autoridade Nacional de ComunicaqBes (ICP - Anacom). In 
this paper, the name ICP-Anacom is used when there is a reference to a period after 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 ICP and accepted by the government in the second half of 
the 11990s. 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 1990, 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 areas.' With the 
development of the legal framework for liberalized markets, the ICP 
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-c~mpliance.'~ These 
rules were supposed to give the ICP some power to protect service providers 
entering liberalized telecommunications 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 sense, these powers were 
remarkable, as they were among the first important cases of independent 
power for regulating behavior in communications markets where there were 
firms still enjoying 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 agreement 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, setting interconnection prices, after consultation with the 
competition authority. 

In 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 ICP might also impose price reductions up 

For CATV see Decree-Law 292191, later revised by Decree-Law 241197, and for satellites, 
Decree-Law 120196. For the other services see Decree-Law 346190. 
Decree-Law 38 1-N98. 
Decree-Law 198194. 
Decree-Law 207192. 
See Decree-Law 40195. 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 confirm 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.13 A similar role was already played by the agency in liberalized 
markets. A major landmark in the development of independent price 
regulation was the interconnection law, also published in 1998.14 The ICP 
was given the power to set interconnection prices and to intervene 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 unb~ndling'~. 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 set by the new EU Directives, arising from the 1999 
Review, reinforced the powers of the ICP in price regulation, 
notwithstanding 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 ICP's power to intervene was given a stronger legal basis 
than previously. 

Several extensions of regulation independent from the government were 
related to particular conditions in other markets, sometimes loosely related to 

l 3  Decree-Law 240197. 
l 4  Decree-Law 415198. This law transposed Directive 97/33/EC, also known as 

Interconnection Directive. 
l5 Concerning leased lines; see Decree-Law 2904199, transposing Directive 97151lEC. 

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 for voice telephony 
were included in Decree-Law 474199, transposing Directive 98/10/EC. 

l6 Rule (EC) 288712000, of European Parliament and Council. 
I' Decree-Law 458199. 
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the core telecommunications markets. This was the case of markets for 
electronic and telecommunications equipments, home networks and audio 
text services. 

In 1992, the ICP had been designated as the agency in charge of 
monitoring the implementation of electromagnetic compatibility rules, 
including the power to impose fines in cases of non-compliance.18 These 
functions 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 Telecomunicaq6es de Portugal E.P. These 
powers of intervention were basically maintained after the review of the 
legal framework in 2OOO.I9 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.20 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 protection 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 ICP to audio text service 
providers according to the nature of the service provided. The ICP can also 
monitor the effective use of allocated numbers according to the service 
provided and impose fines or revoke authorizations in case of non- 
compliance2'. 

2.3 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 

l8 Decree-Law 74/92 and Administrative Rule 767-N93. 
l 9  Decree-Law l92/2OOO, for terminal telecommunications equipment and Decree-Law 15 1- 

N2000 for licensing radio communications stations and equipment. 
20 Decree-Law l59/2OOO. 

Decree-Law 177199. 
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government in charge of communications and competition A further 
but minor regulatory role concerned the definition of conditions for 
installation of residential mailboxes.23 Moreover, the role of the ICP 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 contract 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 simultaneously with the agreement 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 significant 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 
communications 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 compliance with the licenses and to 
impose fines in cases of non-~ompliance.'~ 

3. SOURCES OF REGULATORY DISCRETION 

In 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 issue of implementing these objectives is left to 
agencies independent of the conflicts and ambiguities that affect daily 

22 The framework for price regulation of postal services was similar to the one in place for 
telecommunications until 1998. See Decree-Law 207192. 

23 Regulatory Decree 8/90. 
24 Law 102199 sets the essential framework of postal services. For the concession contract 

see Decree-Law 448199. 
25 Decree-Law l5Ol2OOl. 
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politi~s.'~ 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 authority 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 
are 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 involves the definition of a given 
technological 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 its 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 

'"BU~ why should regulators be political at all? Once the broad legislation is in place, the 
job of detailed day-to-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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inconsistent objectives. However they are arguably two of the most 
important objectives of economic regulation in communications markets. 

It also seems possible to suggest that in communications markets, the 
definition of objectives to be pursued often involves a substantial amount of 
ambiguity. In price regulation, for instance, the principle of cost orientation 
of prices in postal and telecommunications 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 is 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 
concentration; 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, 
accounting separation, access and use of specific network facilities or price 
control and cost ac~ounting.'~ 

Ultimately, regulatory agencies are bureaucracies. 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'.28 
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 

27 Directives 2002121lEC and 2002/19/EC. 
28 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 becomes subject to greater scrutiny 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 to assume 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 employed in the 
acquisition of knowledge, the agency bears some disutility 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 situation. If so, 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. In 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 investment 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 di~cretion.~~ 

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 of 
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 - and revealing 
that knowledge in a given situation might have negative effects in future 
interactions with the regulator. Finally, firms may simply not trust the 

29 The opposite may also happen. Investing in the acquisition of information on uncertain 
market situations may allow the regulatory agency to present a credible defense of a 
decision that may be essentially a response to private interests. 
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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. 

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 involve 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. Moreover, in the EU 
institutional arrangements, the European Commission also has considerable 
power to supervise national regulatoty authorities in communications 
markets. 

First, it should be noted that the parties 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 
This often implies that the main issue at stake in court is the compliance of a 
decision with the procedural rules set for the regulatory process. The content 
of that decision, its consequences to firms, consumers and markets, often 
play a minor role or no role 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. 

Concerning the relationship with the government, it is striking that, from 
1989 to the late 1990s, the government retained important formal powers of 
control in price and quality of service regulation of telecommunications and 
postal operators enjoying exclusive rights and with universal service 
obligations. This happened even after the formal involvement of the ICP in 

30 PT and CTT also have the possibility of settling some disputes with ICP, arising in the 
specific framework of their concession contracts, through a court of arbitration. This court 
is made up of three members, one being appointed by each of the parties and the third 
being chosen by the arbitrators selected by the parties. This process of settling disputes has 
been used very rarely, basically in cases of fines imposed 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 
to take a very active role 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 accountability 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 1989. 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 ICP, 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 to 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.32 

On a more formal level, in 1998, another change in the statutes, mainly 
symbolic in practice, concerned financial accountability. The ICP 

3' Decree-Law 95/96. 
32 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 increasing 
accountability to 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 ICP-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 development in the new regulatory framework in 
telecommunications and of the new ICP-Anacom statutes is the new focus 
on public consultation. As a general rule, 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 
par tie^.^' 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.34 

These provisions grant the Commission the power to impose an ex ante 
reversal of decisions of national authorities in two core areas: First, 
economic regulation related to the definition of relevant markets; and 
second, 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 

33 See Directive 2002121lCE and Law 512004. 
34 Directive 2002121lCE. 
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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 obvious that most of the EU national 
authorities are against their draft decisions under consultation. At the same 
time, to reinforce the cooperation between the European Commission and 
the national regulatory authorities, the European Regulatory Group was 
created.35 This group includes the national regulators and the European 
Commission 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 least 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 degree 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 effectiveness 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. 

ARE THESE ARRANGEMENTS EFFICIENT? 

The control 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. 

35 Decision 20021627lCE. 
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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 bureaucracy, subject to 
rules governing employment and expenditure that were closer to 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 different state agencies 
acting in the same sectors and in conflicting areas 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 seen as addressing this issue. First, 
the agreement on price regulation of services provided under exclusive rights 
can be seen 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.36 

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 expected costs of analysis and treatment of 
information arising from the consultation procedures at the EU level. 
Moreover, the approach followed in the Directives brings greater certainty to 

36 McCubbins and Schwartz (1984) noted that the participation of interest groups in the 
regulatory process contributed to the supervision of the regulator. The advisory council 
can be seen as an inexpensive framework to implement this kind of supervision. 
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each 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 EU 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 technical option. Conditions prevailing in each national 
market, technological change, andlor changes in preferences, may suggest 
that a detailed legislative approach might lead to 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.37 

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 government is not 
necessarily consistent with the pursuit of independent regulation. A 
government can always claim the right to choose its own advisors, at least in 

" Laffont (2000) argued that constitutional constraints on regulation can improve expected 
welfare because they dominate alternative 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 
political trust between the regulator and the government. However, it 
remains to be seen what 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 ICP-Anacom, with traditional civil 
service bureaucracies, 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 Portuguese communications markets. 
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General 
Developing Best Practices for a Postal Watchdog 
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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 Inspector 
General (OIG), to include audits and investigations relating to the programs 
and operations of the postal operator. Oversight 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 compel 
operators to be more efficient and ultimately lower prices and improve 
service; however, significant competition has not yet 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 never entirely 
relinquish control of their postal service. 
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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 articulate how 
oversight responsibility is shared and coordinated among government 
entities. We discuss the strengths, liabilities, and value 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 positive change, oversight must be neutral, objective, 
and credible, not simply negative criticism. Oversight of governmental 
entities 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 to the taxpayer or the ratepayer via performance and financial 
statement audits. Oversight identifies gaps in program delivery and 
recommends ways for an agency to 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 governmental 
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 concerns. 

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 OIG relies 
on staff such as statisticians, costlbenefit 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 either 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 equally 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 enforcement powers by each OIG is reviewed 
periodically by another OIG or by a committee 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 questions to ascertain the desired strengths of oversight include: Is 
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? Is the venue energized for change? Does the 
oversight organization possess in-depth program knowledge? Is 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 look 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 oversee 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 commissions 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.S. postal history, the 1968 Report of the President's Commission on 
Postal Organization (a.k.a. Kappel Commission Report) laid the foundation 
for transforming the Post Office Department into a "modern day" Postal 
Service. However, that was 36 years ago and many believe the business 
model of the Postal Service is broken. To address this issue, the President 
established a special commission in 2002, resulting in a President'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). 

3.3 Congressional (Parliamentary) Hearings & 
Legislation 

Congressional hearings by oversight committees are powerful in that they 
are 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 
hearings 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, among 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. 

3.4 Internal Auditor 

Internal audits are narrow in scope and focus management attention to 
critical operational issues. The strength of this type of audit 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. 

3.5 Inspector General 

IGs 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 to 
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 situation 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, IG's work may have liabilities if not properly managed. Some 
comprehensive and sophisticated audits can take a long time. Also, IGs 
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 Outside 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 systemic 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 communities 
of common allies on many postal issues. However, the media may lack 
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objectivity in the rush to make headlines and fit 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 

Qualities rated H - high, M - medium, L - 1ow.Interest groups, including 
government watchdogs, have 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 operations, 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 
activities. Government consumer advocates represent the interests of the 
general public. They have in-depth knowledge and, if properly managed, 
can be independent, credible and objective; however, their recommendations 
can be found to be intrusive and may lack effective 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 (GAO). 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 
monopolies. 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 Reorganization 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 its 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 OIG 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 GAO, 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 Inspector General Act (IG 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 is 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 
OIGs, 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 Inspector 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 825 
auditors and investigators who face unique challenges given the size, scope 
and nature of postal operations. The Postal Service has been operational 
since 1775, 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 established IG's in the federal 
government. In 1988, Congress amended the Act, designating the Postal 
Service's Chief Postal Inspector to serve as inspector general. The Chief 
Postal Inspector was still appointed by, and reported to, the Postmaster 
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 took over all audit work from the Inspection Service. The 
Postal Inspection Service now investigates crimes including mail fraud, mail 
theft, transmission of prohibited mailings (controlled substances, poisons, 
explosives, and weapons), threats against and assaults on employees, 
robbery, burglary, and destruction of postal facilities, 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 informs 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, execution, and 
effectiveness of the laws dealing with the subject matter over which the 
committee has jurisdiction, and the organization and operation of federal 
agencies and entities having responsibility for the administration and 
evaluation of those laws. The purpose of the review and study is to 
detemine 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 committee having oversight responsibilities is required to 
review and study any conditions or circumstances that may indicate the 



20. United States Postal Service OfJice of Inspector General 405 

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. It 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 competitors 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 long-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. GAO, commonly called 
the investigative arm of Congress or the congressional watchdog, is 
independent and nonpartisan. It advises Congress and the heads of executive 
agencies about ways to make government more effective. 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. 

5. 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 reviews are necessary and issue 
reports; (3) issue subpoenas for non-federal records; (4) report directly to the 
head of the agency; (5) receive employee and other complaints, (6) protect 
confidential sources, and when necessary, (7) refer matter to the U.S. 
Attorney General. In addition, OIGs are authorized to hire employees, 
experts, and consultants; procure necessary equipment and services; and 
obtain assistance from other agencies, including federal, state, and local 
governments. 

The IG model 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 
prosecutions or other actions, as well as billions of dollars 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, IGs' 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 IG model. Further, IGs cannot be prevented from doing, 
conducting, or completing audits and investigations. Although, IGs have 
been accused of buckling to political 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 IGs. 

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. 
IGs inform debates with rich, useful data that is objective and compelling. 
IGs 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 corrective 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 techniques that are useful 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 mission, and that of their 
team, their office, their function, and their senior leaders. Every element 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 link resources with results, improve 
the efficiency 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 IG 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 criticisms: 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, who 
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 
raises the fear that individuals may question the loyalty of the IG and then 
compromise the information that they disclose. Sometimes IGs abuse their 
independence if their actions are unchecked. These 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) monitoring 
whether initiatives are project-managed, on time, and on budget. 

Additionally, it is helpful to identify 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 meetings 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 energize change such as legislation or oversight hearings, 
pressure from the PMG, and criticism from stakeholders is also helpful. 
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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 entities that are charged with oversight or 
regulatory responsibilities based on a survey of selected countries. The legal 
status of public postal operators ranges from traditional federal entities, 
government owned corporatized enterprises, and operators that purport to be 
private 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 areas 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, typifies 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: Even 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 regulations and to verify that obligations are met will continue to 
be important, particularly those related to universal service, quality of 
service, anti-trust enforcement, compliance with access requirements and 
price caps, corporate internal security, and the sanctity and security of the 
mail. 
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Table 2: Matrix comparing other models of oversight 

Ovenight 
Model 
Liberalization 

Extemsl Fin. Only 
Auditor 
Independent 0 1 0  Fin. & 
Gov't Auditor Pm ram 
Internal 
Auditor 

Consumer OCA 
AdvwsIe(s) 

I I I 
Yes Yes Yes Yes 

I I I 
Yes No Consdci No 

Conti 
No Yes Yes Yes 

Ombudsman PostRsg None for AP 
ARCEP postal Ombudsman 
( d h  postal matten 
law) 
No nat'l PostReg Ministry of ComReg 
rrgulrtor. Comm. 
DICITIP. 
MlNEFl 
ARCEP 
(dran pwtd 
law) 
Yes Portal Act Yes Review legs 

of 1997 and and regs. 
2000 ensea 

MlNEFl UVEK Yes DCMNR 

- 
Partial 

- 
Fin. 
Only 
No 

- 
No 

- 
RegTP 

- 
RsgTP 

- 
Po~tal Act 
of 1997 

- 
Ministry 
of 
Economic 
J&Labor 
Police 

- 
Police 

internal 

special roles 

5 
t 
VI 

 zed 
Fully 

KPMC 

National 
Audit ornee 
Fin. Strnts. 
Internal 
contml~ 
None for 
portal 
matters 

Nst~onal 
Post & 
Telceom 

Parliament 

Ministry of 
Industry. 
Employment 
& c o r n .  
Poliee 

Policc 

Note: See glossaty 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 avoid redundancies in oversight functions unless there 
is a compelling reason. Intended redundancies in oversight roles allow for 
checks and balances in the process. In countries 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 need 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. In 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. : 
AP: 
ARCEP: 

Comm.(s): 
ComReg: 
DCMNR: 

DETEC: 

FICORA: 
fin.: 
GAO: 
legs and regs: 
mgmt. 
MINEFI: 

OCA: 
OIG: 
orgs. : 
Postcomm: 
PostReg: 

Postwatch: 

PRC: 

administrative 
An Post 
Autoritk de Rkgulation des Communications Electroniques 
et des Postes - Postal and Electronic Communications 
Regulatory Body, as foreseen in the draft postal law 
currently processed at the French Parliament 
communication(s) 
Commission for Communications Regulation 
Minister for Communications, Marine and Natural 
Resources 
Departement Federal de I'Environnement, des Transports, 
de 1'Energie et de la Communication - also known as 
UVEK 
Finnish Communications Regulatory Authority 
financial 
General Accounting Office 
legislation and regulation 
management 
Ministry of the Economy, Finance and Industry. The 
present postal regulator is its department responsible for 
industry, IT and post, DIGITIP. 
Office of the Consumer Advocate 
Office of Inspector General 
organizations 
Postal Services Commission 
In Switzerland, PostReg acts as an independent body for 
regulatory tasks and is affiliated to the General Secretariat of 
DETEC for administrative purposes 
Consumer organization acting as the voice of the consumer 
in all postal service matters in the UK 
Postal Rate Commission 
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RegTP: 
stmts.: 
UK: 
U.S.: 
UVEK: 

Regulierungsbehijrde f i r  Telekommunikation und Post 
statements 
United Kingdom 
United States 
Eidgenossisches Departement fur Umwelt, Verkehr, 
Energie, und Kommunikation - Federal Department for 
Environment, Transport, and Energy - also known as 
DETEC 
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