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1 Executive Summary

Introduction

The concepts for calculating a ‘cost of universal service olbiggtwere first developed
in the 1990s. Since 2000, empirical efforts were made in a numbesuatries to

guantify the cost of these obligations in the postal sector. We have carriesearch on
such efforts and have identified nine approaches: eight in European cguartideone in

Australia. This chapter summarizes the results of our analysis of thesechgstoa

With regards to the purpose of the net cost calculations, adsstt is that only very
few methodologies were applied to justify actual compensation pgdstal operators.
The results of USO cost calculations were generally used tominfixeralization
policies, by assessing whether substantial costs resultso(dd wesult) from universal

service obligations in a liberalized market.

With regard to the methodologies adopted to calculate USO costfoumnd two

broadly distinct categories of approaches:

The first category, which includes most of the earlier effastshased on product
accounts. The approaches of this category assess the proyjitabilndividual postal
products, or aggregate product groups, or ‘mail paths’ — combination of progpets,
of customers (e.g. business or residential), different ardssewmail is posted or
delivered, or other features. Most approaches of this category @éaplmitly determine
a ‘reference scenario’, i.e. they do not discuss explicitly heawpttstal operator would
change service levels if the USO was withdrawn. In these agpmsathe cost of the
USO is calculated as the sum of deficits of loss-making prodoctgroduct groups or
mail paths). An implicit assumption of these methodologies is thgbraducts (or
product groups or mail paths) that deliver negative results would tentlisued by the

postal operator if there was no universal service obligation.

The second, more recent, category of approaches analyzes thef @ternative
service levels: It considers which elements of the USO thalpmserator would alter, or
discontinue, in the absence of a USO. Hence, a ‘reference isténapecified in these

approaches. Generally, the second category of approaches can beredrisid®nform
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to the theoretical concept of the “profitability approach” which wdesveloped
(separately) by John Panzar and Helmuth Crémer.

In recent quantitative applications, there is a trend towardstond category. There
appears to be wide consensus that the relevant approach towardsnggasucost of
the USO is to compare the additional profits postal operators achldve if there were
no USOs imposed on these operators. The crucial element of allajh@s@ches is the
determination of levels of service the postal operators would praivitie USO were
relaxed. Based on our review of international USO costing methods)aggeconclude
that USO costs, if there are any, are most likely to beectlo three areas. Absent a

USO, postal operators may increase profits by

(1) Reducing the frequency of delivery from five or six deliveries peekato less
frequent services. Such service alterations appear most important imwinelaigh

unit cost for delivery, e.g. in the most rural areas.

(2) Reducing the number of postal offices, and substituting traditionall paiftaes
for contracted agencies.

(3) Removing non-commercial price schemes and ‘social prices.’rtrcyar, postal
operators may stop delivering mail for the blind without a charggulBepostage
might be introduced for services for the blind. Alternatively, tbesises could

continue to be offered free in return for a government subsidy.)

Calculations in recent models did not find a relevant cost relatedquirements to
provide nationwide service at a uniform rate. (But note that ntaumppean postal

operators are not barred from charging non-uniform rates to bulk mailers.)

As a separate task for this study, the authors searched for metjieddhat calculate
the “values of the postal monopoly.” Despite an extensive revieiteodture, and direct

guestions posed to many postal regulators worldwide, we are nat afvany serious

1 See Crémer, H., Grimaud, A. und J.-J. Laffont ®00The Cost of Universal Service in the Postal
Sector". In: M.A. Crew und P.R. Kleindorfer (edQurrent Directions in Postal Reform, Kluwer Academi
Publishers, Boston, MA, S. 47-68; and J. Panza®120'Funding universal service obligations: thestso
of liberalization". In: M.A. Crew und P.R. Kleindier (ed.): Future Directions in Postal Reform, Kamw
Academic Publishers, Boston, MA, S. 101-15.
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effort made internationally to estimate the value of the postalogoly? However, the
fact that postal operators around the world have been arguing gtrongavor of

maintaining their monopolies suggests that there is a substantial value to this menopol

The remainder of this section briefly summarizes the nine U80ng methodologies

that were reviewed for this report.
Australia / Australia Post

In Australia, the postal legislation requires that Australia Pegodically publishes the
cost of the “Community Service Obligation” (CSO). In Australissage, the CSO is the
part of the postal universal service obligation that would not be prowgedmmercial
companies under the prevailing conditions. First, Australia Post cossielenues and
avoided costs of ‘mail paths’. The methodology implicitly assumeddls-making mail
paths would be stopped in the absence of the USO. Second, Australkal@®osesulting
losses of facilities (after hypothetically discontinuing losskimg mail paths) and, third,
a percentage of overhead costs. In FY 2006/2007, the cost of the CSO edtdount

about 2.5 % of total operating expenses, and was funded by internal cross-subsidy.
Belgium / BIPT (postal regulator)

Belgian postal legislation requires that the regulatory auth&i®T (Belgian Institute
for Postal services and Telecommunications) periodically cagsuthe cost of universal
service provision. The results could be used to justify external fgr@y a universal
service fund). The BIPT methodology relies on the profitabilifyoreed for Belgian
Post’s product accounts. The cost of the universal service obligaadied(¢unfair

burden” by Belgian legislationis calculated as the accumulated losses of all universal

2 However, chapter 6.1 presents conceptual appreachealuing monopolies, and a method based on
assigning a value to the prohibition on competifiothe delivery of letters and access to mailbdreshe
USPS.

3 The value of a monopoly need not necessarily tmétdd to economic profits. British economist John
Hicks noted in 1935: “The best of all monopoly pi®fs a quiet life.”

4 Belgian postal legislation calls this loss a “d®inéquitable” (Arrété royal du 11 Janvier 2006targ
en application le titre IV (Réforme de la Régie &esstes) de la loi du 21 mars 1991 portant réfadme
certaines entreprises publiques économiques, Arfi6). This legal term is translated by BIPT asféim
burden”. The objective of the methodology preseittg®IPT is to calculate a number for this legahte
Any number produces by the BIPT model is autombyicansidered an “unfair burden”.
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service products, minus the profits from reserved products. The findigtiats are
derived directly from the product accounts of the postal operator. Howeveeference
scenario was developed explicitly, and fully distributed costsnaoio appear as an
appropriate cost concept to estimate which costs could be avoided WSO were

relaxed.

No results of the calculations have been published to date. Thbasateade no extra
payment for compensating the Belgian Post for the universal psmstalce, and no
compensation fund has been established so far.

Denmark / Danish Competition Authority

The Danish competition authority (DCA) has calculated the coteotSO. There was
no clear objective for this undertaking and Danish postal legislatiohrduieaddress the
issue of the cost of the USO. There is no external funding to supparhiversal service
obligation. The DCA focuses on revenue and costs of regulated product giuapsare
further classified by delivery area (rural and urban). The obshe universal service
obligation is calculated as the total loss of all universalieemproducts minus profits
from ten product groups (five product groups multiplied by two delivergsamairal and
urban). The model assumes that, in the reference scenario rglelivald entirely be
discontinued in some areas, and does not consider alteration in thenéyegfiservice.

In addition, the cost of providing services for blind people is added to the USO cost.

The model is based on data from the regulatory accounts of Postadla We
conclude that the costs reported per product group are not a good @rexyited cost.
The approach of the DCA implicitly assumes that all loss-ngakiroduct groups (i.e.

delivery in rural areas) would be discontinued if there was no USO.

The Danish competition authority estimates the cost of the USMDaatt 700m DKR
(US$ 149m), or about 7% of Post Danmark’s operating expenses in 2005.

Denmark / Copenhagen Economics

The Danish Chamber of Commerce commissioned the firm Copenhagen E(OR)ic
in 2007 to estimate the cost of the USO to the incumbent, Post Darbogrénhagen

Economics (CE) uses specific elements of the universal sepbiegation as starting
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point for the estimation of the cost of the USO. The study anagleesents of the USO
which may unduly restrict the commercial flexibility of Pddanmark. The CE’s
approach is threefold: First, CE identifies services or sereleenents which Post
Danmark would provide at lower service levels, or discontinue, in absérbe USO.
Second, CE estimates the cost of relevant increments, i.e. ef tI1®9 elements which
restrict the commercial flexibility of Post Danmark. Thirds €stimates the revenues that
would be lost if Post Danmark reduced the service level or stggbeckted services. The
study considers “first round” revenue effects only. However, Ioteyen effects are

reportedly considered in developing a “realistic” alternative business model

If there was no USO, CE concludes that the incumbent would likefy moviding
nationwide Saturday delivery and would charge for services for timel. bGiven
limitations of the data available from Post Danmark, CE estsnthe costs avoided and
the revenues lost in case of stopping Saturday delivery, ancshefcproviding free
services for the blind to about DKK 150m (US$ 32m) or 1.5% of Post D&tsnar
operating costs in 2005. Finally, CE argues that this USO hosids be balanced with
(un-quantified) benefits from being the designated universal service provider

France / La Poste

The branch network of the French La Poste is subject to twooketsligations: the
universal service obligation and regional planning requirements. Theralagtd to
regional planning requirements is compensated by tax reductions twhileost of the
USO is subsidized internally from reserved services. La Pestedically calculates the
cost resulting from both obligations. Based on econometric modelingusing the
existing branch network as starting point, La Poste determinés aas revenues of the
profit-maximizing “commercial” branch network the company would dgeia the
absence of any obligations. The econometric model partially tdleescommercial
environment of La Poste into account (e.g. competition with other falactmmpanies,

reflected by the probability of shifting demands).

The cost of the USO results from the (net) cost differencén@éobtanch network
fulfilling the specific density requirements defined by theQJ The cost difference from

the “USO” branch network and the current one then determines theesa#ing from
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the regional planning requirements. La Poste has not published aritg fesm its

calculations of the extra costs of the branch network.
Norway / Norway Post

According to Norwegian legislation, if Norway Post provideslemce that the elements
of the universal service obligation result in additional costs whiehnat covered by
revenues, the Norwegian government can “purchase” these seracedorway Post.
This has happened for several years until 2005. These subsidies (ftsteltases”) for
universal service ended in 2005. Norway Post’'s model was used to ihi@Motwegian
State on the cost of the relevant increments to be covered bydfitegbrmonopoly

services and/or by state subsidy.

Norway Post's approach is guided by the question: What would beisipastrategy
for Norway Post in absence of the USO? What ‘strategivicetevel would be offered?
This strategic service level is driven by commercial comatdns and uses the elements
of the USO as starting point. The reference scenario (in absghnee USO) is
characterized by local reductions in the service quality — eabgntith regard to
delivery frequency. Norway Post assumes that these cutbackwviceder a few areas
have only a negligible effect on sales. For the same reason, the potentiasivesefiing
from nationwide service provision would not be significantly reduced2B66 Norway
Post reported as net loss of providing unprofitable postal serfdd©K 253m (US$
50m), or about 2.3% of total operating costs.

Switzerland / Swiss Post

Swiss Post proposed an approach to calculate the universal deuvdsn for three
activities: ‘Acceptance and sales’, ‘Transport from and to #ailr outlets’, and
‘Delivery route’ (the pure route without any delivery stops). While first and the

5 Norway Post’s license (Art. 4.2) allows for tamgtsubsidies from the state budget. These targeted
subsidies are called “state purchases” by Norwegiathorities (“statlig kjgp av bedriftsgkonomisk
ulgnnsomme tjenester”, i.e. state purchase of ditglote services by the State).

6 See Konsesjon til Posten Norge AS 2007-2010, lerdc2.
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second activity are related to the number of retail outletsx¢branetwork) the third

activity essentially comprises the fixed cost of the delivery activity.

In the reference scenario for the activities ‘Acceptance afes’sand ‘Transport’
Swiss Post would run 600 outlets instead of about 2,500 outlets. SwisssBases that
demand (and thus variable costs) would completely shift to the memgaiutlets so that
the cost of the USO results from the fixed costs allocatethdd‘dlosed” offices. In
delivery, Swiss Post assumed it would deliver only to 70% of Swissholgs. In sum,
Swiss Post’'s approach resulted in USO costs which amount to abdtt 506

(US$ 460m) or nearly 8 % of Swiss Post’s operating costs in 2007.

The Swiss regulator rejected the calculation for transportatidrdalivery activities,
but endorsed the model to calculate USO costs for the retail hketimodiscussion
between Swiss Post and the regulator, the benchmark for the metaibrk was
determined to be 1,700 outlets (of which 1,000 are franchise agencies)SIheost
estimation for the retail network, approved by the regulator in 2088, @HF 200m
(US$ 184m), approximately 3 % of Swiss Post’s operating costs estimmate is related
to fiscal year 2007.

United Kingdom / Postcomm

In 2001, against the background of discussions on the market openingonfos
assessed the costs and benefits of the current universalesprewdsion. Postcomm’s
approach relied significantly on Royal Mail data. Using revemeecast data for more
than 20,000 mail paths, Postcomm calculated profits and losses atrdiffevels of
aggregation. At the level of each mail path, Royal Mail hagméted long-run marginal
costs which are used by Postcomm as proxy for avoidable costs. talmntjaallows for
considering “first-round” cost and revenue effects, i.e., thetdb@st and revenue effects

of discontinuing specific mail paths.

Postcomm calculates that at the lowest level of aggregatiototlenet avoided cost
account for GBP 81m (US$ 181m) or about 1.5 % of Royal Mail's opegratsts in
fiscal year 1999/00 (domestic mail and distribution business). At highwels of
aggregation (e.g. at the product level) net avoided costs would be signjficavet.
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United Kingdom / Frontier Economics

In October 2007, Postcomm commissioned Frontier Economics to anlaéyragact of

changes to elements of the universal service obligation on Royal Mail.

In contrast to the previous estimation of USO costs, Frontier Econaralculated the
difference between the profits associated with the provisionsehdce under the given
set of universal service obligations, as compared to the proftisamialternative set of
universal service obligations. The model further made assumptions &leolavel of
competition. Frontier Economics’ approach considers cost effectianiges in Royal
Mail’s operations and volumes (operational cost model), demandsféed effects on

the competitive position of Royal Mail (market share).

The study analyzed the impact of three important changes yal Réail's current
universal service on the company’s profitability. These chamges 1) lower routing
time targets for first class mail; 2) the end of postalise on Saturdays, and 3) the

introduction of a single two-day service instead of a first and a secondaetasg s

Frontier Economics concludes that from all universal serviceegltsrconsidered in
the study, only the obligation to maintain Saturday collections alinkedes impose a
significant constraint on Royal Mail. The additional profits froboleshing Saturday

service were estimated to GBP 271m or approximately 4% of operating cos
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2 Effortsto Calculatethe Cost of the USO

2.1 Introduction

The concept of a ‘cost of universal service obligations’ was conadptdeveloped in

the 1990ies. Since 2000, empirical efforts were taken in a number of countries toyquantif
the cost of these obligations in the postal sector. We have cauiggsearch on such
efforts and have identified nine approaches: eight in European coumtniésone in

Australia? This chapter summarizes the results of our analysis these approaches.

The objective of this chapter is to analyze and compare therafff methodologies as
well as their results. In order to compare the different approasgresave sought to

clarify, for each of the approaches. The following questions:

1. What was the purpose of the calculations? Was there a legal tmdnddhe

calculation and hs it been used to justify financial compensation?

2. Which services or service elements were considered in tbelat@bns? Did they

relate to the entirety of the universal service obligation, or to specifi gt
3. Which cost concepts were used for the calculations?

4. What ‘reference scenario’ was used? How was the incumbsuined to alter its
services if the USO was with withdrawn?

5. Which cost changes were considered in the calculations? How esgaues

estimated to changes as services levels change?

6. What were the results calculated for of the cost of the UG®@?facilitate
comparisons, USO costs are stated relative to the incumbentsopatiating

expenditure.)

2.2 Australia/ Australia Post

In Australia the postal legislation requires that Australiast Periodically publishes the

cost of the “Community Service Obligation” (CSO). In Austnalissage, the CSO is the

7 Methodologies used in the United States are dészligr Appendix E.1

GEORGE MASON UNIVERSITY NOVEMBER 2008



EcoONOMICS OF THE UNIVERSAL SERVICE OBLIGATION AND POSTAL MONOPOLY 12

part of the postal universal service obligation that would not be probgledmmercial

companies under the prevailing conditiens.
The Australian Postal Corporation Act Of 1989 (last emended 2007) requires that

“Australia Post shall make the letter service availabla single uniform rate of
postage for the carriage within Australia, by ordinary post.etiéils that are
standard postal articles.

Australia Post shall ensure:

(a) that, in view of the social importance of the letervice, the service is
reasonably accessible to all people in Australia on an equiteslis, wherever
they reside or carry on business; and

(b) that the performance standards (including delivery timeshéoletter service
reasonably meet the social, industrial and commercialsneedhe Australian
community.”

Specific performance standards (number and density of retailtutelivery
frequency, and routing time targets) are defined in the Aisstr&ostal Corporation
Regulations 1998. The methodology to assess the cost of CSO ysdaeaetimined by a
government direction (see NCC 1998, 184) which requires the applicaticem of
avoidable cost approach.

In accordance with government direction, Australia Post calculatepshef the letter
delivery CSO using the avoidable cost methodology. The avoidable etlsbdaology
counts costs as CSO cost if Australia Post did not have to praved@nprofitable
components of the letter delivery service. The net cost is the cost avoided lesethe
earned on the service (the revenue should be less than the cdstaf/the service is to
be a CSO).

First, Australia Post calculates the appropriate share of frath’ costs that should be
included in the CSO cost. A ‘mail path’ is the path followed bgter from its point of
origin from various Australia Post facilities (such as sgricenters, retail outlets, and
destination delivery offices). Australia Post collects data e dosts incurred and
revenues earned by her about 4,500 facilities. These figuresesraltbcated to mail
paths using traffic indicators, which estimate how much mail flitlnsugh each facility.

8 For a documentation of Australia Post’s costinghodology, see National Competition Council (1998):
“Review of 2he Australian Postal Corporation Adtgl. 2, p184ff.
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On this basis, the costs and revenues of facilities can betatlawamail paths. For each
mail path, costs are compared to revenue. If the cost exceedve¢hee, then the excess

is included in CSO cost.

Second, the model examines the costs of facilities used to provides€8ices. If, in
the absence of revenue from the CSO mail paths, a facility waldenerate sufficient
revenue to cover its costs and make a specified return on itsl tesiéa then the loss is
added to the CSO costs.

Third, Australia Post attributed a proportional share of total e(staid national)
overhead costs — i.e. head office costs — to the. For example ridfehpef Australia Post
mail is carried on CSO mail paths, then 4 percent of state diodadsoverhead costs are
included in the CSO costs.

For 2006/07, Australia Post reported CSO costs of AUS$ 97.3m (US$ 90 whi
accounted for about 2.5 % of operating expenses of the corporation. The @nooint

externally funded but financed by internal cross-subsidy.
Conclusion

The methodology implicitly assumes that all loss-making maihgand facilities
would be discontinued if the services obligation was relaxed. Tlela@gon method
reveals that the approach is static: Only “first round” cosl sevenue effects of
discontinuing mail paths and facilities are taken into account. Addityptiae approach
is based on actual costs which may include costs due to ineffiesein service

provision.

2.3 Belgium/BIPT (postal regulator)

Since 2006 Belgian postal legislationequires that the national regulatory authority
(Belgian Institute for Postal services and Telecommunicatiof®l )Binnually calculates

the cost of universal service provision. The results could be usedtify grernal

°® For example, if a facility earns $1,000, but noslCSO mail paths accounts for $40, the facilitirésited
as earning $960. If the facility costs more tha6Gh operating and capital costs, then the exaesests
over earnings is counted toward the CSO.

10 See Australia Post, Annual report 2006/07, p. 112.
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funding. However, such a universal service fund has not been estalibstiat:. BIPT
has published a methodology paper which describes the main featuhes approach
(BIPT 20086).

The services/products of the Belgian national postal operatd?oste/De Post are
classified into four categories: 1) reserved universal postaices; 2) universal postal
services open to competition, 3) public services which are not postalese and 4)
other service® About 1,200 products have been categorized, about 700 of which were
classified as universal postal service products. La Poste/iehBessmplemented an
activity cost based system. Every year, La Poste/De Podt sobsit directly and

indirectly allocated costs and revenues per product, plus (unallocated@ayvedsts.

Non-reserved universal service [NRUS) Reserved universal service (RUS)
FOC costs FDC costs FDC costs FDC costs FDC coste FDC coets
Product NRUS P, Froduct NRUS Py Product KRUS By Product RUS R. Product RUS P, Product RUS P, Total cost of the non-reserved and reserved
universal service (US = NRUS + RUS)

e —— Ravanues b e Total revenues of the universal service
— — Product NRUS P, Product RUS P, Product RUS P, Product RUS P,
Product NRUS Py Product NRUS P,
[ o e [T

ﬂ m ? Result of the universal service (US)

Additional burden of the universal service

= sum of the losses of the non-ressrved
and regerved products in deficit

= gum of the profit of the
reserved beneficiary products Compensaticn by the reserved sector (RUS)

) Remaining unfair burden (if < 0) to be possibly
unfair burdsn = losz of the US + profit of the RUS compensated by the Universal Service
Compensation Fund (USCF)

Source: BIPT 2006.

To calculate the fully distributed cost, the BIPT model distribtitesoverhead costs to

products using distribution keys defined by the European Postal D@eclihe model

11 Arrété royal du 11 janvier 2006 mettant en appiicale titre IV (Réforme de la Régie des Posteas)ad
loi du 21 mars 1991 portant réforme de certainé®prises publiques économiques.

2] a Poste/De Post is separately compensated tstdteefor losses of public services.

13 Art. 14, 3 of the European Postal Directive reggiithat costs have to be allocated based on theigla
of cost causation. It defines that “a ) costs whiah be directly assigned to a particular senvid He so
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calculates the profit/loss for every product by comparing fdiktributed costs and
product revenues. According to BIPT's methodology, the ‘cost of uriveervice’
corresponds to the sum of losses of all universal service productss ipiofits from
reserved postal services. If a loss still remains thisnsidered as the “unfair burden”

of universal postal service (see the figure above).

No quantitative results have been published to date. So far, thdnatamade no extra
payment for compensating the Belgian Post for the universal pestates nor has a
compensation fund has been established.

Discussion

The calculation is based on fully distributed cost, and uses cost aecuee data
provided by Belgian Post. The cost of the universal service tblgs calculated as the
accumulated losses of all universal service products, minus théspiroin reserved
products. The financial figures are derived directly from the prtodacounts of the
postal operator. The value added of the BIPT model is the allocHtimverhead cost to
products according to the guidelines of the Postal Directive. Ppeoach implicitly
assumes that all loss-making universal service products would centisied without
the USO. Only the “first round” cost and revenue effect are dereil. Additionally, the
approach is based on actual costs which may include inefficiertdoasever, fully
distributed costs do not appear as an appropriate cost concept tatestinich costs
could be avoided if the USO was relaxed..

assigned; b) common costs, that is costs whichatams directly assigned to a particular servicalldbe
allocated as follows: c) whenever possible, commsts shall be allocated on the basis of direclyaisa
of the origin of the costs themselves; d) whenaliemalysis is not possible, common cost categatied
be allocated on the basis of an indirect linkagarother cost category or group of cost categdaes
which a direct assignment or allocation is possitile indirect linkage shall be based on comparabs
structures; when neither direct nor indirect measwf cost allocation can be fourkle cost category shall
be allocated on the basis of a general allocatompated by using the ratio of all expenses directly
indirectly assigned or allocated, on the one hawdeach of the reserved services and, on the dtand,
to the other services.

14 Belgian postal legislation calls this loss a “d®méquitable” (Arrété royal du 11 Janvier 2006&tam&
en application le titre IV (Réforme de la Régie &esstes) de la loi du 21 mars 1991 portant réfadme
certaines entreprises publiques économiques, Arfi6). This legal term is translated by BIPT asfédim
burden”. The objective of the methodology preseittg®IPT is to calculate a number for this legahte
Any number produces by the BIPT model is autombyicansidered an “unfair burden”.
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2.4 Denmark / Danish competition authority (2007)

The Danish competition authority (DCA, “Konkurrencestyrelsen”) reggbin their
2007 Competition Report on the Danish postal market. DCA presentedimiateon of
the cost of Post Danmark’s universal service obligation for tlendial year 2005 (see
Konkurrencestyrelsen 2007, 115). There is no without legal requiremesatryoout such
calculations. Danish postal legislation does not address the isthe ajst of the USO;

and external funding is not foreseen.

The competition authority calculates the cost of the USO based oeghi@tory cost
and revenue accounting data submitted by Post Danmark. It containdata of five
product groups (letter items below and above'%HQueriodicals, parcels, and daily
newspapers) which are further disaggregated on the elements pbsted pipeline
(collection, sorting, transport, and delivery) plus post offices, ssdlasiness, and
overhead costs. Finally, product group costs and revenues arg filighggregated by
delivery area: rural and urban. Cost analysis reveals thatedelcosts per mail item
significantly vary between rural and urban delivery areas wiether cost elements of

the postal pipeline are broadly invariant with regard to the population density.

The competition authority then calculated the profit or loss ofitleeproduct groups
for items delivered in rural and items delivered in urban asssgsarately. Additionally,
the authority estimated the cost of providing free servicebliiod people. Finally, they
summed up profits and losses per product group. In the authority’shveeaverall loss
is a reasonable estimate for the cost of the USO which is—in wiesv—primarily

caused by the uniform tariff requirement for USO products.

Profit and loss
Product group Rural areas Urban areas Total
Mail items below 50g| [..] [-] [.]
Mail items above 50g| [..] [..] [.]
Periodicals [..] [..] [..]
Parcels [..] [..] [..]
Dailies [..] [..] [..]

15 Addressed mail items below 50g are reserved ferirtbumbent postal operator, i.e. for Post Danmark
(monopoly services).
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Free services for blind [-]

Underfunding [..]

Source: Website of Danish competition authority (www.ks.dk)

The calculation of the Danish competition authority resulted in amagst for the cost
of the USO of about 700m DKR (US$ 149m) or about 7% of Post Danmark’siogera
expenses in 2005. However, the authority concluded that this cost woulshstitute an
unfair burden and expects that due to more pricing flexibility, Pasimark will be able
to decrease this cost after full market opening.

Conclusions

The Danish competition authority regarded the uniform tariff req@rgnas a key
factor for the cost of the USO. Therefore, the methodology focusesesbrcoverage of
regulatory product accounts per delivery area (urban/rural). ThHeotdke universal
service obligation is calculated as the total loss of all uraVessrvice products minus
profits from ten product groups (five product groups multiplied by twiively areas:
rural and urban). The model assumes that, in the reference scelinery would
entirely be discontinued in some areas, and does not consider alteratierfrequency
of service. In addition, the cost of providing services for blind people is added to@e US

cost.

The financial data is derived from the regulatory accounteeopostal operator. Only
the “first round” cost and revenue effects are considered. Howg\verguestionable
whether the cost reported per product group is a good proxy for avoidedViostt
activities are jointly used by more than one product (espedallyery). The approach
of the DCA implicitly assumes that all loss-making product grdups delivery of mail
below 50 grams in rural areas) would be discontinued without the US@rattice
however, stopping the provision of one product group would increase thelooateal

to the remaining product groups.
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2.5 Denmark / Copenhagen Economics (2007)

Consulting firm Copenhagen Economics (CE) was charged by thehD@hamber of

Commerce to prepare a study of the cost of the USP to Postatkanihis study is

generally regarded a response to the previous study prepared Dgrtisd competition

authority. The Danish chamber of commerce presented the study inCGIBG&7approach

is threefold:

provide at lower service levels, or discontinue, in absence of the USO.

of the USO which restrict the commercial flexibility of Post Danmark.

the service level or stopped selected services.

First, CE identifies services or service elements which Basmark would

Second, CE estimates the costs of the relevant incrementsthesefelements

Third, CE estimates the revenues that would be lost if Post Dhmeduced

CE systematically analyzes which universal service reapgings actually constitute a

constraint in the business of Post Danmark. The study concludekdHatibwing USO

requirements could potentially be regarded as relevant constraiftest Danmark’s

business:

¢ Nationwide delivery of postal items

e Delivery frequency: Six days per week

e Other elements of the USO: free services for blind people, rotitimg targets,

liability requirements (for registered letters), requireraamdated to postal outlets

and street mailboxes.

The following key questions—to be answered for every element of tB® U

separately—have guided CE’s analysis:

I ndicator

Interpretation

Does Post Danmark voluntarily offer mag
than requiredby the USO?

réf Post Danmark delivers more than requir
the requirement is not restrictive.

Do the competitors offer more than requif
from Post Danmark by the USO?

elfl the competitors deliver more than requif
from Post Danmark by the USO, t
requirement is hardly restrictive. The mar

will provide universal service for free.
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3. Do postal operators in other countries offdr postal operators in countries with Iow:]er
more than required by the USO in Denmarkequirements voluntarily offer a service, the
although the requirements in their own U$@bligation to offer such service is hardly| a
are lower? burden for Post Danmark.

Which constraints would Post Danmark in |@Post Danmark will probably be dominant
events have as a dominant company under #eeording to the Competition Act, which
Danish Competition Act? means that only the USO requiremepts
exceeding the requirements stipulated in |the
Competition Act must be included.

What are the pros and cons of offering tHerovides a qualitative analysis of the pros and
service? cons of voluntarily offering a USO service.

Source: Copenhagen Economics 2008

In there was no USO, CE concludes that the incumbent would likelypstepding
nationwide Saturday delivery and would charge fro services for thd. bThe other
elements would not unreasonably restrict the business flexibiliBost Danmark and,

thus, would not create a “burden” resulting from the USO in CE’s view.

Given limitations of the data available from Post Danmark, CiEnhasts the costs
avoided and the revenues lost in case of stopping Saturday deliveagldSEhe cost of
providing free services for of blind people and estimates the cabedSO to about
DKK 150m (US$ 32m) or 1.5% of Post Danmark’s operating costs in 2007|y-iG&
argues that this figure should be balanced with (un-quantified) iteefreim being the
designated universal service provider. CE lists the following advantages:

e Post Danmark has a dominant position in the letter mail mariektis ubiquitous
due to its nationwide retail and delivery network.

e Post Danmark has built up a valuable brand and a reputation as high postdly
operator. This reputation is additionally enforced by state-coadradjuality of
service and by the exclusive right to issue stamps with “Danmark”.

e Universal services provided by Post Danmark are exempt from value-added taxes

e Post Danmark has a well-established postal infrastructure (ficst lodbxes, address

database).
Conclusions

Copenhagen Economics (CE) uses specific elements of the uniezxsed ©bligation
as the starting point for the estimation of the cost of the UBf@. study identifies
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elements of the USO which may unduly restrict the commertaaibility of Post

Danmark. Consequently, it takes into account the commercial envirorandnactual
service provision in relation to USO requirements. The study coeglticht nationwide
6-day delivery and free services for the blind incur a USO Buast.toalack of detailed
cost accounting data CE makes estimations of lost revenues anddagogts. They
consider “first round” revenue effects only. However, longer teffiectsf are reportedly

considered in developing a “realistic” alternative business model.

2.6 France/ La Poste

The branch network of French incumbent La Poste is subject to two sets of obsigati

a universal service obligation and regional planning requirements.Pdste is
compensated for the second set of requirements by tax reductionhid-ceason, La
Poste developed a methodology to identify the cost of the branch kedfierted by the
USO and effected by the regional planning requirements. Based on etonome
modeling La Poste determines costs and revenues of the profitarpigg “commercial”
branch network the company would operate in the absence of anwatiminigy The
number of retail outlets reflects the maximum (global) contidbuto profit. The
econometric model partially takes the commercial environment ¢fdsde into account
(e.g. competition with other financial companies reflectethleyswitching probability of
demand). Cost information is based on actual cost of the branch netwerkost of the
USO results from the cost difference between the branchorefwifilling the specific
density requirements defined by the USO and the “commercialonlet The cost
difference from the “USO” branch network and the current one themndieies the cost

resulting from the regional planning requirements.

La Poste has developed a model to estimate the cost of thehdSsblely addresses
the cost of maintaining a network of retail outlets (and does not adolteey elements of
the USO). French incumbent La Poste faces two different requitermedevant to retalil

outlets: the universal postal service, and regional planning requirenBath sets define
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via density criteria the scope of the branch netwokihile (additional) branch costs
related to the USO shall be financed by revenues from reseraiédervices, La Poste is
separately compensated for meeting the regional planning negunte (by reductions in
property taxes). In order to transparently allocate the costsetditferent parts of the
branch network La Poste established a method which estimates the coustezszdsng

from the USO and the ones resulting from the other public obligafibesregional

planning requirements).

Cost of
‘commercial’
branch
network

La Poste implemented a complex, combined bottom-up and top-down appraach (se
Garcia et al. 2002). The size of the ‘commercial branch netvimdeétermined assuming
a profit-maximizing postal and financial company. The deter@inais based on
assumptions on cost and demand, and operational data for existing retail outlets.

16 French postal legislation requires that “postasffbranches providing public access to servicesreolv

by the universal service, other than bulk mail, é&méhformation about these services must be satéac
that at least 99% of the national population ankkast 95% of the population of each départemelatsis
than 10 kilometres from a post-office branch andcaimmunes with over 10,000 inhabitants have attlea
one post-office branch per 20,000 inhabitants.”ofiee No. 2007-29 of 5 January 2007 on the universal
postal service and the rights and obligations of Raste and amending the Post and Electronic
Communications Code, Art. R. 1-1.). Postal legisfatiefines with regard to regional planning th@tter
than in exceptional circumstances, these requiresng@m not permit more than 10% of a département’s
population to be further than five kilometres, oorethan twenty minutes’car drive under normal idgv
conditions for the area concerned, from the closagPoste counter.” (LAW n° 90-568 of July 2nd 1990
amended by Law No. 2005-516 of 20 May 2005, retativ the organization of La Poste and France
Telecom public service, Art. 6 1)
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Cost considerations include a modelling element to estimate libarlaost of a re-
dimensioned branch network. Labour cost is driven by the number of manmeigrs.
The number of manned counters is affected by total demand for postalicial, and
other retail transactions and by quality of service requiremeetsied as average
gueuing time of customefrsOther costs are added which relate to general overhead,

occupancy, and back office activities.

The demand (i.e. number of transactions and the related contributionl t@vetaues)
is estimated by taking the probability of loosing customers (hod tevenue). After
removing a retail outlet, La Poste assumes that to some enstaiers would switch to
the adjacent post office. The switching rate depends on distanke text post office
and on the degree of competition (European Commission 2005, 23). | the malel, tot
demand of an area depends on socio-demographic f&ctors.

The final size of the commercial branch network is determined mu#i-step
procedure. The commercial branch network is apparently designeaay that—at the
end of the optimization procedure—postal and financial revenuesspone to the
actual (current) contribution of the retail network to overall reesntdence, the costs of
the remaining ‘non-commercial’ outlets are the costs resultrom the public
obligations. These costs are then allocated to the two sets aferequis: first, the cost
related to the postal USO is determined by assessing the namibkrcation of branches
necessary to meet the legally defined density requirem&atsond, the difference
between the current branch network and the “USO network” (i.e. conahestiwvork
plus “USO branches”) determines the cost of the relevant incremesuiting from the

regional planning requiremerisSo far, results are not public available.

17 La Poste models the cost function based on angaifueue model (Erlang law). This model determines
the number of manned counters provided that x usfomers wait less than y minutes in the retaletu

18 Econometric demand analysis revealed that the dérfa financial services depends on the number of
households while the demand for postal servicesiien by the number of businesses with less titan 1
employees (Garcia et al. 2002, 14).

19 The allocation of the costs of the relevant inaeata to the different sets of obligations is naalibed
in detail.
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2.7 Norway / Norway Post

Norwegian postal legislation generally prohibits cross subsidizdietween reserved
and non-reserved postal services (see Konsesjon til Posten NSrg®07-2010). If
Norway Post provides evidence that the elements of the universaesebligation
result in costs which are not covered, cross subsidization fromeseeved services is
permitted. If the surplus of the reserved area is not suffidieatNorwegian state can
“purchase” these services from Norway PestThis has happened for several years until
2005. State subsidies of universal service (called “state pusthéage Norwegian
authorities) ended in 2005. Norway Post’'s model was used to inform the Nantgia

on the cost of the relevant increments to be covered by the prafibmbpoly services
and/or by state subsidy.

The current USO model was developed in 2001. Two goals should be acligstd:
the model should be as simple as possible to facilitate commonieatd to reduce data
sensitivity. Second, the model should explicitly identify which sesvishould be
purchased (and paid for) by the State. Additionally, the model shofddn postal
policy with regard to potential changes in design of the USO.

The starting point of the Norwegian approach is the question wbatdwbe a
plausible strategy for Norway Post in absence of the USO—wstratégic’ service level
would be offered (Bergum 2001). This (counterfactual) strategiiceeevel is based on
a continuation of Norway Post’s current commercial stratefgigctwshould be soundly
adjusted for the scenario without USO. Bergum (2008) argues thaaltdr@ative
commercial strategy needs to be credible. Consequently, it should motdueflict with
the strategy already communicated to the owner (the Noawegpvernment) and the

general public. For this reason, Norway Post assumes that ¢neatite commercial

20 Since the 1990ies Norway Post has calculateddbeaf USO; initially, based on a complex calcuati
model based on the NAC approach (see Bergum 2008).approach was replaced by a more pragmatic
method in 2001 which is described in this section.

21 Norway Post’s license (Art. 4.2) allows for tamggktsubsidies from the state budget. These targeted
subsidies are called “state purchases” by Norwegiathorities (“statlig kjgp av bedriftsgkonomisk
ulgnnsomme tjenester”, i.e. state purchase of ditglote services by the State).

22 See Konsesjon til Posten Norge AS 2007-2010, lardc2.
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strategy would generally be a continuation of the current syratbgeh is characterized
by high quality of services (including routing time of letjeasid customer proximity

(nationwide presence).

Bergum (2008) outlines which services Norway Post would adjust or abandon i

scenario without USO:

“Taking into account the rise in electronic communications atier postal
substitutes, Norway Post defined its alternative commerd¢iategy in the
absence of a USO as follows. First, in the most ruralsadetivery frequency
would be reduced from current levels of six deliveries per wiedleen percent
of the households would likely receive mail five days per weekl another 5
percent would receive mail only twice a week. Second, mobil¢ pibse
services would be reduced by half. Third, services to thmal btould not be
offered for free, and some extra services related to insuredegisiered mail
would not be offered at all post offices. Fourth, uniform nationakratould not
apply to mail and parcels sent to and from Svalbard, anpatelgo with about
2,200 inhabitants lying well inside the Arctic Circle far fromainland. [...] The
definition of the alternative strategy has later been sdraewodified, mainly
stating that banking services would not be offered, but that the mahbw®bile
post offices would be kept roughly the same.”

Thus, Norway Post would generally continue providing basic postates nationwide.
According to Bergum (2008) the methodology is accepted by goverramembasis for
yearly payments by the State. Norway Post annually estimatesshefthe USO for the

next financing year so that the Norwegian parliament can takeoitaccount in the
decision on the next year’s national budget. For 2006 Norway Post rep@te®53m

(US$ 50m) or about 2.3% of their operating costs as net loss of providprgfitable

postal services (Norway Post, Annual Report 2006, 41). No funds Wecated for
government procurements in 2006, 2007 or 2008 (see Norway Post, Annual Report
2007).

Conclusions

Norway Post’'s approach is guided by the question: What would bausilge strategy
for Norway Post in absence of the USO? What ‘strategivicetevel would be offered?
This strategic service level is driven by commercial comattns and uses the elements
of the USO as starting point. The reference scenario (in absghnee USO) is
characterized by local reductions in the service quality — esbgntith regard to
delivery frequency. Norway Post assumes that these cutbacksvices®r few areas
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have only a negligible effect on sales. For the same reason, the potergfasbresulting
from nationwide service provision would not be significantly reducedwhiprPost
annually estimates the cost of the USO for the next financiag §mmsed on budget
costs) so that the Norwegian parliament can take it into aceouhé decision on the
next year's national budget. Having received such subsidiesei@mrad years, the

government ceased to subsidize Norway Post in 2006.

2.8 Switzerland / Swiss Post

Swiss postal legislation requires Swiss Post to calculateuadly the so-called
“Infrastrukturbeitrag” (“infrastructure contribution”) which is a financial contribution to
the costs of the branch network of Swiss Post. This cost isembisr internal cross-
subsidies, from the surplus of reserved postal services (no extendaig). In the past
this contribution resulted from the difference between revenues atsdof@&wiss Post’s
business unitPoststellen und Verkaufpost offices and sales]. The revenues of
Poststellen und Verkagbnsist mainly of transfer payments from other business units of
Swiss Post (Mail, Logistics, and Financial Services) whiehtased on the number of
transactions (e.g. acceptance of a registered letter). In 200Regoequired that the
transfer payments shall cover total variable cost and the fix @ated to the
operationally necessary branch network (PostReg 2004).

In response to PostReg’s requirement Swiss Post proposed an apgproattulate the
universal service burden in order to replace the calculation of itifeastructure
contribution” Swiss Post defines the universal service burden as the additiostal
emerging from the universal service obligation (see WIK-Cofgd®® 2007). As
starting point Swiss Post derived a reference scenario (in absénthe USO) with
respect to three processes: ‘Acceptance and sales’, ‘Trarfsportand to the retail
outlets’, and ‘Delivery route?. While the first and the second activity are related to the

number of retail outlets (branch network) the third activity essgntiescribes the fixed

23 Delivery route means the pure round the postmartdv@o without any stop to deliver mail items. Shi
route starts and ends at the delivery office.
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cost of the delivery activitst. The reference scenario addressed the questions how many
branches Swiss Post would need and how many households would receivey deliver

(coverage).

Current
branch network:
About 2,500 outlets

Process ‘Acceptance and Sales’

Residual outlets
(1,900)

Reference scenario
without USO

‘ Fixed costs = USO cost ‘

Variable costs

600 outlets

Related fix and
variable costs

The figure above illustrates the calculation procedure for theeps ‘Acceptance and
sales’. In the reference scenario Swiss Post would run (in 8d@nputlets compared to
about 2,500 outlets in 20@6The figure of 600 outlets was determined by consulting the
Swiss Post’s three key business units: Mail, Logistics.(panicel services) and Financial
Services. Each business unit reported an estimation of how many @utteuld need to
manage the business. The business area Financial Services uaedrdge number of
bank counters of selected financial companies as a benchmark. Allboitiaess units

reported they would need less than 600 branches.

Swiss Post assumed that total demand of the current 1,900 outlets smotdlad to
these 600 outlets, i.e. no revenue would be lost. For this reason the urseevsze
burden exclusively would arise from the fixed costs of the 1,900 teutlile the
variable costs would be relocated to the 600 outlets. The cost dae lmianch network

was taken from Swiss Post’'s internal cost accounts. Swissselestted 600 outlets

24 Swiss Post considers the costs of the other dglagivities as variable costs.

25 |t should be noted that more than 90 % of theetsithre directly driven by Swiss Post with own
personnel
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according to the number of transactien$hey would basically be located in densely

populated areas.

Then Swiss Post estimated the avoided transport costs resuttindghfe reduction of
the branch network from 2,500 to 600 outlets based on an operations research model.

In delivery, Swiss Post focused on (fixed) costs related to therpunel the postman
would have to go without any stops to deliver mail items. The ce$ated to other
elements of the delivery activity were considered as varialdea Aenchmark for the
‘reference case’, Swiss Post referred to delivery orgaoimathat distribute newspapers
and magazines early in the morning.. These organizations covered aboof Biss
households in 2005. In the reference scenario, Swiss Post assumedditegaally
reduce coverage to 70% of Swiss households, those located in high desesty Faor
these households, Swiss Post estimated the average delivery rcheugehold. Swiss
Post used this cost figure as benchmark for delivery costs tBQ@#e remaining
households. The cost difference between unit costs in the ‘profitadude’ g70% of
population) and ‘non-profitable areas’ (30% of population) was considesredst of the
USOZ In sum, Swiss Post estimated the cost of the USO would amoubbtivd GHF
500m ($ 501m) or nearly 8 % of its operating costs in 2007 (see BDOGAhsult
2007, 60).

After a review of Swiss Post’s approach, the Swiss regulatoepted only the
approach related to the activity “Acceptance and sales”. Howieregulator criticized

the benchmark used for the ‘commercial network’. In particular, thelator held the

26 Swiss Post arranged the outlets according to timaber of transactions per type (mail, parcel, or
financial transaction), calculated the simple ageraf these ranks per outlet, and re-ranked thketeut
according to this average ratkThe 600 retail outlets with the highest score viben selected.

27 A delivery route consists of x delivery segmentsere buildings (and households) are located atsSwi
Post has measured the average delivery time pesehold at the level of each delivery segment. Then,
has arranged the households according to the avetalijvery time and ranked in 5%-percentiles in
ascending order. The first 70% of the householdsategorized as located in high-density areasevihéd
remaining 30% are classified as located in low-dgnareas. Swiss Post then calculates the average
delivery time per household of the first 70% houdds as benchmark for the residual 30%. Finally, it
subtracts this benchmark from the actual averagdjgedy time per household, and multiplies the resul
with the total number of households living in “lalensity” areas. Swiss Post classifies the resultosj
difference as additional cost resulting from theQJ8&lowever, this figure does obviously not corregpto
the cost that Swiss Post would avoid when not pliagi delivery services to the 30 % of householdgdj

in “low-density” areas.
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view that transformation of post offices to agencies should bedeslin the reference
scenario. In the view of the regulator, the number of 600 post officesatacredible,

and at odds with the general business strategy of Swiss Pastd Ben separate
benchmark analysis of Swiss industries (retail, banking, gasrstatand national postal
operators in Europe, the regulator and Swiss Post agreed on artigidseachmark for

the size of the branch network for the reference case. This wotgdlh£00 outlets: 700
with Swiss Post’s personnel and 1,000 postal agencies. The diffarefized costs
between the current branch network and the hypothetical commersiark@mounts to

ca. CHF 200m (US$ 200m) or about 3 % of Swiss Post’s operational expenses in 2007.

Discussion

Swiss Post proposed an approach to calculate the universal service ipuotéer to
replace the calculation of tHafrastrukturbeitrag (“the USO cost related to the retail
network”). The universal service burden is considered as the additional costgirg
from the universal service obligation. Swiss Post explicitlyvésria reference scenario
for the branch network: The Company would reduce the number of outletirrently
2,500 to 600 (revised to 1,700 in the agreement between Swiss Post aagutheor).
However, Swiss Post did not consider any revenue effects resintimgthis reduction
but assumed that total demand for mail, parcel, and financial semwiguld switch to the
adjacent outlet. Consequently, Swiss Post estimated that i@dldost of the redundant

retail outlets could be avoided in the reference scenario.

For the delivery reference case, Swiss Post proposed reducingeseto 70% of
Swiss households. The methodology for this calculation was rejegtetieb Swiss

regulator.

2.9 United Kingdom / Postcomm (2001)

In UK sector-specific postal regulation started with the Pastalof 2000. The key
duties of the British postal regulator Postcomm are to saféghar provision of the
universal postal service and—subject to the first duty—to promotetigfecompetition.

By doing this Postcomm must have regard to the need to ensure that—i.a.—Radyal Mai

able to finance the activities required by its license. Posttaumblished a discussion
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document in 2001 on the assessment of costs and benefits of currensalrseevice
provision. The purpose of Postcomm’s assessment was to provide dnamadigsis of
the potential costs and benefits that might be associated witll Riayl's provision of

the universal postal service in the current market environment.

Royal Maik had provided data to Postcomm at a highly disaggregated mail path
(“route”) level. A single mail path defines a service acrsmbination of attributes.
Royal Mail's data are differentiated by six dimensions. €hésnensions are further
disaggregated by a number of sub-categories. The dimensions (amdmber of sub-
categories within these dimensions) include: the distance betwedlection and delivery
point (x3); the type of product or service purchased, e.g. Firss Gtmmped Mail,
Second Class Stamped Mail, Metered Mail (x22); the size oratoaihthe item posted
(x4); the type of recipient, i.e. residential or business (x2)géwesity of delivery area,

e.g. rural or urban (x5); and the weight of the item posted (xhEreTwere 29,040 such
potential routes of which 20,340 had volumes in 1999/2000.

Royal Mail has provided an estimate for average revenuea anolxy for avoidable
costs for each combination of sub-categories. As a proxy to longaraided costs,
Royal Mail has provided Postcomm with estimates for its lamg marginal costs
(LRMCs)® associated with a variety of services. These LRMCs anedatkto reflect the
costs that Royal Mail would incur (or avoid) as a result of discrete changekimes.

LRMCs for mail paths have been derived by taking the makgictivity costs relevant
to a particular dimension of a mail path (e.g. distance) and aligcehose marginal
activity costs across the sub-categories of the dimension (ecgsabe three distance

sub-categories). These costs are then attributed to a parpoodiarct in proportion to the

28 At that time Royal Mail Holdings had been callednSignia Holdings, in November 2002 Consignia was
renamed to Royal Mail.

29 In 2007 Postcomm commissioned LECG to assess 8@ hurden of Royal Mail by applying a similar
methodology. This calculation was based on dataart than 40,000 routes (Francey 2007).

30 The cost incurred in processing additional volumiemail, assuming that levels of efficiency andvase
are maintained and that changes are made to alln@ss that need to be changed in order to acliése
The assessment is typically made over a 3 to Stymarhorizon. (Royal Mail 2007, 29)
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allocation of that product’s volume across the components of the duiension.

Finally, Royal Mail submitted average unit costs for mail items di eathe mail paths.

Royal Mail provided data for costs, revenues, and profits for appabeiyn20,000
mail paths. The calcualtion implicitly assumed that RoyadilMvould (and could)
discontinue every mail path whose revenues did not cover its LRMCs.oRwst has
used the data provided by Royal Mail to estimate the cost di$t® at different levels

of aggregation.

Postcomm estimated that at the lowest level of aggregatmQBO mail paths) the
total net avoided cost would account for GBP 81m (US$ 181m) or about 1.R&%yalf
Mail’s operating costs in the business year 1999/00. At highelsl®f aggregation, the

net avoided costs would be significantly lower.
Discussion

The British regulator Postcomm used extremely disaggregated data basexkdhan
20,000 “mail paths”. Hence, the estimation is based on costs and revenuoes! geth.
However, Postcomm criticized that the product portfolio would not naabseeflect the
USO because the services were usually provided above the minmegumed by Postal
Act. Additionally, Postcomm had serious doubts that withdrawing sdmgély
disaggregated “loss-making” mail paths was commercialilei and could be realized
in practice. The withdrawal might not be possible without alstdsétwing profitable
mail items. Furthermore, due to joint production the cost of rengaimail paths may
increase. These second-round cost effects were not considered iapgheach.
Moreover, Postcomm detected that the level of the “USO burdepéndis on the
aggregation level of the mail paths: The lower the aggregatieal the higher the
“burden”. Finally, Postcomm pointed out that the approach did not consigewrider

benefits from being the sole universal service provider.

2.10United Kingdom /Frontier Economics (2008)

In October 2007 Postcomm commissioned Frontier Economics to ariagyz@mpact of
changes to elements of the universal service obligation on R&klIin contrast to the

previous estimation of USO costs, Frontier Economics calculatedifteeence between
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the profits associated with the provision of a service under the getenf universal
service obligations, as compared to the profits with an alternsgivef universal service
obligations. The model further made assumptions about the level of coompésiee
Frontier Economics 2008, 75). By this way, Frontier Economies asse$seh of the
selected universal service elements significantly constRaiyal Mail. The following

regulated elements of the universal service are considered insdetail.

1. First class quality of service: The current target (93% wdaxt delivery) would be
relaxed to 90% and 85%.

2.Collection and delivery times: The current (unregulated) delivengs would be
changed up to two hours earlier or later.

3. Collections and deliveries per week: (From six day service downvéoweekly
deliveries).

4. Class of mail: The currently required first class (D+1) aawbred class (D+3) services

would be replaced by a single D+2 mail class requirement.

Frontier Economics did not explicitly develop a reference scenaiahe report did
not make any assumptions about the changes expected from RoldlthaiUSO was
relaxed. Alternatively, the report investigates the efd¢dhdividual parts of the USO on
Royal Mail's profitability. Therefore, Frontier Economicsésults are not directly
comparable with those of other studies. Even though Frontier, for exacaptulates the
impact of reducing the number of weekly deliveries on Royal 8 profitability, the
report does not discuss the probability of reasonableness of suate sedictions for

Royal.

Frontier Economics’ approach considers cost effects driven bygekaim Royal
Mail’'s operations and volume (cost model), demand effects (denmamigffects on the
competitive position of Royal Mail (market share). The subsequent figure auzesithe

model architecture and the key questions to be answered in each of the elements:

31 See Frontier Economics 2008, Table 7. FrontiemBaodcs further considers changes in the delivedy an
collection times and the evening packet deliveryise. Both elements are not specifically regulatethe
USO. Additionally, Frontier Economics briefly disses the removal of bulk mail services priced at a
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Cost model

Demand

Market share

Which operational activities
would change?

If volumes change, what
happens to cost?

How will overall volume vary
with a new service
specification?

What will happen to product
mix—across USO and non-
USO products?

Will volumes move to more o
less contestable products?
Will Royal Mail become more
or less attractive relative to
other operators?

Source: Frontier Economics (2008, Figure 1)

Further, Frontier Economics separates first round and second rouaots$:efiiee first

round assesses changes in volumes and costs before considering sible poge

changes and results in an estimation of the net avoided cost (NA€)second round

primarily focuses on price effects (without impact on the le¥estimated net avoidable

cost estimated in the first roudwhich further effect volume (via price elasticities) and

costs of Royal Mail’s operations.

uniform tariff from USO but they have not applidueir approach to calculate the NAC (see Frontier

Economics 2008, 66).

32 Frontier Economics assumes that the full net alil costs is passed through to customers in tine fo

of lower prices by mimicking a price control thiilbavs Royal Mail a constant level of profits.
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Market scenario

v
Change in USO specification
A Costs A Volumes/Mix A Market share
(USO effect) (Non-price effects) (Non-price effects)
'
A Entry «
[2]
3 v
= A Quantities .
ot (Royal Mail) )
c
3 I
: \4 *
2 A Costs A Revenues
(I . L -
(incl. volume effects) (at initial prices)
» Estimated NAC |«
ﬂ A4
] A Prices
5 (allocation rules)
=2 7 R A Entry |
5 A Volumes/Mix (initial market shares) i
T (price elasticities) : |m— e ————— - -
S o ! A Entry Lo
$ 1 (after price changes) f

Source: Frontier Economics (2008, Figure 2)

The model estimates two sets of costs, revenues and volumes: the@anues and
volumes that Royal Mail would carry under the existing universalic specification,
and the costs, revenues and volumes that Royal Mail would be expedady if the

service specification changed (Frontier Economics 2008, 21).

Frontier Economics analyses the impact of changes in univergeleselements under
three alternative market scenarios. The first scenario acteal volumes, revenues and
market shares (2006-07); the second scenario uses forecastet vohrnes under the
assumption of intensified “access” competition (2009-10, ‘accessiasoe market
shares); the last scenario uses forecasted market volumes thedassumption of

intensified end-to-end competition (2009-10, ‘end to end entry’ scenario market)share
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Frontier Economics makes extensive use of Royal Mail data to ggeptile model with
volume and operational information. Cost effects are estimated lbasan operational
cost model. This model is based on Royal Mail's structure of dgestical network
(actual locations and number of collection hubs, mail centers andrgeadiffices, actual
volumes transported between the locations) and shall estimdeetbeinput and related
cost at the level of the elements of the postal pipeline (colfgectransport between
collection hubs/delivery offices and mail centers, transport letweail centers, in-
office and street delivery activities). Demand effects atenated using econometric
evidence (based on data provided by Royal Mail), market resgancti interviews with

large mailers.

The key results of Frontier’s report to Postcomm:

1. First class quality of service down to 85%: Very small ficgind NAC resulting from
cost savings in air transport (GBP 76m). The impact on the market share it neutra

2.No Saturday collection and delivery: Generally, revenue effaslimited while
Royal Mail could realize considerable cost savings. The fshid NAC amounts to
GBP 271m or about 4 % of Royal Mail's operating costs in theit mainess in
2006/07:

3.0n single class of mail (D+2) instead of first and seconssg(®+1 and D+3) mail:
Frontier Economics estimates a negative NAC due to highdossearket share and,
consequently, lower revenues. Cost savings might be higher if Riayatestructured
its logistical network (reduction of mail centers and deliveffices). Frontier
Economics concludes that Royal Mail is likely to maintain &t my service even

without a formal universal service requirement (Frontier Economics 2008, 63).

Frontier Economics concludes that from all universal service alsnoensidered in the

study, only the obligation to maintain Saturday collections and delssfempose a

33 Customer surveys (business customers, small amtiumesized enterprises, residentials) are regularly
commissioned and published by Postcomm (se&w.psc.gov.uk/competition/business-customer-

survey.htm).

3 See Royal Mail, Regulatory Financial Statement86207, p. 11, Total Mails operating costs: GBP
6.64b.
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significant constraint on Royal Mail. The additional profits froboleshing Saturday

service were estimated to GBP 271m or approximately 4% of operating cos

2.11Conclusions

With regards to the purpose of the net cost calculations, adsstt is that only very
few methodologies were applied to justify actual compensation pgdstal operators.
The results of USO cost calculations were generally used tominfixeralization
policies, by assessing whether substantial costs resultso(dd wesult) from universal

service obligations in a liberalized market.

The table on page 38 summarizes our analysis of internatidoetseb calculate the
USO. As regards the methodologies adopted to calculate USO costeumee two

broadly distinct categories of approaches:

The first category, that includes most of the earlier effois based on product
accounts. The approaches of this category assess the prafitabilndividual postal
products, or aggregate product groups, or ‘mail paths’ — combination of progpets,
of customers (e.g. business or residential), different areasewmail is postal or
delivered, or other features. Most approaches of this category @aplmitly determine
a ‘reference scenario’, i.e. they do not discuss explicitly henpttstal operator would
change service levels if the USO was withdrawn. In these agp@sathe cost of the
USO is calculated as the sum of deficits of loss-making prodoctgroduct groups or
mail paths). An implicit assumption of these methodologies is thgbraducts (or
product groups or mail paths) that deliver negative results would tentlisued by the

postal operator if there was no universal service obligation.

The second, more recent, category of approaches analyses the ab&rrative
service levels: It is questioned which elements of the US(pailséal operator would
alter, or discontinue, in absence of a USO. Hence, a ‘referencarietas specified in

these approaches. Generally, the second category of approaches aarsidered to
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conform to the theoretical concept of the “profitability appréaghich was developed

(separately) by John Panzar and Helmuth Crémer.

In recent quantitative applications, there is a trend towardstond category. There
appears to be wide consensus that the relevant approach towardsnggasucost of
the USO is to compare the additional profits postal operators achldve if there were
no USOs imposed on these operators. The crucial element of allajh@s@ches is the
determination of a services level the postal operators would providad WSO was
relaxed. Based on our review of international USO costing methods]agéeconclude
that USO costs, if there are any, are most likely to beectlo three areas. Absent a

USO, postal operators may increase profits by

(1) Reducing the frequency of delivery from five or six deliveries peekato less
frequent services. Such service alterations appear most important inwinelaigh

unit cost for delivery, e.g. in the most rural areas.

(2) Reducing the number of postal offices, and substituting traditionall paiftaes
for contracted agencies.

(3) Removing non-commercial price schemes and ‘social prices’. Ircylart postal
operators may stop delivering mail for the blind without a charggulBepostage
might be introduced for services for the blind. Alternatively, theises could

continue to be offered free in return for a government subsidy.)

The recent models did not find a relevant cost related to requiren@rgrovide

nationwide service at a uniform rate.

3 See Crémer, H., Grimaud, A. und J.-J. Laffont ®00The Cost of Universal Service in the Postal
Sector". In: M.A. Crew und P.R. Kleindorfer (Hrg.Lurrent Directions in Postal Reform, Kluwer
Academic Publishers, Boston, MA, S. 47-68; andahzar (2001): “Funding universal service obligagion
the costs of liberalization". In: M.A. Crew und P Reindorfer (Hrg.): Future Directions in Postag¢f@rm,
Kluwer Academic Publishers, Boston, MA, S. 101-15.

% Note that many European postal operators are aoed from charging non-uniform rates to bulk
mailers.
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Table: Summary of international efforts to calculate the USO

Country Australia Belgium Denmark Denmark France Norway Switzerland UK. UK.
Model Australia Post | BIPT (postal Danish Copenhagen La Poste Norway Post Swiss Post Postcomm Frontier
developed by regulator) competition Economics for (postal Economics for
authority Chamber of regulator) regulator
Commerce Postcomm
Purpose Legal reporting | Legal Inform policy Inform policy Reporting Determine Legal reporting | Inform policy Inform policy
requirement requirement to required by amount of requirement
calculate regulator subsidy (until
2005)
M odédl Product Product Product USO elements USO elements USO elements USO elemeptBroduct USO elements
category accounts (partly)| accounts accounts accounts
Services/ “Mail paths” Product Product groups | Nationwide Post offices Delivery Post offices “Mail paths” Delivery
uso elements | e5cilities accounts for a]l per dlieli\;)ery areg delivery frequency Nationwide (about 20,000) | frequency
considered (essentially post unl\(/jersal set:wce (ruralfurban) Delivery Post offices delivery Routing time
offices) %%)ucts (about Fhreeb I;e(;vices to| frequency Free services to targets
Percentage of the blin Routing time the blind Single class of
overhead costs targets mail (only D+2
service)
Reference No No No Yes Yes Yes Partly No No
scenario (no (only for post (Separate
USO) offices) calculations for
established? various changes
in service levels)
Cost concept Avoidable Costs| Fully Unclear Avoidable Costg  Avoidable Costs Avoidabtsts | Avoidable Costg Avoidable Costs| Avoidable Cost
Distributed (only for post
Costs offices)
Result of FY 2006: Not published FY 2005: FY 2005: Not published FY 2006: FY 2007: FY 1999/00: FY 2006/07:
calculation AUS$ 97.3m DKK 700m DKK 150m NOK 253m CHF 500m GBP 91m Saturday
(US$ 90m) (US$ 149m) (Us$ 32m) (US$ 50m) (US$ 501m) (US$ 181m) service:
GBP 271m
2.5% of op. ex. 7% of op. ex. 1.5% of op. ex. 2.3% of op. ex. | 7.8% of op. ex. | 1.5% of op. ex.
eorop oorop eorop eorop > orop > orop (US$ 542m)
4% of op. ex
External No No No No No Yes, until 2005 No No No
funding? but possible but possible but possible
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3 Effortsto Calculatethe Value of the Postal Monopolies

3.1 Introduction

The authors have carried out extensive research for methodologiesakhaate the
“values of the postal monopoly”. Despite a thorough review ofalitee, and direct
guestions posed to many postal regulators worldwide, we are na¢ afvany serious

effort made internationally to estimate the value of the postal monopoly.

3.2 Postal monopoly

Ubiquitous collection and delivery of postal items at uniform writind additional
requirements in service standards (e.g. nationwide counter semafieefonstituent
elements of the postal universal service. This may resultdecaupling of the direct
relationship between the cost to offer the service and the priddqgoat. Consequently,
postage price does not necessarily reflect the actual costeogervice. In order to
safeguard the financial stability of the postal operator, seryideed under cost have to

be cross subsidized by services being priced above cost.

The system of cross subsidy has traditionally been maintayedskricting entry to
the postal market by means of a postal monopoly. In EU postalakeyis the scope of
the mail monopoly is closely linked to the maintenance of the wgalg@ostal service.
Currently, the reserved area may include only items of domestiar&eoming cross-
border correspondence which weigh less than 50 grams and for whichritgottation
charge is less than two and a half times the public tarifafotem in the lowest weight
step of the fastest standard category of service. Withire theéts, postal services for
domestic and incoming cross border correspondence may be resertteel §&B8P only

“to the extent necessary to ensure the maintenance of universal service”.

%7 The reserved area may be extended in two respeicts, the reserved area may include direct mail
falling within the same price and weight limits bagain, only “to the extent necessary to ensure the
maintenance of universal service”. Second, thervesearea may include outgoing cross-border mail
falling within the same price and weight limits tortly “to the extent necessary to ensure the maamee

of universal service, for example, when certainamscof postal activity have already been libeedior
because of the specific characteristics peculitinggostal services in a Member State”.
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Beneath this ceiling of the potentially reservable area, tisaPDirective’s repeated
insistence that a reservation may be introduced only “to the extent ngdessasure the
maintenance of universal service” implies a duty to adjust therves area to the
economic requirements of universal service. This provision of thecie has been
more honored in the breach than in the observamée EU Member State has prepared a
study that relates the scope of the reserved area to ttieéas®intain universal service.
The only substantive studies undertaken by Member States (SEHhav&)concluded that
no reserved area is needed to maintain universal service ondSkhéas been given a
reasonable opportunity to adjust to competitive conditions. UK Postcormnalysis

indicates

“that the financial position of Royal Mail and hence its igbito provide the

universal service is more vulnerable to inefficiency atatk of innovation than
to market share loss from competition. Postcomm has no doubt thestheray

to encourage Royal Mail to become more efficient and innovativéyis
introducing the rigors of competition. In this way, competition is ameeto

safeguarding the universal service” (UK Postcomm 2002, 29).

By end of 2010, postal monopolies will expire in most EU Member Stathis
decision implicitly reflects the common understanding in the EU shdguarding the

postal universal service does not necessarily require a postal monopoly.

The fact that postal operators around the world have been arguingystrofayor of
keeping their monopolies suggests that there must be substantiaiovéilissmonopoly?
However, we are not aware of any serious effort made internbyidnaestimate the

values of postal monopolies.

3.3 Mailbox monopoly

The mailbox monopoly in the United States appears to be unique. Consgaihend

are no precedents of calculations for determining the value of the mailbox monopoly.

38 See WIK-Consult 2004, 45-

39 The value of a monopoly need not necessarilyrhidd to financial profit. British economist Johicks
noted in 1935: “The best of all monopoly profitaigjuiet life”.
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