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SUMMARY

S.1

S.2

S.3

S.4

S.5

S.6

This submission by Postcomm the independent postal regulator responds
to the Review Panel’s first two terms of reference which focus on the impact
of liberalisation and future trends in the development of the postal market.

Since the Postal Services Act of 2000 came into force there have been significant
developments in the UK mail market. Royal Mail has progressively lost its monopoly
of the letters business and there have also been major structural changes in the
overall mail market, prompted by the impact of new technologies on the wider
communications market. The increase in competition in the traditional letters
market, together with regulation to protect vulnerable users, has secured a number
of benefits for mail users.

Larger customers have seen a lowering of prices and more innovation than
would have been the case without competition. All mail users, until the 2007
strike action in Royal Mail, have experienced an improved quality of service.
Price controls have worked towards reducing, but have not eliminated, cross
subsidies which in themselves can frustrate the development of effective
competition. The benefits of product innovation and improvements in customer
service are now also extending to smaller businesses as well as central and
local government.

Residential customers (as senders accounting for only 10 per cent of letters
volumes) remain almost entirely dependent on Royal Mail. They have seen
benefits in terms of quality of service and a significant reduction in addresses
that do not receive a daily delivery for exceptional reasons. Although prices have
risen, faster than inflation, stamped mail up to 100g remain one of the lowest
priced in Europe despite a universal service specification that is one of the higher.
However, the savings from changes in Royal Mail’s customer offerings, the most
significant of which has been the abolition of the second daily delivery, have been
absorbed by higher wage and pension costs.

Whilst total volumes have been in slow decline over the last three years there has
been a significant change in the mix of mail. Financial mail, such as statements
and bills, has been in decline and the volumes of direct marketing and social mail
have also been falling. All of these trends are linked to advances in technology
and the increasing attractiveness of alternative means of communication such

as e-mail and the internet. Recent information suggests that the rate of decline

in advertising mail is increasing. More positively there has been a significant
increase in fulfilment traffic linked directly to the rapid growth in e-tailing and
online auction sites. However, overall traditional mail volume is expected to decline
further as customers continue to look for improved value and e-substitution.

Royal Mail has found it extremely difficult to adapt to these major challenges.

It is an organisation that is burdened by very considerable legacies. These include
a long history of underinvestment in modernisation, a difficult labour relations
environment, a culture where change is difficult and slow to make and pension
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liabilities that are disproportionate to the size of the mail business. Although the
new management team have succeeded with some important initiatives, these
have been insufficient to create a business strong enough to address effectively
all these changes in the mails market.

One important constraint from Postcomm’s perspective is the serious limitations
in Royal Mail’s costing systems and the poor cost transparency within the
Letters business. This has had a significantly adverse impact on the efficiency
and effectiveness of regulatory decision making. Unless such problems can be
addressed quickly they will result in a post 2010 regulatory framework that is
more extensive than would otherwise be required. This lack of transparency also
adds to the level of market uncertainty and is a significant deterrent to new
operators entering the letters market.

Whilst downstream Access currently accounts for 20 per cent of Royal Mail's
volume, competition in delivery has not developed and over the past year volumes
have declined from a low base such that Royal Mail still carries 99 per cent of all
letters over the final mile. There are a number of barriers to competition, especially
delivery competition, which mean that it is not fully established and self sustainable.

Royal Mail is likely to be the dominant player in the mail market, at least for the
foreseeable future. Therefore, its own health will, to a major extent, drive the
health of the overall mail market. The prospects look distinctly unfavourable given
that Royal Mail’s volumes are in decline, its revenues are flat, market share has
been lost in growth areas such as e-fulfilment and unaddressed mail, efficiency
targets have not been met and investment in modernisation has been seriously
delayed. There is also evidence that recent price increases have led to a faster
erosion of volumes together with a concern that some of Royal Mail’s pricing and
new product initiatives have been proposed as a barrier to new entrants rather
than addressing the structural changes in the mail market.

Postcomm believes that the imperative is for a step change in both the pace and
breadth of Royal Mail’s transformation programme. Without this, it looks probable
that the decline in mail volumes will not be reversed and that the company’s
financial condition will deteriorate to such an extent that there will be a significant
call on taxpayer funds to maintain the universal service. This situation is likely to
apply irrespective of the extent to which further competition develops in the letters
market. The more significant issue is how the company responds to structural
changes in the mail market, which could easily be accelerated by environmental
pressures driving down direct mail volumes.

Postcomm’s assessment is that without extensive change Royal Mail’s business
model will become unsustainable. This is a consequence of the company’s
legacy issues and of the structural changes in the mail market. Decisive action
will be required sooner rather than later. The margin between success and failure
is a narrow one but there are a set of policies that can deliver a vibrant mail
market and a successful Royal Mail capable of providing a strong self financed
universal service. Postcomm’s second submission dealing with the Review
Panel’s third term of reference will describe what it sees as the necessary

policy initiatives.
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INTRODUCTION

The Government announced an independent review of the postal services sector
on 17 December 2007. In its press release the Government noted that it has
been seven years since the Postal Services Act (PSA) came into force and that
the Government believed that now was the right time for a review of the postal
industry. The review’s terms of reference are:

e 10 assess the impacts to date of liberalisation of the UK postal services
market, including on the Royal Mail, alternative carriers and consumers;

e 10 explore trends in future market development and the likely impact of
these on Royal Mail, alternative carriers and consumers; and

e 1o consider how to maintain the universal service obligation in the light of
trends and market developments identified.

Postcomm welcomes this review particularly at this time when the market is going
through such significant change that Royal Mail is finding itself under increasing
pressure and competition is developing on a number of fronts. It is, therefore,
important to examine whether the original intentions of the PSA, which were to
provide a universal service and to improve efficiency and effectiveness, through
competition and greater commercial freedoms for Royal Mail, are achievable.

In doing so it should be recognised that letters competition is becoming a more
established and indeed inevitable feature of the mail market, particularly in the
light of the recent changes to the European Postal Services Directive.

On 5 March 2008 the independent Review Panel (the Panel) issued a paper
detailing its proposed methodology together with a set of questions which
expanded on the three terms of reference. The Panel stated that it wanted to
establish a consensus about the challenges and opportunities facing the postal
market before looking at policy options. To this end, the Panel has requested that
any submissions of evidence be made in two parts. The first part to cover terms
of reference 1, (the impact of liberalisation), and 2, (future market development).
The response to terms of reference 3 (steps to maintain the universal service)

is required by 14 May 2008.

This submission sets out Postcomm’s evidence in respect of terms of
reference 1 and 2. Postcomm has also provided the Panel with background
information including past consultation and decision documents. The details
from these papers have not been repeated here.

This first submission includes responses to the Panel’s first 19 questions, as
requested. However we have found it necessary to go beyond these questions
in order to give a true impression of what the present situation is and why that
situation pertains. As a result our direct answers to the first 19 questions form
only part of our response.

INTRODUCTION



1.6 Inaddition, Postcomm, in pursuance of its statutory duties, is continuing its
work in implementing the agenda that was set out in its Strategy Review,
which was published in August 2007, and its Forward Work Programme which
was published for consultation in January 2008. The lead times are such that
Postcomm needs to take important initiatives in parallel with the Panel’s
deliberations, towards developing a new regulatory framework to come into
effect when the current price control ends in April 2010.
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2. THE MAIL MARKET

2.1 In our evidence, we discuss the mail market in the widest context, including
both addressed and unaddressed letters, which are the more traditional parts
of the market, and also parcels and packets. Postcomm’s market definition has
informed the Panel’s further questions issued on 5 March 2008. The Panel has
supported Postcomm'’s assessment that a narrower definition of the postal market
is unlikely to take account of the significant changes and opportunities that exist
for fulfilment and express services.

2.2 Market trends cannot be expressed in generalised terms because there needs
to be consideration of the various applications (uses) of mail. It is important,
therefore, to differentiate between advertising mail, transactional mail and
fulfilment; as well as between unaddressed and addressed and packets and
parcels. The make up of this £11 billion market and the key contributors to
revenues are summarised in the following chart:

Figure 1: The wider mail market

6,000 -
5,000 1 [] Transactional
4000 - [] Fulfilment
= |:| Advertising Mail
=
‘fé 3,000 - [ Publications
s [] social Mail
2,000 -
1,000 -
0 T T T 1
Unaddressed Express Standard
Letters & courier parcels
Mail market
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Figure 1: The wider mail market (continued)

Transactional || Fulfilment Adv:nr;iifing - Social Mail
£1.8bn £0.8bn £1.3bn £1.0bn £0.5bn £5.4bn
n.a. n.a. £0.4bn 0.1bn n.a. £0.5bn
£0.4bn £3.0bn n.a. £0.4bn £0.2bn £4bn
n.a. £1.2bn n.a. £0.2bn £0.1bn £1.5bn

2.3

The licence under which Royal Mail operates requires it to provide a universal
postal service. Condition 2 of Royal Mail’s licence defines the products that
comprise the universal postal service. Not all universal service products are price
controlled. Other Royal Mail products are so regulated but are not part of the
universal service (e.g. some bulk mail products)!. Only the conveyance of letters
and standard parcels up to 350g are licensable activities under the PSA.

N
~

The mail market is undergoing profound change. After decades of steady growth,
fuelled by economic expansion (GDP), traditional mail volumes in the UK could
now have reached a plateau and may well be in structural decline. This trend can
be observed in most mature markets with the notable exception of Germany and
until recently the US. The US saw mail volumes fall in 2007 over 2006 by less
than 0.5 per cent but for the first quarter of fiscal 2008 preliminary results from
the US postal Service (USPS) indicate that mail volume was down 3 per cent.
This was, however, put down to trends in the overall US economy.

N
o1

Non-residential users provide around 90 per cent of Royal Mail's addressed letters
revenues and increasingly they are being offered alternative media by which to
communicate with their customers. These alternatives include e-mail and internet
advertising which means that customers’ usage of mail has become much more
sensitive to price and service levels. Of this business mail some 60 per cent is
Business to Consumer. Some large mail users in financial services have stated that
in the current business climate they are looking to reduce their cost of advertising
mail by up to 25 per cent over the next few years. The experience of one of Royal
Mail’s ten largest customers is increasingly typical of many other large mail users:

e the use of mail for new customer acquisition has reduced by 40 per cent
over recent years and now accounts for only around one fifth of total spend.
The cost (measured in relation to the value of the business that is secured)
of digital media is about 25 per cent of the cost of physical mail. Response
rates for direct mail have declined over recent years;

1 Annex 1 shows the relationship between the universal service and price controlled products and has
been used by the Review Panel.
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e however, the mail user believes that the integrity of e-mail databases is not
as robust as that for physical mail. For this reason direct mail will continue
to have an important but declining role in customer acquisition; and

e four fifths of its customer retention activity continues to be via physical mail.
It gives this customer, at present, a much more targeted approach with higher
success rates.

Latest figures from Royal Mail for 2007-08 indicate that direct mail volumes
(including direct mail through Access agreements) have fallen by 7.4 per cent
year on year to 4.65 billion items in 2007.

The general public, who enjoy the benefit of the universal service network in
terms of a delivery and collection on six days a week, contribute directly only
around 10 per cent of Royal Mail’'s revenues (much of the volume being sent
at Christmas). For the general public, digital media (such as email, texting and
social websites) has replaced some of their usage of social mail and traditional
greetings cards. This is also part of a significant growth in overall person to
person communication.

Environmental pressures are also becoming increasingly relevant. These include
the environmental cost of direct mail in terms of potential waste, the impact of
vehicles for trunking and mail delivery, and the use of air for carriage of first class
mail. In addition, in Italy and in some US states, residential customers must now
pro-actively opt in to receive direct mail rather than to specify an opt out where
they do not wish to receive it. In Italy volumes of direct mail fell by 30 per cent
when this measure was introduced. Such an approach in the UK could, therefore,
have a significant adverse impact on direct mail volumes.

Customers are also looking at alternative ways of managing incoming and
outgoing messages and communication through the integration of physical and
electronic mail. For example, some large financial customers scan all incoming
correspondence, applications forms, etc and present these alongside e-mail to
staff for processing. Outgoing mail is processed entirely electronically until the
point of printing for despatch and with hybrid mail the printing can be done
much closer to the point of delivery, thereby reducing both the time and cost.

The letters part of the market is beginning to see the more extensive use of
software packages that have been common in the express and parcel world,

and can choose the most appropriate supplier for any specific delivery address
or route based on cost, quality and speed. These packages also enable SME
customers’ mail to be consolidated to take advantage of Mailsort (pre sorted bulk
mail) or Access prices, bringing the benefits that larger customers have already
experienced to a far wider customer base.

The integration of databases back into the mail senders’ Customer Relations
Management systems is also allowing direct mailers to target their mail more
accurately and thereby to increase the return on their spend.

SECTION 2 THE MAIL MARKET



Figure 2: Royal Mail’s price control revenue profile by product type in 2006-07
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2.12 Customer demands are changing in other ways too (e.g. ‘downtrading’ from
Royal Mail’s first class services to its second class service, switching to Access
operators and embracing ‘intelligent purchasing’). The removal of Royal Mail’s
monopoly of the letters market has been an important contributory factor in
enabling business users to develop and express their demands.

2.13 There are, however, some tremendous opportunities from these changes in
the mail market which are available if operators are innovative and responsive
to changing customer needs. The most obvious example is online shopping
fulfilment where volumes grew by 50 per cent last year. Online shopping now
accounts for nearly 20 per cent of total UK Retail sales. Additionally, mail
currently has unique characteristics, such as its highly personalised format
and the accuracy of the address information, which valuably differentiates it
from other media?

2 The WIK report for the European Commission concluded “...substitution of physical mail takes place
much slower than forecasted...It is possible though that future generations will use electronic services
more intenselly] than former generations. Currently, it appears that electronic and paper based mail
services were used simultaneously and complementarily”.
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CONCLUSION

2.14  The wider mail market is undergoing significant structural change which has
caused a break in the long established relationship between GDP and letter
volume growth. It is likely that the rate of decline in advertising and transactional
mail will continue with the growing use of digital media, but mail still has
characteristics that will ensure its relevance in the future. There are promising
prospects in other parts of the mails market arising, for example, from huge
growth in e-shopping goods fulfilment. Although parcel and packet volumes are
far lower than for letters, the value per item is significantly greater. There is also
a growing mail intermediary network where smaller operators, more focused on
the needs of specific customers, use sophisticated software to give SMEs access
to the price and product benefits that traditionally had only been available to
larger mail customers. The impact of environmental and data privacy issues will
also have a significant impact not only on operational issues within the mails
market, but also on the use of mail itself.

SECTION 2 THE MAIL MARKET | 11



3. THEIMPACT OF LIBERALISATION

INTRODUCTION

3.1 Competition and regulation have been of benefit to customers and have had
a positive net effect on the health of the addressed letters part of the market.
The parcels and unaddressed letters market has never been regulated and has
been competitive for many years, but Royal Mail's monopoly of addressed letters
began to be removed in 2001, with further liberalisation in 2003, with complete
liberalisation from January 2006. This section looks at the impact of liberalisation
on customers, competition, Royal Mail and on mail industry employment. It also
looks at the experience in other important markets.

IMPACT ON CUSTOMERS

3.2 Both business and residential customers have gained from an improvement in
Royal Mail's quality of service (principally end-to-end transit time) following the
liberalisation of the addressed letters market as a result of competition and
regulatory action by Postcomm. This had been at an all time low just after
Postcomm opened a third of the market (bulk mail of over 4,000 items) to
competition in 2003. However, due to industrial action at Royal Mail during 2007
the quality of service has suffered considerably and it has taken Royal Mail some
time to recover to pre-strike levels. Indeed, it is extremely unlikely that Royal Mail
will achieve more than one or two quality of service targets set for the financial
year 2007-08 (if strike days are included). However, customer groups have seen
different impacts from the introduction of liberalisation.

Business customers

3.3 Business customers (representing around 90 per cent of all sent mail) have
seen benefits in terms of greater choice and better customer service. Initially
it was only the larger senders of addressed mail that were targeted by the
new operators. However, within the past year some of these operators have
installed sortation equipment and are now able to offer their services and more
innovative products to small and medium sized businesses. In addition within
the public sector, parts of central, regional and local government, are now
taking advantage of the lower prices and improved customer service associated
with the introduction of new forms of competition such as downstream Access.
The feedback from customers suggests that the new operators work more
closely with their customers and are more responsive to their specific needs.
They provide better customer service, supply improved management information
and are more innovative. The introduction of competition, and Royal Mail’s
response 1o it, has also seen a reduction in real prices for this customer group,
as has the long standing subsidy of stamped mail by business mail been
progressively unwound. The reduction in prices in real terms has contributed
to mail remaining a cost effective medium for business communication.

12 | POSTCOMM'S FIRST SUBMISSION TO THE INDEPENDENT REVIEW OF THE POSTAL SECTOR ~ AMENDED MAY 2008
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3.5

3.6

Residential customers

Residential customers of addressed letters, however, remain entirely dependent
on Royal Mail. These customers had also seen benefits from higher quality of
service but have been hit by recent industrial action. In rural areas, customers
have benefited from a significant reduction in the number of excepted addresses
(an address which does not receive deliveries to the door six days a week, due to
difficulty of access or health and safety reasons). The total of excepted addresses
fell from 4,323 before 1 April 2003 to 2,824 in 2007. The price of first and
second class stamped mail remains one of the lowest in Europe (in part achieved
by the UK having one of the highest levels of mail volumes per capita in Europe
and a higher population density). However residential customers have seen prices
rise by 8 per cent for 1st class and 15 per cent for 2nd class stamps3 in real
terms since liberalisation. Research suggests that residential customers continue
to regard the cost of mail as affordable and offering them good value for money.
Special Delivery services continue to be provided and there has been no change
in the provision of postal services for blind and partially sighted customers.

Royal Mail has removed the second delivery, delivers later in the day and has
moved forward some last collection times in an effort to improve efficiency.

Royal Mail is entitled to take such initiatives because such product attributes

are outside the universal service. However, the savings have, in the main, been
passed on to the labour force in the form of higher wages and staff incentives.
Residential customer perception has also been affected negatively by the closure
of Post Offices, but the closure programme has been prompted by factors that
are largely unconnected with the introduction of competition in the letters market
or the wider structural changes in the mails market and are outside the scope of
this review.

In 2003 Postcomm directed Royal Mail to introduce formal arrangements to pay
compensation to customers whose mail was delayed. This year, following a review
by Postcomm), Royal Mail will introduce improved compensation for domestic and
small business customers. In addition, less mail is going missing after Postcomm
introduced its Mail Integrity Code in 2006.

3

1st and 2nd class stamp prices have increased by 33 per cent and 42 per cent respectively over the
period April 2000 to April 2008. Over the same period inflation has only increased by 23 per cent.

SECTION 3 THE IMPACT OF LIBERALISATION
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IMPACT ON COMPETITION
3.7  Competition in the UK addressed letters market takes two forms:

e upstream or Access competition: whereby operators offer an alternative to
Royal Mail for its upstream collection from mail customers, processing the
mail and trunking it to the Mail centre closest to the delivery destination.
Royal Mail handle the final delivery, for which they are paid a price negotiated
between Royal Mail and the operators; and

e delivery or bypass competition: whereby operators offer an end-to-end service
involving delivery to the customers’ door or another pre-agreed delivery point.

3.8  Access competition has developed more rapidly than Postcomm had projected
in late 2005. In contrast, end-to-end competition has not grown in volume as
had been projected but instead has declined in revenue terms from an already
low level. Overall, Royal Mail’s revenue losses to mail on mail competition
(to other mail competitors) through to March 2008 will, therefore, have been
very little more than Postcomm made allowance for in the 2006-10 Price
Control. The following chart shows the forecast and actual Access and
end-to-end volumes.

Figure 3: Volume estimates — Postcomm forecast versus 2007-08 actual
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Access competition

3.9  Access competition, where Royal Mail still delivers the addressed letters over the
‘final mile’, for which they retain over 70 per cent of the total revenue for each
item they handle, has grown substantially. Approximately one in five mail items
are now carried by another operator from the sender to the Royal Mail processing
centre that is closest to the final recipient. The growth in Access volumes
continues (it is forecast to grow by 25 per cent in the year 2008-09) but is
expected to plateau from 2010. However, it has to be noted that nearly half the
Access volumes represent contracts that Royal Mail’s Wholesale division have
entered into with their customers and are not, therefore, business that other
operators have won from Royal Mail.

14 | POSTCOMM'S FIRST SUBMISSION TO THE INDEPENDENT REVIEW OF THE POSTAL SECTOR ~ AMENDED MAY 2008



3.10 Access operations have clearly contributed to the health of the mail market and

3.11

3.12

have had a significant impact on the volume of mail that Royal Mail handles.
Large mailers, and increasingly smaller mailers, who use Access operators,

tell us that they do so because they get cheaper prices, a better service and more
innovative features than they could have secured from Royal Mail. The Access
operators are competitors when it comes to upstream services, but they are also
major customers in relation to Royal Mail’s downstream services. Over 80 per
cent of Access volumes are handled by just two suppliers, UK Mail and TNT.

The first has no strategic intent to establish a delivery network in competition

with Royal Mail but TNT has just started a limited trial of delivery in Liverpool.

Access operators feel that Royal Mail treats them as competitors even though
they are Royal Mail's largest customers in terms of delivery over the final mile.
To support the development of Access, Royal Mail Wholesale has worked with
the operators to ensure operational issues are resolved promptly and limit

the occasions when mail is held up for non-compliance with the product
specification. However, it is only recently that Royal Mail as a whole is learning
how to live constructively with entities that are both competitor and customer.

Access is a good example of ‘competition working’. Confidential information
made available to Postcomm indicates that the new operators can handle
addressed mail upstream for less than half of Royal Mail’s fully allocated costs.
It is the greater efficiency of these operators and their closer customer intimacy,
rather than any subsidy that they enjoy from Royal Mail for delivery over the final
mile, which has won these competitors their new business.

“We continue to reap the benefits of using UK Mail to distribute

our correspondence around the country, with Royal Mail providing
final delivery to our customers in a process known as ‘Downstream
Access’. In 2006, 331 million items were delivered using this
method, generating savings to the Group of over £10 million.”

RBS 2006 Annual Report

“Downstream Access has enabled significant innovation in mail
services, not just in terms of the basic specification, (our two day
Business Class service) but more importantly in customer
experience. Customers have seen additional management
information, greater flexibility and greater assurance of delivery
date — as well as enhanced integration with their mail production
sites that gives accountability across mailing services. Receiving
customers have seen new predictability in mail delivery often
helping their household management. While innovation in mail
services may not be ‘patentable’ it has clearly been experienced
and recognised by customers.”

Guy Buswell, CEO Business Post Group plc

SECTION 3 THE IMPACT OF LIBERALISATION



3.13

3.14

3.15

3.16

3.17

Notwithstanding the high level of customer satisfaction with Access operations, they
have some limitations. The scope for innovation is limited given that Royal Mail handles
delivery to the recipient. With around 60 per cent of Royal Mail’s costs incurred over
the final mile, Access does not challenge Royal Mail to become more efficient and
innovative across its whole network. However, Royal Mail Wholesale is only now
becoming more proactive in terms of pursuing product innovation. We understand

it has plans to launch a number of new products in the coming year.

In the early stages of Access there was reluctance for customers to migrate to
other operators. For larger customers this is no longer an issue and indeed
customers are becoming increasingly driven by price and will change supplier for
only small price movements. Smaller customers too are beginning to explore
alternatives as they become available.

Inevitably the very rapid growth of Access has posed problems for both

Royal Mail and the new operators. Royal Mail has had to establish a ‘ring fenced’
Wholesale Division in order to ensure that customer information is not shared with
the Retail Division.

Royal Mail's major complaint is that it is making a loss (on a fully allocated cost
basis) from delivering Access mail over the final mile and that Postcomm’s
regulatory controls over the margin available to Access operators is impeding
their commercial flexibility. Postcomm has undertaken a long and detailed
investigation, which has been all the more difficult because of the limitations in
Royal Mail’s costing systems. This has concluded that any loss is substantially
less than Royal Mail claim it to be, that it reflects slower than expected progress
in improving their efficiency and there are steps that Royal Mail could take to
improve the profitability without any regulatory relief.

From the perspective of the Access operators there are a number of issues that are
perceived as impediments to the efficient management of Access agreements:

e segregation of mail: Access operators that carry customer downstream
Access mail (i.e., where the customer has its own Access agreement with
Royal Mail) have to segregate this from their own mail. These Access users
claim that this causes significant operational issues and additional costs;

e forecasting: Access operators have to provide 7-day and 24-hour forecasts
of volumes due to arrive at each inward mail centre. However, Royal Mail
does not require such forecasting from its own retail customers;

e equipment: Access operators have to buy equipment for a one-to-one swap on
handover of mail at inward mail centres which they claim causes an additional cost;

e zonal Access: if an Access operator cannot meet the fall to earth requirements
of national Access agreements, Royal Mail is entitled to impose significant
financial charges. The user must, therefore, deal with Royal Mail on a zonal
Access agreement. However, some Access users claim that zonal Access
causes extra mail production and presentation issues and involves more
complex pricing and invoicing;

e Access slots: each Access operator can only have one slot at each IMC,
but as volumes grow, some Access operators claim that it becomes more
difficult to complete handover within the Access slot;
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e Access agreements: some Access operators claim that the current process for
obtaining new Access agreements under Condition 9 of Postcomm’s licence
is unfairly weighted in Royal Mail’s favour. Royal Mail decides when it has
sufficient information in order to provide terms, or otherwise, within three
months and it can use this to delay new Access requests for much longer
than three months; and

e credit terms: an Access operator has also claimed that Royal Mail’s credit
arrangements, with which Access operators must comply, could be a
significant barrier for small new entrants.

Postcomm is currently consulting operators and customers about how effectively
the current Access arrangements are working. Responses to consultation were
received on 17 March and Postcomm expects to provide feedback by May 2008.

Competition in delivery

Some of the Access operators have added the carriage of addressed mail to

their established logistics businesses, usually one carrying parcels and packets.
In others it has remained entirely separate with some limited use of infrastructure
(e.g. trunking) charged at a commercial rate. Investment has been limited to
sortation equipment and warehousing. However, there are much larger costs
involved in putting in place a delivery network for addressed letters.

The volume of addressed mail handled by end-to-end competitors to Royal Mail
has never been large and has declined over the past two years. Three new
entrants have already left the market. Effectively, there is at present only one
significant end-to-end operator, DX Mail Services, competing with Royal Mail,
who cover a niche market and handling less than 0.5 per cent of regulated
letters. In January 2008 TNT Post launched its final mile delivery trial in Liverpool
but it is far too early to assess the probability of success. Following Postcomm’s
amendment of the licensing framework in 2008, a number of local operators have
expressed an interest in entering the end-to-end market. This compares to the
position in Germany where there are some 750 active licence holders and end-to-
end competition accounts for around 12 per cent of the addressed letters market.

Postcomm will consult in April 2008 about the key barriers to delivery competition
and what further actions might be taken to minimise such barriers. A number of
issues have already been identified that seem likely to affect the success or
otherwise of competition in delivery, namely:

e market uncertainty: this is one of the most significant factors influencing entry
into the delivery of addressed letters. Investment is significant and the payback
period can be very long as has been shown in Germany. Uncertainty can come
from a number of factors including uncertainty about Royal Mail’s pricing
initiatives, regulatory uncertainty and market uncertainty. Operators, especially
international operators, will favour those markets where the level of uncertainty
is least and opportunity is most favourable. TNT has categorised market
uncertainty into ‘Real Killers’ such as onerous licence conditions (as in Finland)
and high minimum wage levels (as in Germany); ‘Major Business Breakers’
such as VAT distortions, and the nature of the downstream access regime
(particularly low prices); and ‘Added Competitive Hurdles’ such as access to
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the national operator’s infrastructure, or state ownership of the national operator.
Regulatory and pricing uncertainty is an important contributor. In the UK,
because of Royal Mail’'s deteriorating financial condition, an interim review of the
price control was started in 2007, less than a year into a four year price control.
Royal Mail can and does re-balance prices within an overall cap to respond to
changes in the market, and it has done so to counter the impact of competition.
This makes it all the more difficult for a would-be delivery competitor to make a
case for investment;

e VAT regime: competition is also distorted significantly by the present VAT
regime: Royal Mail is exempt from charging VAT, whereas new entrants are
not. This is serious given that the large customers needed to develop baseline
volume for a delivery network tend to be VAT exempt (financial institutions,
government, charities, etc). The other operators estimate that 1 in 2 letters is
inaccessible to competition from an end-to-end offering because of the VAT
distortion*. The VAT issue is less significant with Access because unit prices
are much lower and Royal Mail has devised an Agency agreement through
which most of the impact can be mitigated;

e Access: This may be a barrier to delivery competition. Originally it was
envisaged that operators would grow their Access volumes until there was
sufficient volume to be able to support a delivery network. However, the low
price of Access, the pattern of mail traffic that it generates and Royal Mail's
current zonal Access pricing approach all conspire to make it more difficult
for operators to create a delivery network;

e Access prices: the relative levels of Access prices and Royal Mail’s retail
prices may be such that there is little room for delivery operators to earn a
reasonable return;

e economies of scale of delivery: Royal Mail’s very considerable downstream
economies of both scale and scope mean that whilst it may be inefficient it
can still be the lowest cost provider. Rival delivery operators would, therefore,
need to adopt different strategies, such as serving restricted areas or adopting
a reduced delivery frequency to unit costs;

¢ Royal Mail commercial response: the responses from Royal Mail to competitive
pressure in terms of pricing and product changes can in themselves be a
barrier to entry for competitors;

¢ licensing framework: this may present some barriers to entry, although a
number of requirements have recently been removed following which there
has been a small increase in licence applications; and

e other issues: there are other issues to resolve for competition in delivery such as
the requirements for re-directions, and Access to Post Offices and post boxes.

4 Annex 2 Competitive impact of VAT distortions.
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LIBERALISATION AND ROYAL MAIL

3.22 The impact of liberalisation on Royal Mail has been in terms of the regulatory
environment in which it has had to operate as well as in responding to
competition. The impacts can be seen in terms of:

price control limiting its ability to raise prices above an agreed level, although
in practice Royal Mail has not fully exploited the price limits set, partly due to
the impact of competition and partly due to the threats from e-substitution;

as part of the price control framework Royal Mail has been incentivised to
improve efficiency, quality of service and mail integrity. Efficiency, quality of
service and mail integrity have all improved during the period of liberalisation
and Royal Mail has returned to profitability;

under the regulatory regime, and because Royal Mail still has 99 per cent of
all delivered mail, over 75 per cent of upstream mail and competition is in its
early stages, it is subject to a level of ex-ante scrutiny that, if not properly
planned, can lead to delays in product and price launches; and

competition has directly, through Access, seen a 20 per cent reduction in
upstream volumes, but there has been a small decline in competitors
delivering in the final mile. Competition has also challenged Royal Mail to
respond through innovation and improved efficiency.

3.23 However, Royal Mail’s ability to respond to liberalisation, as well as the significant
structural changes in the mail market prompted by digital media, has been seriously
constrained by a large number of legacy issues, the most important of which are:

an under-invested and inefficient network which means that
Royal Mail's operating costs are considerably higher than ‘best in class’
international comparators;

current service pension costs and a pension deficit that represent a huge
financial burden. Whilst recent changes introduced by Royal Mail have gone
a long way in addressing future pension liabilities, the underfunding of historic
pensions liabilities is of the order of £5 billion and could increase further if an
additional allowance is made for longevity;

a culture, strengthened by the governance environment, that limits the
pace of organisational change and the speed of response to changing
market conditions;

difficult labour relations that have slowed the implementation of major change
and disrupted improvements in quality of service;

a universal service and delivery model that has one of the higher specifications
amongst European peers® with the pricing of many of the universal service
products at below Royal Mail’s fully allocated costé. For the next day delivery
stamp product up to 100g the pricing is below the European average but the
service quality is one of the best. However, for letters up to 20g (70 per cent

of the UK market) the UK price is now 53 eurocents compared to Germany at
b5 eurocents and a European average of 48 eurocents;

5 Annex 3 Comparison of universal service specifications in Europe.
6 Annex 4 Royal Mail revenue and profit for 2006-07.

SECTION 3 THE IMPACT OF LIBERALISATION

19



e 2 costing system that is inadequate for a business of this scale and complexity,
operating in a competitive market characterised by high volumes and low
margins. Both of Royal Mail's applications to Postcomm since 2005 for major
changes in its letters pricing structure had to be resubmitted because of
shortcomings in the original costings’;

e a Government shareholder that has conflicting priorities, with the absence
of some commercial incentives. Transparent market signals of (expected)
performance are less clear and public sector finances are more constrained
and risk averse than other sources; and

e Royal Mail's vulnerability is accentuated by a customer base which is very
concentrated with the top 50 customers accounting for 40 per cent of volume.

Table 1: UK business customer mail volumes

Number of business mailers % of Total UK mail volumes

10 18
20 28
50 40

Source: UBS Investment Research paper ‘Will liberalisation end
‘monopoly’ returns?’, 21 July 2006, and Royal Mail.

3.24 The extent of all these constraints has become increasingly apparent as the
growth of digital media has impacted more obviously on the mail market.
Although Royal Mail’s business plans developed in 2005 intended to address
the constraints relatively quickly, the initiatives to modernise the network have
been delayed by two years, pension costs have increased faster than expected
and the pace of cultural change has been relatively slow.

3.25 Royal Mail’s apparent reticence to adapt to market changes is noted by
users of mail:

“If Royal Mail over the last two years had spent as much time
thinking about its customers as it has thinking about the
competition, it would have made a good deal of money.”
Alan Halfacre, Chief Executive, MUA

7 The Sized Based Pricing application (known as Pricing in Proportion) was resubmitted in March 2005
after Postcomm demonstrated that the company’s product costings were impacted by weight and not
just format, with Royal Mail not having included the impact of weight in its costing system. The Retail
Zonal pricing application was resubmitted in February 2007 because Royal Mail had not recognised
the substantially higher costs of delivering to London postal codes.
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3.27

3.28

“Publishers provide Royal Mail with a significant revenue stream,
but our mail spend has been reducing in recent years because
well above inflation price increases have driven publishers to
Internet alternatives. Last year an 8 per cent price hike resulted
ina 12 per cent drop in volumes. If Royal Mail understood our
business there could have been a ‘win-win’ outcome.”
lan Locks, Chief Executive, PPA

Royal Mail has focused most of its marketing initiatives in the past two years on
how best to respond to competition through price discounts®. By comparison to
competition, Royal Mail, particularly Retail, appears to have placed relatively little
emphasis on reacting to the changing needs of its customers and the opportunities
for mail to take a complementary role with other media through genuine innovation.

Royal Mail management has been faced with challenges in dealing with the
company'’s legacy issues. A lot of progress has been made on a number of fronts
over the past two years, for example on reforms to reduce the cost of its pension
schemes. However there are a significant number of issues that remain to be
tackled such as efficiency and product innovation. In parallel, the structural
change in the market place arising from the increasing use of digital
communication has accelerated.

As with most long standing monopolies, it is apparent, from the feedback
Postcomm have received from many of the larger customers that Royal Mail has
found it difficult to become more customer focused and has defended its market
position vigorously. It is likely that, as a consequence, addressed letter volumes
have declined faster than would otherwise have been the case if the focus had been
more on addressing the structural changes in the mail market. Postcomm’s analysis
shows that for every £1 of revenue lost to addressed letters competition in 2006-07,
Royal Mail lost £2.50 from customers either leaving the mail market (for example
by switching to alternative media) or purchasing cheaper Royal Mail products.

Figure 4: Royal Mail’s revenue loss 2005-06 to 2006-07

Loss to other media and
downtrading 68%

Source: Derived by Postcomm from
the Royal Mail regulatory accounts
before price increases.

8 Annex 5 Key changes to the Royal Mail Letters’ portfolio since 2006.
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3.29 |International experience demonstrates that under the right conditions postal
incumbents can prosper in a changing and liberalising market whilst continuing
to provide the public with a reliable and high quality universal service that is
internally financed. TNT Post has argued that it has lost significant market
volumes in the Netherlands over the last five years and remained highly
profitable. For this to happen in the UK, Royal Mail must be a lot more efficient,
innovative and flexible than it is today.

3.30 Our concern is that the Royal Mail transformation plan appears too timid given
the growing external market pressures upon the business. The reasons we say
this are:

in the first year of the 2006-10 price control Royal Mail has significantly
under spent on both restructuring costs and new equipment to modernise
the business. In terms of automation Royal Mail lags significantly behind most
of its European comparators. It also missed its target for efficiency
improvement (2.2 per cent versus a 3 per cent target) in 2006-07;

more critically, the most recent business plan that Royal Mail has provided
to Postcomm suggests that it will achieve only 0.6 per cent efficiency
improvement per year over the next three years, but would still trigger
‘Colleague Share’ bonuses for staff of around £250m over that period®.

The difference in its cost base by 2010 between what it would have been if
the 3 per cent per annum increase in efficiency envisaged in Postcomm’s
price control had been achieved and what Royal Mail now believes it can
deliver, would, by 2010, exceed £5600m a year;

the industrial relations climate is still very delicate. Changes in labour practices
to secure the payback from modernisation will (as a result of the recent strike)
now have to be negotiated at the local level as well as being overviewed
centrally. There was considerable disruption and added costs to customers
from the strikes in the second half of 2007, especially for small businesses;

Royal Mail increasingly considers its costs as ‘fixed” and very difficult and
costly to change. Royal Mail contends that the actual variable cost it is
currently experiencing because of declining volumes is nearer 40 per cent
than the 60 per cent used in setting the price control;

Royal Mail’s retail business’ product portfolio is in need of overhaul
(first planned for Spring 2005 but only now being delivered);

the transformation plan seems to exclude more radical options for improving
cost efficiency which have been used successfully in other countries!©, such as
tendering out part of the pipeline activities and more significant mail centre and
delivery office rationalisation. We acknowledge that this is made more difficult
by TUPE (Transfer of Undertakings (Protection of Employment) Regulations,
2006) regulation and the current VAT treatment but it should not be impossible.
In addition, and to reflect the rapid growth in e-commerce fulfilment, there
could be logic in combining the delivery of letters and parcels in certain parts

9 Annex 6 Royal Mail Letters’ current performance compared to the 2006-10 price control assumptions.
10 Annex 7 Key efficiency initiatives in selected postal markets.
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of the country. However, as a standalone express parcel business, Parcelforce
Worldwide has delivered considerable transformation taking it from a consistent
loss maker to making sustained profits; and

in attempting to recover its pension costs from consumers through higher

prices, Royal Mail is reducing mail's competitiveness compared to other media.

3.31 Royal Mail's latest financial forecasts included in its Strategic Planning Model,
which supports its Interim Review application, predict significant negative cash
flow and an insolvent balance sheet position for the period 2007-08 to 2009-10.
A key driver for this poor forecast financial position is Royal Mail’s ongoing annual
pension funding contribution and its £5 billion (approximate) pension deficit
liability. The figures below provide analysis to illustrate the proportion of unit
revenue for each set of products shown that contributes towards Royal Mail’s
pension costs. It shows the pension impact on costs for the most commonly used
Royal Mail letters products. On average, this is around 11 per cent, which
amounts to around £660 million on a £6 billion cost base.

Figure 5: Costs and profit/loss on Unit Revenue, 2006-07
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Source: Royal Mail regulatory accounts, 2006-07, Postcomm analysis.

SECTION 3 THE IMPACT OF LIBERALISATION

23



3.32 Royal Mail Group has negative net assets on its balance sheet and coupled with
weak cash flow this leaves it in a precarious financial position. Since international
accounting standards require a company’s pension deficit to be recorded as a
liability on its balance sheet, Royal Mail is technically insolvent on a balance sheet
basis. Royal Mail Group had a negative net worth of £2.3 billion at 31 March 2007,
after taking into account of its £5 billion pension deficit. This shortfall could be
bigger if the full impact of increasing longevity is factored into the calculation.
With £28.6 billion of pension fund liabilities and £23.6 billion of assets to satisfy
them (of which 65 per cent is currently invested in equities) the pension deficit is
a very volatile figure. A 0.25 per cent change in the corporate bond rate, which is
used to arrive at the net present value of the liabilities, will increase the deficit by
approximately £1 billion. A 5 per cent drop in the FTSE 100 (to the extent that can
take as the proxy for the value of the total equity portfolio) increases the deficit by
approximately £700 million. These are really significant numbers for a Holding
company with total revenues of £9.1 billion and an operating profit in the year
ending 31 March 2007 of £233 million. This is made more so by tighter pension
regulation requiring deficits to be funded over periods of little more than 10 years.

IMPACT ON EMPLOYMENT

3.33 Atthe end of March 2002 there were around 222,000 employees at Consignia
(Royal Mail Holdings plc) of whom 190,000 worked in mail and parcels. Following
a three-year renewal plan there were around 210,000 in Royal Mail Group and
180,000 in Royal Mail Letters. At the end of March 2007 there were around
204,000 Royal Mail Group employees (around 172,000 of whom were in Royal
Mail Letters). Reductions, small when compared to headcount reductions in other
nationalised industries, were due to internal transfers, net leavers and voluntary
redundancy schemes (including management). Basic weekly pay for frontline
employees has increased well ahead of inflation over this period but, overtime
and contract labour has decreased.

Employment in Royal Mail Letters

3.34  Since April 2002 the headcount for the UK business of Royal Mail Holdings plc
has, as set out above, decreased. In its 2003-04 annual report, Royal Mail
Holdings plc states that a cornerstone of its three-year renewal plan which began
in 2002 was designed to manage employees and their costs in order to remain a
profitable and sustainable business.

3.35 The reduction in headcount over this period was due to the outsourcing of 8,200
people and the remainder being net leavers and from voluntary redundancy
schemes. These schemes related mainly to major programmes in Royal Mail
Letters such as Single Daily Delivery, mail centre, transport and logistics reviews
as well as the transformation of Parcelforce Worldwide and management
headcount reduction.

3.36 In 2004-05 Royal Mail Holdings plc reported that total people costs of £5,038 million
(before exceptional costs) represented 58.6 per cent of the cost base and had
increased primarily due to the pay deal for postmen and postwomen. This deal gave
an increase of 10 per cent, taking basic weekly pay to over £300 per person for the
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majority of the frontline staff, upon successful completion of core efficiency
programmes. In that year Royal Mail paid out Share in Success payments of
£1,074 to each person (a total of £218 million).

In the year to March 2007 some £170 million of operating cash outflow in the
Letters business was due to the payment of productivity bonuses (£98 million)
and Share in Success payments (£72 million) despite the fact that the profitability
of the underlying business had dropped considerably versus the prior year.

The evidence strongly suggests that Royal Mail employees have benefited since
the introduction of liberalisation from above inflation wage increases, as well as
highly competitive pension and bonus arrangements and a reduction in the
working week from six to five days. Employees have benefited more since
liberalisation than before.

Employment in the UK mail industry

In 2005 the European Commission’s postal statistics collection exercise found
that most Member States had problems collecting employment data (or any other
data) from other operators. However, for other operators in the UK’s postal market
some evidence of employment trends can be derived from operators’ annual
reports, where publicly available.

As part of the Business Post group, UK Mail has experienced a growth in the
number of employees over the last few years. In 2001 there were 1,452 employees
and by 2004 this had risen to 1,882. The increase in employee numbers has been
in tandem with the growth of UK Mail. In 2006-07 the Business Post Group had
total revenue of £153 million and UK Mail represented £37 million of this, which
was an increase of 157 per cent up from £15 million in 2005.

However, DX Network Services Ltd saw a reduction in employee numbers
between 2001 and 2002 when there were 2,509. At that time DX was part of
Hays plc so it is difficult to separate the postal employees. Currently DX employs
1,400 people and an additional 1,070 drivers and local companies deliver
business mail throughout the UK for DX.

During the last few years some of the other operators have increased the number
of employees although it is difficult to separate those working in the regulated
and non-regulated sectors of the business. The exception to the increase in
employment levels was the departure from Express Dairies from the postal
market in 2005.

In the UK, most competition has so far taken the form of downstream Access.
Therefore, Royal Mail still delivers all these volumes and has to maintain its
national delivery network and its national delivery workforce. The impact of
market liberalisation on employment in the UK has been neutral at worst, but
probably has (and will increasingly have) a beneficial impact overall in terms
of levels of employment in the industry.
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3.44  Competitive operators, mainly the largest three Access operators, have had to
expand their workforce as they have begun to offer sortation services at various
locations in the UK. In the future, operators that develop parallel end-to-end
delivery networks will need to employ delivery staff to compete with Royal Mail.

3.45 The unregulated UK express industry has become a significant employer and
now helps to support around 72,000 jobs. Employment in the UK express industry
has been rising at an average rate of 6 per cent a year since the mid-1990s!L

3.46 Inareport prepared for TNT Post, Europe Economics!? estimated that the net
annual economic benefits to the UK of opening the mail market to competition
have already been £229 million. A net additional 3,300 jobs with new entrants have
been created in such areas of the UK as Edinburgh, Runcorn, Leeds, Birmingham,
Greenford, Croydon, Barking, Newcastle, Bristol and Swindon. Europe Economics
estimate that by 2016, ten years after full market opening, there will be additional
benefits of between 4,960 and 6,600 jobs created, with an additional annual
contribution of between £306 million to £405 million to the UK economy.

LIBERALISATION IN OTHER COUNTRIES

3.47 Liberalisation has progressed in different ways in countries both within and
outside of the EU. While it is important to be cautious when making comparison
between the regulatory regimes (in part because of the very different political and
geographic contexts) of countries it is apparent that liberalisation whether full or
partial has delivered significant benefits.

3.48 Both the Swedish and Finnish markets are fully liberalised. Competition has,
however, only developed in Sweden (liberalised since 1994) where there are now
in addition to the incumbent operator Posten and its main competitor, CityMail
(owned by Norwegian Post), around 31 smaller local postal operators. While
Posten still retains some 91 per cent overall market share CityMail has made
significant gains in the four regions (Stockholm, Gothenburg, Malmo and Gotland)
in which it operates. Its volumes of nationally distributed addressed postal items
increased from 149 million addressed items in 2000 to 275 million addressed
items in 2006. CityMail has a market share of approximately 13 per cent of the
bulk mail and 8.65 per cent of the total letter volume.

3.49 The introduction of competition appears to have encouraged greater efficiency
and thereby enhanced the ability of Posten to run a nationwide postal service
without state subsidies. The pre-liberalisation high service quality of Posten
improved with liberalisation and competition. Posten has introduced a range
of new techniques including highly automated sorting centres and the
reorganisation of the Post Office network. These changes have led to reductions
in the number of staff employed by Posten. Full competition in the Swedish letter
market has not adversely affected Posten’s ability to provide a profitable nation
wide postal service at reasonable prices!s,

11 Oxford Ecomonic Forecasting. January 2006.
12 The benefits of competition in the UK Mail Market. Europe Economics. 12 March 2008.

13 The liberalised Swedish Postal Market. The situation 14 years after the abolition of the monopoly.
National Post and Telecom Agency, March 2007.
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3.50 Despite full liberalisation in 1994 no successful competitors have entered the
Finnish market. The failure of liberalisation to deliver competition in Finland has
been attributed to the existence of a universal service ‘compensation fund’ which
requires entrants to commit to daily delivery and to pay a tax on revenues to the
State intended to help support the universal service in Finland.

3.51 Competition has, however, been able to flourish in some countries even without
full liberalisation. In Germany the reserved area remained at 50g until 1 January
2008. Nevertheless competition has made significant progress with licences
granted to those operating within the reserved area where they have provided
‘high quality and value added services’ since the end of the 1990s. Of the around
750 active licensees PIN AG and TNT have been the most successful with some
1.6 billion items handled by competitors which represents some 9 per cent of the
overall licensed market!4.

3.52 Deutsche Post AG (DPAG), the German incumbent operator responded to
competition by sub-contracting work including rural mail collection and trunking,
and by reducing staff numbers. DPAG now also offers innovative solutions to help its
customers. These include direct marketing together with monitoring and consulting
services that provide advice to customers to improve their mailing strategies.

3.63 The recent decision by the German Government to introduce a high minimum
wage (€8-€8.90) for postal service workers on full liberalisation of the German
market in January 2008 has, however, introduced some uncertainty for both
competitors in the German market and for the neighbouring Dutch market.

As a result the Dutch Government decided to postpone the full liberalisation of
its market until July 2008 at the earliest. There was a German High Court ruling
against the minimum wage legislation in early March 2008 but it is expected that
the German Government will appeal the ruling.

3.54 In the Dutch market, where the 50g reserved area still applies, two delivery
competitors have challenged the National operator, TNT and now have between
them around a 10 per cent market share of letters volume. However, TNT has
implemented two major rationalisation programmes since 1990 and has just
initiated a third one. One of the competitors, Saand, is privately owned and
the other Select Mail is a subsidiary of Deutsche Post AG.

3.55 Competition has also developed in other EU states without full liberalisation.
In Spain a reserved area remains for delivery of correspondence with a weight of
less than b0g and less than two and a half times the basic tariff. Intra-city mail is
not however part of the reserved area. Around 150 competitors to the national
incumbent (Correos: 92 per cent market share) of which Unipost is the largest
(7-8 per cent market share) are active in urban areas.

3.56 In France, where the reserved area remains at 50g, upstream competition has been
significant with mailing houses and consolidators processing more than half of bulk
mail without the need for a licence. Downstream competition has come from the
newspaper sector and local operators are active in most cities for end-to-end mail

14 The Federal Network Agency for Electricity, Gas, Telecommunications, Post and Railway (BNetzA)
— 10th Market study in the Field of Licensed Postal Items.
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above 50g. La Poste, the incumbent has seen efficiency improve with employment
down from 295,000 in 2001 to 275,000 in 2005. An important automation program
(at a cost of €3 billion) is targeting 90 per cent automation in 2010 and increased
quality of servicel®.

3.57 Inthe USA competition has taken the form of work sharing arrangements between
the United States Postal Service (USPS) and mailing houses. These work share
arrangements are similar in nature to the UK Access arrangements. Around 80 per
cent of all mail delivered by USPS has been handled by a third party at some point.
Contractors also print, prepare and transport mail to postal facilities. In addition,
recent supply chain management improvements aim to bring benefits in terms of
new software that can automate subcontractor reporting as well as improve supplier
performance and collaboration?®,

3.58 USPS has also sought to innovate and has introduced Intelligent Mail™ products
and services which aim to help businesses better manage their resources, be
more responsive to customers and, by adding value to the mail, help secure the
future of mail usage’.

3.59 Although the New Zealand postal market was fully liberalised in 1998, competition
has remained limited. Some competitors to New Zealand Post (95 per cent market
share) provide services in towns by delivering cross town mail and using New
Zealand Post to deliver mail where the competitor has no network. While overall
mail volumes in New Zealand are estimated to be declining by around 3 per cent
a year the picture is mixed. While stamped mail and some transactional mail are
falling there has been an increase in bulk and direct mail as well as a significant
increase in e-fulfilment. New Zealand Post has contracted out parts of its service.
For example, all rural delivery is contracted out to around 500 owner-drivers who
can also deliver other items such as other couriered mail and newspapers.

3.60 Competition has led to increased efficiency among incumbent operators in
liberalised markets!® but there is strong evidence to demonstrate that Royal Mail
is lagging well behind other countries in this respect:

e comparing revenue per employee shows Royal Mail performing behind the
incumbents in Germany, Holland and Sweden;

e comparators of work minutes per letter show Royal Mail less efficient than
10 other EU incumbents including Germany, Spain, Netherlands and Ireland.
This reflects Royal Mail’s relative lack of automation and low levels of capital
investment and its inability to flex its cost base in line with the changing level
and mix of business;

e historically, Royal Mail has been protected by the maturity of the UK mail
market, supported by high volumes at low prices. Since the break of the link
between mail volumes and GDP (around 2001), Royal Mail can no longer
rely on volume growth to counter any inefficiencies;

15 PricewaterhouseCoopers. The Impact on Universal Service of the Full Market Accomplishment of the
Postal Internal Market in 2009. May 2006.

16 Strategic Transformation Plan 2006-2010, USPS.
17 USPS website.
18 Annex 8 International Efficiency Comparisons.
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e UBS published automated sorting rates for 17 European postal operators.
Royal Mail ranks joint 13th at 50 per cent against the Netherlands at 85 per
cent and Germany at 89 per cent; and

e based on 2005 data, out of 13 European mail operators Royal Mail is number
12 in terms of percentage EBIT (Earnings Before Interest and Tax) margin.

CONCLUSION

3.61

3.62

3.63

3.64

The introduction of competition and the ending of Royal Mail’s monopoly of
addressed mail have led to significant changes in the mail market. These changes
have delivered benefits to customers including overall lowering of business mail
prices in real terms, improved quality of service in general, and some innovation.
Most benefits have been accrued by larger customers, although more and more
SMEs and central and local government are taking advantage of the lower prices
offered by Royal Mail and other operators. Access competition has developed at

a faster pace than originally envisaged, but delivery competition has stagnated.
Employment in Royal Mail has declined over the period, partly offset

by the increases in other operators. However, over this time Royal Mail wages have
increased significantly in real terms.

While it is important to be cautious when making comparisons between the
regulatory regimes and circumstances of different countries we can draw some
conclusions from the experiences about liberalisation in other countries.

Liberalisation, whether full or partial can deliver benefits for mail users by providing
greater choice of provider and increased quality of service. Liberalisation can also,
through the introduction of competition, provide an incentive for national
incumbents to transform themselves. In Sweden in particular it is apparent that
service quality has improved while the incumbent remains able to provide a
profitable postal service without the need for state subsidies.

However, changes in the structure of the mail market (the decline in direct mail
and the rapid increase in fulfilment) mean that the industry, and Royal Mail in
particular, has to transform what they do if they are to remain successful in a fast
changing and increasingly challenging mail market.

SECTION 3 THE IMPACT OF LIBERALISATION
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4. AN UNCERTAIN FUTURE FOR THE
MAIL MARKET

INTRODUCTION

4.1 In its 2007 Strategy Review, Postcomm identified and consulted on, three external
critical success factors against which to assess the development of the mail market
over the next five years!®. These are:

e mail market attractiveness;
e Royal Mail's transformation; and
e the public’s willingness to accept service changes.

4.2 Having considered the responses to the consultation in which these factors were
proposed, we consider that:

e performance, measured against these critical success factors, is not moving
in the right direction (e.g. addressed mail volumes have continued to fall;
Royal Mail's industrial relations disruption in the second half of 2007 has
led some customers to test alternatives to mail); and

e the success or otherwise of Royal Mail's transformation significantly affects the
other two success factors given its market dominance and role as the
incumbent universal service provider. Its transformation plan, even as originally
intended, would not have matched the 2005 efficiency levels of ‘best in class’
international comparators until 2012. Royal Mail continues to suffer from
serious delays in implementing this plan. The risks inherent in the plan are also
now far greater because the changes will need to be introduced more rapidly,
during more challenging market conditions and with a workforce that is resistant
to change and without any pressures from end-to-end competitors.

ALTERNATIVE OUTCOMES
4.3 Postcomm considers that there are three possible medium term outcomes.

e Managed decline: On present trends (declines in addressed letter volumes,
Royal Mail’s efficiency lagging behind comparators, end-to-end competition
not becoming established and limited exploitation of e-fulfilment) we foresee
a continuation of the slow decline in mail volumes, prompted by the digital
revolution as well as limited innovation and only modest improvements in
Royal Mail’s efficiency. In this outcome there is the prospect of Royal Mail
facing a future of continuing, indeed probably accelerating, decline.

e Administration: There is a risk that given the current adverse trends in mail
volumes and with increasing wage costs, lack of automation and no resolution
of the pension deficit, then Royal Mail’s deteriorating financial position could
trigger a breach of its financial covenants and possibly the appointment of
an administrator.

19 Potcomm'’s Strategy Review, the Postal Market 2010 and Beyond — Emerging Themes — August 2007.
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4.4

4.5

4.6

e Transformation: However, there are big opportunities in the mail market if
bold initiatives are taken to realise them. Competition is still in its infancy,
there has been little product innovation thus far, and e-fulfilment logistics
offers considerable potential for growth that can offset some of the structural
decline in addressed mail volumes. There is also substantial scope for Royal
Mail to increase its efficiency. Success in these areas is possible but will
require significant transformational changes.

Postcomm has undertaken high level financial modelling to enhance its
understanding of how these outcomes may arise. The broad brush model has
been built to enable simple scenarios to be run to estimate the financial impact
on Royal Mail of different assumptions about volume growth and how Royal Mail
is able to respond in terms of reducing its costs and how quickly it does so. It has
not been designed to predict the future. The model enables a number of flexes
around such things as efficiency, cost marginality, wage inflation, volume growth
and mix and pension funding.

The model concentrates on only the first and the third of the above possible
outcomes. The second outcome of administration arises if Royal Mail is unable to
stem the revenue decline that underpins the first outcome, which is premised on
a slower rate of revenue decline from 2008-09 onwards than it has experienced
thus far in the current financial year. The assumptions used for the first and third
of the outcomes are?:

e Managed decline: In summary, this outcome assumes low levels of underlying
efficiency improvement (at 2 per cent p.a. as per Postcomm’s analysis of
actual Royal Mail efficiency for 2006-07), lower cost marginality (50 per cent
of costs are fixed, from 2008-09) and based on a two year phasing for taking
the variable costs out of the business (as per Royal Mail figures in the interim
review). It also assumes some in the rate of decline in traditional mail,
particularly Mailsort that has been experienced over the past 18 months and
a slow take-up of the growth in e-fulfilment.

e Transformation: In summary, this assumes slightly higher levels of cost
marginality (40 per cent of costs are fixed) and variable costs can be taken out
more quickly. This outcome assumes investment in the network and a resulting
increase in efficiency rates (rising to 5 per cent per annum). As a result of
the improved performance of Royal Mail and greater innovation there is also
slower volume decline in traditional mail and faster volume growth in packets
and e-fulfilment.

The future for Royal Mail, and the market, would look considerably worse if,

as in ltaly, legislation restricted direct mail to those recipients who have opted

to receive it. This would result in a step change reduction in direct mail volumes
(possibly in the order of 30 per cent).

20 Annex 9 Postcomm’s assumptions in its high level model of alternative outcomes for the future

of Royal Mail.
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4.7 It should be noted that the outcomes from the model assume an overall decline in
inland addressed mail and the same assumptions apply in both outcomes for the
volume growth from Door to Door. The key difference in volume and revenue is
the degree to which Royal Mail is successful in exploiting growth in new markets
such as fulfilment.

4.8  The summary volume, revenue, EBITDA (Earnings Before Interest Tax, Depreciation
and Amortisation) and cash flow projections from the model are as follows:

Figure 6: Volumes to 2012-13
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Figure 7: Revenues to 2012-13
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Figure 8: Cash flow to 2012-13
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Figure 9: EBITA to 2012-13

4.9
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This high level modelling demonstrates how important it is to slow the rate of

the decline in traditional mail by more product innovation and for Royal Mail

to remove costs more rapidly and to get to grips with its efficiency to achieve
levels similar to those of efficient international comparators. Without quick and
successful initiatives on all these issues, Royal Mail's financial position is likely
to worsen significantly and the total mails market will decline further. A step
reduction in direct mail volumes because of legislative action to deal with ‘Green
issues’ is more likely to be capable of being absorbed by Royal Mail if there has
been a successful Transformation but it would have very serious effects in the
‘managed decline’ outcome.

SECTION 4 AN UNCERTAIN FUTURE FOR THE MAIL MARKET

33



IMPLICATIONS OF MANAGED DECLINE

4.10 The ‘managed decline’ outcome fails to meet any stakeholder interests (including
those of rival operators) and would require a considerable further call on public
funds because:

e the Royal Mail business would be kept from going into administration by a
combination of regulatory succour (e.g. permitting higher prices: indicative
modelling suggests that price increases would need to be in the order of 15 per
cent depending on price elasticity) and/or shareholder support (e.g. refinancing);

e the available support mechanisms are not guaranteed to be adequate. Tighter
demand elasticities, which mostly result from the changing nature of the wider
communications sector, are likely to limit Royal Mail’s ability to raise prices
further in the way that might have been possible in the past. In 2006-07
Royal Mail raised its prices by 4 per cent but its revenues remained flat;

e it is highly unlikely that any initiative to rein back on letters competition would
help to ease Royal Mail's problems, or indeed would be permissible under
EU law. European State aid rules and concerns for the public purse limit
the degree support can come from a shareholder which is Government,
particularly to support services outside the universal service. Really tight cost
control is unavoidable; and

e failure to achieve a radical transformation of Royal Mail's business will probably
also result in Royal Mail eroding the customer service experience, with a
negative effect on mail volumes. There would probably be a continued
‘nibbling’ away at the service specification the public receives from Royal Mail.
For example, over the past year we have seen later delivery times, earlier times
for the last daily collections and, since October 2007, no Sunday or Bank
Holiday collections. All the cost savings from elimination of the second daily
delivery in 2004 have been absorbed by higher labour and pension costs?.

4.11 For Access operators the prospect of Royal Mail being in ‘managed decline’
would represent a considerable threat because they rely on the company to carry
their mail over the final mile. Unlike other parts of the market where competitive
pressure is currently absent, the degree of competition in the upstream market as
a result of Access has kept both prices and volume decline in check. However,
ex ante regulation will still be required for the foreseeable future in this part of the
market in order to protect Access competition, and the customer benefits that it is
delivering, from potential anti-competitive responses from Royal Mail such as
‘margin squeeze’?? 23,

21 Royal Mail suggested that the implementation of SDD would have a 25 per cent impact on labour
costs (according to Royal Mail Interim Strategic Plan, 21 May 2002). Approximately 60 per cent of
Royal Mail’s total operating costs are labour related which implies a 15 per cent decline in total
operating costs. However, there was no real reduction in operating costs following this change.

22 Annex 10 Changes in Access headroom prior to implementation of ‘headroom’ regulation.

23 In Sweden Posten (the incumbent USP) has been investigated over 100 times by the competition
authorities, and has been found to have abused its market power many times, since the market
was opened up in 1993.
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4.12

The UK is a challenging market for new entrants to develop significant end-to-end
networks. Royal Mail’s enormous economies of both scale and scope, and VAT
exemption, make its unit costs lower than those of its competitors (and allow it

to spread its costs), despite its inefficiencies. This makes it extremely difficult for
new operators to establish a delivery network, even in cheap to deliver to high
population density areas. In the event of Royal Mail's ‘managed decline’ there

is a risk that the pace at which the total addressed letters market contracts will
accelerate and mail will be seen as a far less attractive communications medium.
In addition the VAT exemption distorts Royal Mail’s incentive to out-source any of
its activities, since it would face a 17.5 per cent cost disadvantage compared to
in-house production, as it would not be able to reclaim its input VAT.

“Only competition in final mile delivery will bring Royal Mail’s
bloated costs under control. The current regulatory regime has
favoured Access, with the result all the major end to end players,
except DX, have withdrawn from the market. This government
review must focus on the measures that are needed to enable
greater final mile competition.”

James Greenbury, Deputy Chairman, DX Group

ROYAL MAIL AND THE FUTURE OF THE MAIL MARKET

4.13

4.14

4.15

With Royal Mail carrying 99 per cent of all addressed mail over the final mile,
it is self evident that how the mail market develops over the next five years will
be conditioned more by what happens at Royal Mail than it will be by the pace
of competitor activity.

Postcomm can see positive prospects for the future development of the mail
market overall provided that there is a successful transformation of Royal Mail
and the emerging addressed mail competition continues to develop.

Postcomm has identified the following factors as having a huge bearing on the
future success of the mail market, namely:

e a failure to cut Royal Mail's costs?* would lead to higher prices, which in turn
will negatively impact the competitiveness of mail;

e the initiatives that Royal Mail is taking to make its prices more cost reflective
can, given its current levels of inefficiency, potentially be revenue and/or profit
dilutive for it?5;

24 Annex 11 Royal Mail's actual and forecast unit cost trend, 2005-06 to 2009-10.

25 For example, in its application to introduce geographically differentiated retail prices for non USO bulk
mail prices, Royal Mail proposed to charge deliveries to those Post Codes that are within the M25 at a
premium to the national average prices. This could easily deter large mail users from continuing to use
such competitors to the degree they do currently and it places new end-to-end entrants at a greater
advantage than would otherwise be the case. Royal Mail has not yet completed its formal assessment of
the introduction of pricing in proportion so we are unable to confirm what we hear from some customers
in terms of the adverse impact that the new pricing structure has had on their usage of mail.
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e Royal Mail's potential ability to abuse its dominant position through
anti-competitive behaviour such as raising barriers to entry or offering more
favourable terms for Access to the delivery network for its own upstream
products than those offered to other operators, frustrating many of the
potential benefits from the introduction of competition;

e Royal Mail’s industrial relations problems could cause further service disruption
that ‘forces’ more customers to abandon mail. Indeed the MUA believe that
the use of mail as a communications medium has been damaged significantly
by the strike during 2007. Substitution of mail by other (electronic) media has
been noticeably raised up the agenda, encouraging some MUA members to
speed up their investment in alternative methods of communicating with their
customers?. The MUA reported that the strike had driven members to become
more reliant on electronic substitutes for internal customers and that some of
those in the magazine sector had now decided to develop alternative magazine
distribution networks to that provided by Royal Mail;

e the heavy concentration of mail in a few large customers means that it only
takes changes by a few to make a significant impact, as has already been
experienced in the take-up of Access products. If one or two big mailers
were to exit mail completely, many more would be tempted to follow;

e environmental concerns could lead to the imposition of restrictions on direct
mail and on emissions (e.g. pressures from government for a direct mail
‘opt in” should the industry fail to meet its recycling targets, which currently
looks quite likely);

e banks/utilities may charge for hard copy statements for both cost and
environmental reasons; and

e changes to the VAT regime (i.e. imposing a full 17.5 per cent VAT rate on
Royal Mail), whilst removing a significant barrier to competition, could lead to
a significant price increase for those mailers unable to recover VAT, causing
customers to reduce their use of mail.

CONCLUSION

4.16 OQverall, the competitive environment is still in its early stages and end-to-end
competition is not yet effectively established. This is why we expect that Royal
Mail will remain the dominant operator for the foreseeable future, with its actions
shaping the development of the mail market. This will be the case irrespective of
its success in transforming the business because Royal Mail’s scale, and VAT,
advantages so greatly outweigh its inefficiencies. However, the degree of its
success in transforming its business will have a major impact on the size of the
mail market five years hence, along with the development of digital alternatives.

26 MUA Qualitative Research. The Impact of Strike Action At Royal Mail in 2007.
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4.17

4.18

4.19

4.20

4.21

Postcomm sees a serious strategic gap between what Royal Mail will need to do
between now and 2012 to avoid an accelerating trend of decline, and what has
been delivered in the recent past and currently looks in prospect.

Substantial challenges are involved in providing a quality customer service and
strong universal service in the face of increasing usage of electronic media and
the rapid growth in e-fulfilment, but these challenges are not insurmountable.
They are all the greater today because, against its own Business Plan prepared
in 2005, just before the market was fully liberalised, Royal Mail has under spent
by 75 per cent (£124 million) on capital to modernise its business.

Without significant changes the most probable outcome for Royal Mail is one of
accelerating, but managed, decline. However, we do not believe that this is at all
desirable or inevitable.

Other operators do not yet have the scale to step in and provide all the mail
services required by customers. Their plans for delivery to the door are seriously
hindered by the present VAT regime.

A more active programme of product innovation, together with transformational
changes in how Royal Mail’s business is run, should curb significantly the rate of
volume loss to electronic media. Indeed, an innovative Royal Mail, as the largest
mail service provider, is for the foreseeable future, crucial to the health of the UK
mail market by defending it from shrinkage by e-substitution. However, this can
only be achieved realistically by sharpening Royal Mail’s incentive to accelerate
efficiency improvements through maintaining its exposure to competition and by
Royal Mail responding to this competitive pressure by vigorously addressing its
culture and its costs.
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5. AVIBRANT FUTURE FOR THE MAIL MARKET

INTRODUCTION

5.1 Postcomm'’s vision for the mail market is for a range of reliable, innovative and
efficient services, including a universal service reflecting the needs of users,
valued by customers, and delivered through a successful Royal Mail and a
sustainable competitive market.

5.2 Postcomm sees opportunities still to be exploited fully in the mail market.
These come principally from:

e product innovation in both retail and wholesale, particularly through greater
integration of mail and digital media, making mail more relevant for the
market of today;

e through exploiting the significant growth in e-fulfilment. Few of the new
operators have been successful in marketing the ‘value add’ of mail,
which we see as important to secure a healthy mail market;

e the achievement of benchmark efficiency in the mail pipeline, taking Royal
Mail efficiency levels to those of the best European comparators through
investment in new technology, changing work practices and improvement
in management capabilities; and

e Dby providing Royal Mail and the market with the right incentives and freedoms
(and the necessary sanctions), to ensure that it can flourish.

HOW WILL THE MAIL MARKET DEVELOP?

53 Royal Mail has a deep knowledge of the mail market, and from all the responses
we received to our Strategy Review, including Royal Mail's, Postcomm would
endorse many of Royal Mail's views on market development. However, based on
Postcomm’s own research, stakeholder meetings and responses to consultations
there are a number of areas where we would take a different perspective namely:

e we believe that Royal Mail understates those aspects of mail that valuably
differentiate it from other media and the extent to which these can be
capitalised upon by product/service innovation. These include the personal and
highly targeted characteristics of hard copy communication, together with the
universality and accuracy of its address lists. The larger European and the North
American mail operators are further advanced than Royal Mail in differentiating
mail in the electronic world?”. We have also seen some competitors innovating to
maintain the relevance of mail as the market changes:

“Working closely with our customers we have developed a range
of innovative products through Access contracts which have
enabled our customers to improve response rates and returns
on investment from Direct Mail.”

The Mailing House Group

27 Annex 12 International product innovation to complement digital communication.
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we also see significant growth in fulfilment mail, packets and parcels arising
from the rapid growth in online shopping, which potentially provides a high
added value opportunity to replace some of the likely loss of lower value but
higher volume transactional mail. However, some of the earlier growth in
e-fulfilment such as CDs and DVDs are themselves being substituted by
downloading from the internet, and many publications offer online access
and subscription;

only very recently has Royal Mail recognised the extent to which the price
elasticity of demand for its services has been increased by users having a
choice of mail operator and by the greater availability of alternative media.
Royal Mail’s request of Postcomm for the 2006-10 Price control was for an
average 8 per cent a year increase in prices over the four year period and it
strongly disagreed with us on the likely adverse impact that this would have
on mail volumes?®. The control which Postcomm agreed was for an average

4 per cent per annum increase and the volume impact for the first 18 months
of the price control has negated all the revenue benefit that was sought from
even lower price increases?;

Royal Mail underestimates the positive impact that Access competition

has had in maintaining the health of the mail market by driving mail volume.
It also continues to overstate significantly the likely pace at which end-to-end
competition will develop in the absence of a major change in the VAT regime.
Postcomm has come to this conclusion as a result of analysing not only Royal
Mail’s projections and the underlying data behind them, but also the business
plans and costings of new entrants®; and

elsewhere in Europe, the national incumbents have achieved lower upstream
costs and they have adopted successful alternative models for delivery in
remote areas through a greater use of third parties to operate or manage parts
of the mails pipeline. It is recognised that Royal Mail's VAT exemption can limit
the benefits from such alternative models, but Postcomm believes that they
still offer a significant opportunity for Royal Mail to be more efficient.

FACTORS INFLUENCING E-SUBSTITUTION

54 Electronic services are now a real alternative to some forms of mail. There are,
however, because of the nature of the different forms of mail, factors which may
encourage or discourage e-substitution.

5.5 Transactional mail3 is under pressure from e-substitution. Many businesses
are encouraging their customers to move from receiving physical bills and
statements to receiving them online in order to realise cost savings. However,
while businesses are trying to reduce the volume of physical mail they send,

28 Royal Mail's response to Postcomm’s Final Proposals on 2006-10 Price Control (Sept 05).

29 Annex 13 Royal Mail's volume and price change 2006.

30 Annex 14 Forecasts for the development of mail on mail competition: comparison of Royal Mail and

Postcomm forward projections.
31 Transactional mail refers to regular, scheduled items, often associated with financial transactions such

as bills and statements, and primarily generated by financial institutions, utilities and government.
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they tend also to be committed to offering customers a choice of communications
channels, so the extent to which this drive in cost savings actually reduces
transactional volumes will depend on customer willingness to move these items
online. Most large transactional mailers expect to maintain 90 per cent of their
transactional mail volumes in the medium term due to customer choice.

5.6  Therisk to sensitive mail arriving in the wrong e-mail inbox is very real and
discourages the use of electronic services for transactional mail. Encryption
software should mitigate this concern but will need to be satisfactorily reliable
before it is taken seriously.

5.7  Some large direct mailers are migrating to internet and e-mail advertising to
promote their products and services. In the past few years, large direct mailings
have tended to give way to smaller, more targeted campaigns which are blended
with other media. However, the use of e-mail advertising and marketing is not
always a strong alternative to direct mailings as often ‘spam’ filters used by email
programmes filter e-mails with ‘sales’ titles into junk mail folders, where they are
often not read by the recipient. Work is being carried out by the internet security
companies to continually refine spam filters, and advances in this technology
could cause more direct mail to move to e-mail.

5.8  Direct mail can be carefully targeted to customers using good quality mailing lists
and is a reliable, hand delivered service, which is highly valued at a time when
interaction is increasingly through the screen or the telephone. Direct mail also
allows the customer to have a closer experience with some types of product than
e-mail direct marketing, for example through product samples.

5.9  Social mail is increasingly being substituted by electronic services such as text
messaging and e-mail. The message gets there faster and can facilitate rapid
exchanges, and social mail cannot compete with this type of rapid communication.
In Sweden for example, since 2000, mail volumes have decreased mainly due to
substitution by electronic media and competition in the advertising market by
alternative media. However, social mail can be personalised, and remains a valued
medium for certain types of correspondence.

5.10 Business-to-business magazines constitute a particularly price-sensitive market,
with its high reliance on postal distribution. According to Postcomm’s discussions
with stakeholders, it is an area of the publishing sector that has been especially
sensitive to electronic substitution. Increasing postal prices will encourage a shift
to electronic services.

5.11 Many consumer magazines are now offered online and companies increasingly
are creating and publishing online digital magazines. However, many companies
still see the benefit of sending customers a physical magazine which they can
easily pick up and put down, share with friends and keep for as long as they wish.

5.12 Fulfilment mail refers to the delivery of requested goods, from mail-order items
to brochures and tickets. Certain areas of fulfilment are now subject to electronic
substitution such as tickets, brochures and music. Substitution in this area
depends on the technological capability to move to electronic access of goods or
services (i.e. music downloads). By contrast, it is unlikely most goods fulfilment,
such as clothes, would never be vulnerable to electronic substitution.
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DEVELOPMENT OF COMPETITION

5.13

5.14

5.15

5.16

We continue to believe strongly that under the right conditions competition, rather
than the lack of it, will be the more effective stimulus to ensuring a universal
service and that Royal Mail achieves a successful radical transformation.

“Of our major customers, who account for £3 billion of our revenue,
13 have already given business to competitors. This is now a fact
of life and will accelerate and is the sole reason to keep our quality
up and our costs down, so we can compete.”

Allan Leighton in letter to employees, January 2006

With Royal Mail still handling over 99 per cent of letters over the final mile (which
accounts for around 60 per cent of the overall network costs) the scope for
customers to benefit further from either lower prices or more product innovation
is constrained unless there is more end-to-end competition. However, an
advantage of Access competition over end-to-end is that, because it contributes
to the costs of Royal Mail’s final mile operations and enables Royal Mail to avoid
upstream costs, it protects Royal Mail’s ability to finance its universal service
obligations in the face of competition. However, as the examples of Sweden

and Germany above have shown, it is not necessarily the case that end-to-end
competition threatens the provision of a universal service. In the event that some
aspects of the universal service entail a significant net cost to Royal Mail (after
taking into account both the costs and the benefits of being the current universal
service provider) it may be that a tendering process for those parts of the service
is appropriate. This could be supported by a contingency mechanism for a
financial contribution for those elements of the service that cannot be provided
on a commercial basis.

Latest indications are that Access volume growth is continuing to rise and it
is predicted that it will reach 25 per cent of total Royal Mail volume in the
financial year 2008-09.

End-to-end competitor volumes in 2006-07 were down on the previous year
because one operator, Express Dairies withdrew from the market. It withdrew
when its business model became unviable following Royal Mail's introduction

of (cost justified) Pricing in Proportion, where format rather than weight became
the main driver of pricing. The other significant end-to-end operator, DX Mail
Services, did not grow its volumes in 2007, and DHL Citispeed has withdrawn
from the market within the past four months. However, although no other operator
started up an end-to-end letters business in 2007, TNT Post very recently started
to trial deliveries in Liverpool with plans to roll this out in Scotland and other
areas. We have also seen, following the changes in January 2008 to the licensing
arrangements, a number of enquiries and applications from would-be local
delivery operators.
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CONCLUSION

5.17 Whilst we continue to see competing media and cost pressures on the use
of mail for customer acquisition and retention, we can see opportunities for
substantial growth in higher revenue e-fulfilment volume. Postcomm believes
that if there is genuine innovation, then the rate of decline in traditional mail
revenue (if not volume) can be partly offset by exploiting in higher priced areas
such as e-fulfilment. This, coupled with improved efficiency, would help to
secure a transformed and more vibrant mail market. However, the key to this
is providing Royal Mail and the market with the incentives and structure with
which they can flourish.

42 | POSTCOMM'S FIRST SUBMISSION TO THE INDEPENDENT REVIEW OF THE POSTAL SECTOR ~ AMENDED MAY 2008



6. STRUCTURE OF ROYAL MAIL

INTRODUCTION

6.1 It is Postcomm’s view that a financially robust Royal Mail, as part of a
competitive market, is essential to deliver a universal service and to meet
the needs of customers. In looking at how this can be achieved, the issues
arising from the current structure of Royal Mail have to be considered.

BUSINESS STRUCTURE OF ROYAL MAIL

6.2  We believe that the issues arising from the structure of Royal Mail Holdings plc
needs to be considered from three perspectives:

the structure of the Letters business and its impact on operational
efficiencies, the customer and on the development of competition;
the role of Parcelforce Worldwide (Royal Mail’'s UK express parcels
carrier); and

the relationship of the Letters business with Post Office Limited (the business
responsible for managing the network of post offices which are the access
point to postal services for consumers and most SMEs).

Structure of the Letters business

6.3  The nature of the vertically integrated letters ‘pipeline’ inevitably has a
considerable impact on the future development of the mail market:

significant end-to-end competition is not likely in the short term unless,
amongst other things, the VAT regime is reformed quickly. Access is the main
way by which customers are benefiting directly from the liberalised market;

despite a condition in Royal Mail’s licence requiring Royal Mail to grant non-
discriminatory access to its postal facilities, competitors using Access do not
have a clear assurance that they will be treated in the same manner as Royal
Mail treats its own upstream business. Headroom regulation, therefore, has
had to be introduced to prevent ‘margin squeeze’, but Access operators
remain dependent on Royal Mail’s delivery network and are at risk from Royal
Mail's potential to abuse its dominant position to deter or forestall competition;

the size of Royal Mail’s Letters business is very important. Royal Mail's scale
economies greatly offset inefficiency and costly overheads but it requires
complex coordination mechanisms;

most businesses facing the pace of market change that Royal Mail is
experiencing respond by reducing business complexity and decentralising
decision-making. So far Royal Mail have maintained the status quo; and

to facilitate Access competition Royal Mail has been required to create a
stand alone wholesale division. This new division has worked closely with
its customers. New entrants, in conjunction with Royal Mail Wholesale,
have introduced innovation and adapted to market changes, including
tracked mail and improved management information.
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6.4  Postcomm sees considerable risks and issues with the current lack of a
combination of adequate cost transparency and wholesale equivalence
(the equivalence of treatment, in price and non-price terms, between third
party items and Royal Mail items accessing Royal Mail's network). Postcomm
believes that Royal Mail’s current reporting of its costs to Postcomm has been
inadequate to ensure the effectiveness and efficiency of regulatory decisions,
and to give greater assurance to the market. There is a lack of suitable reporting
of product profitability on a wholesale equivalence basis as well as a vertically
integrated basis and too high a level of aggregated reporting of product and
sub-product profitability:

e Royal Mail’'s current reporting of its costs and profitability is based largely on its
own costing principles and assumptions. These are not clearly documented as
part of the reporting process, and are not approved by Postcomm. In a number
of instances there are material differences between Postcomm’s preferred
approach to cost attribution and the principles adopted by Royal Mail. Reliance
on, and confidence in, Royal Mail’'s cost data would be significantly improved if
all cost reporting was made consistent in documents which Royal Mail set out
the main principles and assumptions underlying the costing system in a manner
agreed with Postcomm;

e Royal Mail's current reporting framework is based on a vertically integrated
model. There are considerable disadvantages from not supplementing this
with the reporting of costs, profitability and volumes on a wholesale
equivalence basis. Under current reporting arrangements, the profitability of
Royal Mail's downstream business, the health of which is for the foreseeable
future essential for the sustainability of the universal service, can not be
assessed independently. Indeed, Royal Mail Wholesale does not operate as
a fully fledged profit centre. Correspondingly, the profitability of Royal Mail’s
end-to-end business can not be assessed as if the downstream prices
charged by Royal Mail were an external or avoidable cost of the end-to-end
business. Lack of data on this basis means that there is little assurance that
there is a level playing field for upstream competition; and

e Royal Mail currently reports profitability at a product level (e.g. first class
stamped). Postcomm’s decisions often require cost data at the sub-product
level (i.e. by weight step and format) and, increasingly, by geographical zone.
This level of disaggregation is currently only supplied on an ad hoc basis.
The link between product costs and sub-product and zonal costs is not
straightforward, and this frequently results in the need for large amounts of
ex post analysis. A greater level of disaggregation in Royal Mail’s regular
reporting framework, including the reporting of costs by sub-product and
zone, and the provision of the detailed information linking costing principles,
product costs and sub-product costs, would make ad hoc analysis by
Postcomm of specific issues a great deal more reliable, and would facilitate
faster decision-making and a move to more ex post regulation.
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6.5

6.6

6.7

6.8

6.9

In January 2008 we consulted on this topic3 because we believe it could deliver
consumer benefits and, over time, secure a significant reduction in the scope of
regulation. Feedback from some stakeholders also suggests that it could provide
the market with the assurance that it needs about ‘fair play’ by Royal Mail.

The Letters husiness and Parcelforce Worldwide

Parcelforce Worldwide is a UK express parcels business operating in a fully
competitive market (although it has benefited from VAT exemption). It has recently
come out of a turnaround plan that has seen it return to profitability. It is currently a
division of Royal Mail within the same legal entity as the regulated letters business.
In the context of the mail market Parcelforce provides Royal Mail with an important
capability in the significantly growing e-fulfilment market with over 50 per cent of
Parcelforce Worldwide’s volumes being B2C.

The Letters business and Post Office Limited

Post Office Limited (POL) is a retail business which receives Government financial
support to enable it to fulfil its public service obligations. It is generally accepted
that POL will not be fully commercial. Two thirds of POL's revenue comes from
non-Royal Mail Group sources. However, some £1.4 billion of Royal Mail's stamp
revenue comes from sales in Post Offices (for which POL earns a fee), and a
further £300 million from other retail channels including online. Currently POL

is going through a closure programme to reduce the number of loss making
offices. This closure programme is highly sensitive in the minds of the public
and politicians, at national and local level. However, this restructuring has been
prompted entirely by factors unrelated with the mail business done by Royal Mail
through POL such as the loss of government contracts for payment of benefits.

Both Royal Mail and POL are going through periods of significant change and
focus is a key requirement for successful implementation of major change.

POL has a number of restrictions placed on it by being part of the same group as
the Letters business. For example, POL is restricted from seeking non-Royal Mail
sources of mail, courier and express revenue (important for the growing eBay
generation). POL has also been less than successful in engaging effectively with
regional parliaments and local government.

As indicated in our 2007 Annual Report on the Post Office network33, which is a
source of advice to the Secretary of State BERR, Postcomm is promoting a public
debate on what restrictions might be preventing POL from securing new business,
including the merits of a full legal demerger of POL from the remainder of Royal
Mail Holdings plc. We expect to publish our detailed thoughts on the pros and
cons of the debate in the Network Annual Report later in 2008.

32 Regulatory Framework for Postal Services from 2010, published 15 January 2008.
33 Postcomm’s Network Annual Report 2006-07. Published in October 2007.
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CONCLUSION

6.10 The current structure of Royal Mail creates a number of tensions and constraints
that are sub-optimal for the future of a universal service, the success of the mail
market and the future success of Royal Mail.

6.11 Current levels of cost transparency within Royal Mail Letters are inadequate.
This has a significantly adverse impact on the efficiency and effectiveness of
regulatory decision making and can lead to the regulatory framework being more
extensive than would otherwise be required. It also adds to the level of market
uncertainty especially for end-to-end services that has a direct impact on the
willingness of operators to enter the market. Royal Mail’s own commercial plans
can be delayed as ad hoc information is required to support requests for product
and price changes.

6.12 Postcomm has launched an industry letter on the future structure of Royal Mail,
including greater cost transparency and wholesale equivalence. Postcomm is due
to publish its initial proposals in the summer.
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7.1

7.2

7.3

7.4

7.5

7.6

CONCLUSIONS

We end this first submission by summarising the key points made by Postcomm
in responding to the Panel’s terms of reference 1 and 2 on the impact of
liberalisation and the development of the market.

In summary, Postcomm considers that:

e for the purposes of this review the mail market must be viewed in its widest
possible context so that the opportunities that exist can be recognised;

e liberalisation has delivered significant benefits for business and
residential customers;

e there can be a bright future for the mail market, however if current trends
continue there is a risk that Royal Mail will fall into managed decline; and

e insufficient cost transparency and the current structure and governance
of Royal Mail are significant impediments to achieving a positive future.

There are significant opportunities for developing the mail market and for
providing further benefits to customers, but it is only through liberalisation and
competition that we will be able to obtain these benefits. A genuinely competitive
market can ensure the needs of customers are well served, a sustainable
universal service is provided and a healthy future for Royal Mail guaranteed.
This can only be achieved by addressing current issues as a matter of urgency.

Nature of the mail market

The review of the postal services sector should consider the mail market in

its widest context. Focussing only on the letters market would point towards a
rather bleak conclusion that environmental concerns, demographic changes and
e-substitution will lead to an ongoing and perhaps terminal decline of Royal Mail
and the wider postal services industry. This narrow and unnecessarily bleak view
could, if accepted, become a self-fulfiling prophecy.

The profound changes occurring in the wider mail market, while presenting
huge challenges, also offer many important opportunities for both fulfilment

and express mail: not everything can be digitised. Harnessing technology to

the undoubted unique personal nature of mail can ensure the future of letters

in the 21st Century. It is within this wider context that the impacts of liberalisation
and the introduction of competition should be considered by the Panel.

The impact of liberalisation

Liberalisation of the market in the UK has led to significant benefits for customers.
Business customers who send around 90 per cent of all mail have seen a greater
choice of service providers, more responsive, innovative and customer focussed
service, and lower prices. While residential customers have remained entirely
dependent on Royal Mail for sending letters, they have benefited from significant
improvement in the reliability of service and in 2006-07 enjoyed record quality of
service levels (albeit before a decline due to strike action in 2007).
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The positive impacts of liberalisation have not been limited to the UK but have
been felt in other EU member states including Sweden and Germany and further
afield in the United States and New Zealand. In these countries liberalisation has
spurred investment and modernisation by the incumbent, a more innovative
customer focus and improved quality of service.

Competition in the UK within the letters market has taken two forms: significant
upstream or Access competition with around 20 per cent of all letters now
handled by Royal Mail's competitors at some point in their conveyance; and
end-to-end delivery competition which has so far been limited.

It is not only the UK'’s mail customers who have benefited from liberalisation,
and the changing market structure, but the wider economy. Benefits to the
economy are being delivered not only by competitors to Royal Mail in the letters
market but packet, express and parcels market operators benefiting from the
growth of e-fulfilment.

To date, Royal Mail’s ability to respond to and profit from the dramatic changes
and opportunities in the mail market has been constrained by amongst other
things an under-invested and inefficient network, high legacy pension costs,
difficult labour relations, and governance environment that limits the pace of
organisational change and speed of response.

An uncertain future

The vital role that the transformation of Royal Mail plays in the future of the mail
market is clear. Without bold initiatives to transform Royal Mail so that it can seize
the opportunities that exist it is likely that there will, on present trends, be a
continuation of the slow decline in mail volume. This will leave Royal Mail facing
a future of continuing, or possibly accelerating decline. A continuation of the
adverse trends in mail volume, increasing wage costs and no resolution of the
pension deficit problem will present a risk, albeit presently low, of financial failure.

A vibrant future for the mail market

The mail market can be profitable and further decline in Royal Mail is not
inevitable. There are significant opportunities to be exploited from product
innovation and growth in e-fulfilment. Those aspects of mail which valuably
differentiate it from other media and the extent to which these can be capitalised
on by product and service innovation. Significant growth in fulfilment mail is
achievable arising from the rapid growth in online shopping.

If Royal Mail secures the improvements in efficiency in the mail pipeline that are
possible, and it is provided with the right incentives and freedoms to ensure that it
can address its difficulties, the future for the company and the market in general
can be strong.

Liberalisation and competition can spur Royal Mail to improve efficiency and
to innovate and are, therefore, good for the customer and for the universal
service. Royal Mail should work with Access operators, to develop and sustain
the mail market.
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Structure of Royal Mail

A financially robust Royal Mail is needed to secure a healthy mail market which
meets the needs of customers and provide a valued universal service. We have
identified significant issues in the current structure and governance model which
create tensions and which need to be addressed. There are also significant issues
about the relationships between the Letters Business and Parcelforce,

and between the Letters Business and POL.

Current levels of cost transparency are inadequate. This transparency makes it
extremely difficult for Postcomm to ensure, and for competitors to be confident,
that all operators are treated equally. Royal Mail could do a great deal to help
improve the effectiveness and efficiency of Postcomm’s regulatory decisions and
give greater assurance to the market.

Concluding remarks

There have been considerable benefits from liberalisation to date but to maintain
and improve on these there are a number of issues that must be addressed sooner
rather than later if Royal Mail is to be successful, a universal service is to be
protected without a call on the taxpayer and the mail market is to remain attractive.
Without decisive action an opportunity to ensure that the mail market can meet fully
its potential to provide benefit to its customers and thereby to provide returns to
investors and secure employment for its participants will be lost.

Postcomm
March 2008
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ANNEX 1. ROYAL MAILS UNIVERSAL SERVICE
AND PRICE CONTROLLED PRODUCTS

Figure 10: The relationship between the universal service and price-controlled products

Price and margin
controlled:
Response Services
(1st, 2nd & Licence Fees)
PPI (1 & 2)

Mailsort (1 & 2) 120
Mailsort (1,2 & 3) 700
Mailsort (3) 1400
Presstream 1 & 2
Packetpost 1 & 2
Packetsort 8 (1 & 2)
Walksort (1 & 2)
Access 1400

Access 120

Access 700

Access Walksort
Private Boxes transfer
to PO Box (12 months)

Universal and
price controlled:
Stamp (1 & 2)
Metered (1 & 2)
Standard Parcel
Airmail
International Surface mail
Special Delivery (Next Day)
Recorded

Redirections (12 months)
Cleanmail (1 & 2)

Mailsort 1400 (1 & 2)

Universal:
Support and other services
included in Royal Mail’s
Schemes (Section 89) e.g.:
Certificate of Posting
Business Collections
Keepsafe

Poste Restante

Articles for the Blind
International Signed For
HM Forces

Electoral Letter

Petition to Sovereign or
Parliament

Notes:

1. PPI(1 & 2) are not required to be provided as universal services under Condition 2 of Royal Mail’s licence.
They can be classified as universal services by virtue of being provided under Royal Mail’s Inland
Letter Post Scheme, made under section 89 of the Act.

2. Access products are not price controlled but headroom protected.
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ANNEX 2. COMPETITIVE IMPACT OF
VAT DISTORTION

The following chart shows the indicative competitive impact of VAT distortion in the UK.
The Letters market for VAT non-recovering customers*

Figure 11: Fifty percent of the market is unable to fully recover VAT on purchases;
Financial Services represent 43 per cent of this market

. VAT Recoverers 50%
(The majority of UK Ltd
businesses, PLCs and public
organisations such as councils)

[ VAT Non-recoverers 50%

Figure 12: Make-up of the VAT non-recovering customers

B Consumer 31%
B Finance 43%
Top 15 FS companies (28%)
|:| Government 13%
B sMEs 5%
B cCharities 3%

[] Education 3%
[ ] Prof Bodies 2%

*No VAT applied.
Source: Royal Mail Data 2002.
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ANNEX 3. COMPARISON OF UNIVERSAL SERVICE
SPECIFICATIONS IN EUROPE

INTRODUCTION

The European Postal Services Directive3 (‘the Directive’) sets certain minimum
requirements for the universal service but leaves the detailed definition of the universal
service in the hands of Member States. Therefore different Member States have adopted
different definitions, many of which are narrower than in the UK.

The UK has one of the highest universal service specifications in Europe, and for the basic
weight stamp product it is priced at well below the European average.

ANALYSIS

The universal postal service in each EU Member State reflects the historical development
of postal services and what people in each country have come to expect.

The minimum requirement for the universal service provided by the Directive is that
(subject to certain exceptions) Member States must ensure the provision at an affordable
price of at least:

e one collection from appropriate access points;
e one delivery to all addresses;

e every working day (in many countries this is taken to be five days per week
but in the UK the universal service requires a six day delivery for letters);

e inrespect of postal items up to 2 kilograms and domestic packages up to
10 kilograms (which may be extended to 20 kilograms), up to 20 kilograms
from other Member States; and

e aservice for registered and insured items.

The Directive refers to a universal service of a ‘specified quality at all points in the
territory” and also provides that ‘Member States shall ensure that quality of service
standards are set and published in relation to the universal service in order to guarantee
a postal service of good quality’.

The Directive does not specify what specific services should be included in the universal
service. The historic differences between Member States mean that in some the
universal service includes services such as the delivery of newspapers and periodicals,
financial services and the provision of post offices, but in others it does not. The number
of days that post is delivered and delivery times vary as well. There is a similar range of
experience and historical precedent in respect of whether post is delivered to the door,
to post boxes in an apartment building, or to the apartment building superintendent.

In some Member States, the postman has to use a key to open the mailbox of each
household, only the postman and the householder have a key to open the mailbox.
Table 2 provides a summary of these differences.

34 Directive 97/67/EC as amended by Directive 2002/39/EC. Postcomm’s Strategy Review, p.62,
August 2007, Emerging Themes.
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Table 2: Comparison of Universal Service specifications across the ten largest European
countries (by population, EU-25)

Quality

of service

UK

1st, 2nd class, bulk mail,
registered and insured <2kg,
parcels <20kg, Special Delivery
and International outbound,
Mailsort and Cleanmail (plus
some minor services)

D+193%
D+3 98.5%

Germany

Letter items <2kg

Parcels <20kg

Newspapers and magazines
Registered and insured items
Cash-on-delivery items

D+1 80%
D+2 95%

Post Offices

are opened
throughout

the entire year
(self-commitment)

France

Letter mail <2kg
Parcels <20kg
Addressed catalogues
and magazines

D+1 85%
D+2 95%

Netherlands

Items of correspondence <2kg
Domestic parcels <10kg
International parcels <20kg
Registered and insured items
P.O. Boxes

Bulk mail is not part of the USO

D+195%

Italy

Mail items <2kg
Parcels <20kg
Registered & insured items

D+1 87%
D+2 98%

Spain

Postal items <2kg

Parcels <10kg

Newspapers, magazines, books
Registered and insured items

D+3 90%
D+598%

Poland

Letter mail <2kg

Parcels <10kg

Insured parcels <10kg

Ingoing int'l items <20kg
Registered and insured letters <2kg
Money orders

D+1 82%
D+2 90%
D+3 94%

Greece

Postal items <2kg

Postal packages <20kg
Registered and insured items
Newspapers and magazines

D+1 85%
D+3 99%

Belgium

Postal items <2kg

Parcels <10kg

Ingoing int. parcels <20kg
Registered and insured items
Newspapers, magazines

D+1 94%
D+297%

Average waiting
time in Post Offices
<4 minutes

Portugal

Correspondence, books,
catalogues, newspapers <2kg
Postal packages <20kg
Registered and insured items

D+193%

Maximum waiting
time in Post Offices
under 10 minutes
>70% of
occasions

Source: Postcomm’s Strategy Review, 2007 & PwC report ‘The Impact on Universal Service of the

Full Market Accomplishment of the Postal Internal Market 2009 — Annexes’.
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ANNEX 4. ROYAL MAIL REVENUE AND PROFIT
FOR 2006-07

INTRODUCTION

Annex 3 shows that the Universal Service specification for the UK postal market is greater
than many of its European Peers, however, for a long period, political pressures have
kept the pricing of many products at below cost. In this annex we provide some examples
of products included within the Universal Service definition where costs exceed price.
This analysis is based on costs which are expressed on a fully allocated basis, using
Royal Mail’s cost allocation methodology.

ANALYSIS

Royal Mail's Regulatory Financial Statements indicate that a number of products in
Royal Mail’s Price Control are loss making.

Table 3: Price Controlled area performance

B T O I

1C stamp/meter/PPI 1,700 4,156
2C stamp/meter/PPI 1,055 (139) (13.2) 4,345
Bulk Mail 1,472 (61) (4.1) 7,600
Downstream Access 325 (44) (13.5) 2.434
Other 1,407 1,988

Source: Royal Mail's Regulatory Financial Statements 2006-07.

The table above summarises the operating performance before exceptional items for
Royal Mail by major product group in 2006-07.

In total, Price Controlled area revenues fell by £28 million (0.5 per cent) compared to
2005-06. This included the impact of the significant increase in access, which showed
a 111 per cent increase in volumes to 2.46 billion items, and a £174 million increase in
revenues, offset by the decline in bulk mail of £176 million. Postcomm does not agree
with Royal Mail’s cost allocation that shows such a large negative margin on access,
shown above at -13.5 per cent.

It can be assumed that without the universal service obligation, a profit-maximising operator
would withdraw some or all of the services for which avoidable costs exceed price or
increase its prices for loss making services. Royal Mail is prevented from doing this because
of its licence obligation to provide a universal service at a geographically uniform price.

35 See Postcomm’s ‘Review of Royal Mail’s pricing flexibility and level of access headroom, August 2007,
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ANNEX 5. KEY CHANGES TO THE ROYAL MAIL
LETTERS PORTFOLIO SINCE 2006

INTRODUCTION

The table below highlights the key changes to Royal Mail’s letters portfolio since the
introduction of full competition in 2006. The lack of new product development suggests
that Royal Mail has concentrated more on price-related competition rather than innovation.

Since the introduction of the current price control (April 2006), Royal Mail has made

41 changes to its products and services. These changes range from a small modification
to the terms and conditions for a product to a completely new pricing structure with
Pricing in Proportion.

Royal Mail has introduced five new products during this time. Postcomm has deemed
just one of these products substantially similar to a price controlled product and as
such included it in the price control. Royal Mail has also introduced an additional four
products that were previously only offered as bespoke solutions.

Table 4: Examples of Royal Mail’s proposed new products

21/07/06 Business Mail Secure

Not substantially similar

15/12/06

Automated Standard Large Letter
(ASTLL)

Substantially similar

20/12/06 Cleanmail Advance Not substantially similar
09/03/07 Royal Mail Tracked Not substantially similar
03/04/07 Royal Mail Heavyweight Not substantially similar

Royal Mail has requested exemption from the pre-notification and publication
requirements set out in Condition 7 of its licence for five products in the past 15 months.
Postcomm has, by Direction, approved three of these exemption requests and is currently
in consultation on the remaining two products. In addition, Royal Mail has requested
exemption from the three-month pre-notification requirement for product trials to allow
more rapid development of new products and services. Postcomm approved Royal Mail's
request to reduce the notification period for trials to one month in August 2007, but Royal
Mail has not as yet undertaken any trials under this reduced notification period.
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ROYAL MAIL'S PROPOSED PRICING CHANGES SINCE 2006

Royal Mail asserts that regulation is hindering its ability to react to competition.
Postcomm openly welcomes innovative initiatives from Royal Mail, however Postcomm
believes that instead of innovating Royal Mail often opts to react through tactical pricing
measures, which are insufficient to improve its financial or competitive position.

The table below shows the pricing initiatives Royal Mail has proposed since 2006.

It summarises the main points of each proposal, details Postcomm’s response, and provides
brief descriptions and the competitive incentives for Royal Mail to propose such changes.
Aside from the relatively smooth implementation of Pricing in Proportion in August 2006,
Royal Mail has, as yet, been unable to implement any of these proposals, and they appear
to have been developed in response to competitive activity rather than responding to the
needs of Royal Mail's customers or introducing innovation into the market.

Table 5: Summary of Royal Mail Proposed Pricing Changes 2006 — present

el Response to Key features
proposal
March 2006 Term Contracts Access and Discount structure || Royal Mail withdrew proposals
E2E competition based on volume after review by Postcomm
contracted
April 2006 Changes to Health and Jewellery and Royal Mail received
Special Delivery safety of delivery other items widespread criticism of its
(Next Day) personnel defined as proposals and modified them.
‘valuable” would Postwatch issued a statement
be excluded from of agreement to the proposals
Special Delivery in January 2008 and
Postcomm did not intervene.
Royal Mail is able to imple-
ment its modified proposals
July 2006 1st Zonal Pricing E2E competition Price of most Bulk || Royal Mail re-submitted
Application mail would reflect zonal proposals
the destination of
each item
August 2006 Implementation Cost reflectivity Size and weight Final proposal implemented
of Pricing in of pricing based pricing
Proportion
February 2007 2nd Zonal Pricing E2E competition Introduced a Postcomm rejected
Application London zone zonal proposals December
and consequently 2007 due to unreasonable
modified other changes to customers and
zones price discrimination
March 2007 Price rebalancing Access and Greater flexibility Postcomm has approved
(increased E2E competition to raise some this request
flexibility) product prices at
a faster rate
March 2007 Access headroom Access Reduce minimum Postcomm rejected this
competition headroom levels application due to inadequate
costing support

ANNEXES

57



Table 5: Summary of Royal Mail Proposed Pricing Changes 2006 — present (continued)

Royal Mail

proposal

July 2007

Modified zonal
pricing application

E2E competition

Introduce changes
to improve the
cost reflectivity of
Presstream prices

Postcomm rejected zonal
proposals December 2007
—as above

58 | POSTCOMM'S FIRST SUBMISSION TO THE INDEPENDENT REVIEW OF THE POSTAL SECTOR ~ AMENDED MAY 2008




ANNEX 6. ROYAL MAIL LETTERS' CURRENT
PERFORMANCE COMPARED TO 2006-10
PRICE CONTROL ASSUMPTIONS

INTRODUCTION

The following tables present the financial outturn data provided by Royal Mail and
compare this with those assumed in setting the 2006-10 price control.

ANALYSIS

Table 6 below shows the differences between Royal Mail Letters’ financial performance
in 2006-07 against the assumptions used for the price control. These demonstrate a
difference of approximately £500 million between the assumed and actual performance,
measured as the cash flow of the regulated business.

If the volumes or efficiency levels that a regulated company achieves differ from the
assumptions used when modelling the price control, then the company’s operating
cash flow will inevitably depart from that modelled.

In addition, it is an essential part of incentive based regulation that productivity
payments and customer compensation payments should be funded either by the
company outperforming the price control or else by the shareholder.

Table 6: Comparison of Royal Mail’s outturn financial performance with assumptions
used in setting the price control

Assumptions

Revenues 6,921 6,969

Costs (excluding depreciation & one-offs) (5,905) (6,565) (660)
Operating Profit (Royal Mail Letters) 1,016 404 (612)
Cash flow (Royal Mail Letters, 289 91 (198)

excluding Share in Success)

Cash flow (Regulated Business, 298 (159) (457)
excluding Share in Success)

Share in Success Payments (72) (72)

Source: Royal Mail's Regulatory Financial Statements 2006-07 and additional supporting data provided to
Postcomm, Postcomm’s Final Proposals, Postcomm’s Interim Review and further Postcomm analysis.
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The gap is larger for the regulated business (i.e. the combination of price control
products and USO products), reflecting a change in the scope of Royal Mail Letters
between the definition agreed with Royal Mail in modelling the price control and the
definition used in the regulated accounts for 2006-07. The outturn for Royal Mail Letters
includes £253 million of profit generated by other products3¢ reported within the Royal
Mail Letters’ business unit in the regulatory accounts, but not included in the scope of
Royal Mail Letters within the Final Proposals.

Postcomm and Royal Mail have undertaken a detailed exercise to agree an analysis of
the reasons for the difference in cash flow. Our joint conclusions of the main reasons for
the differential are summarised in Table 7 below:

Table 7: Comparison of outturn cash flow for Royal Mail’s regulated activities with price
control assumptions — agreed reconciliation

2006-07 £m Agreed difference

Price control model — cash flow 298

Impact of rephasing of revenues over price control period (timing impact only and (128)
requested by Royal Mail)

Volume impact (revenues) (58)
Volume impact (costs) (69)
Productivity bonuses (98)
Share in Success bonuses (72)
Additional contract labour costs (56)
Compensation, including quality of service penalties (35)
Efficiency shortfall (55)
Timing of pension contribution payments (40)
Capital expenditure not made 90

Other 8
Out-turn cash flow (231)

36 For example non-mails products, such as philately.
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We consider that the reconciliation demonstrates that whilst Royal Mail’s cash flow
has been worse than expected under the price control, the majority of this has related
to a combination of:

e Timing of revenues and payments which will reverse in future
years (£168 million);

e Bonuses paid in the period despite performance being weaker than
assumed in the price control (£170 million); and

e Volume impacts (£127 million), where both Royal Mail and Postcomm
forecast rising volumes, whereas in fact volumes have declined.

The price control does include a volume adjuster to protect Royal Mail from the cost
impact of declining volumes — however, even when triggered, this only impacts the price
control allowances in the following year, when the prices are re-set based on the volume
adjuster formula.
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ANNEX 7. KEY EFFICIENCY INITIATIVES IN

SELECTED POSTAL MARKETS

The table below provides examples of efficiency initiatives undertaken by incumbent
operators in other postal markets which have driven substantial cost savings. They tend
to involve a combination of increased automation, increasing work-sharing arrangements
along the mails value chain, and labour restructuring to reflect the changing business
models required to drive efficiencies.

Table 8: Key efficiency initiatives in selected postal markets

80% of USPS volumes
are handled upstream by
3rd parties.

Letter distribution
efficiencies include:
Increased automation
targets: i.e. increase
delivery point sequencing
automation from 77% to
95% by 2010.

Postal Automated
Redirection System —
reducing the cost of mail
forwarding during the
sortation process.

Intelligent Mail — increasing
the sophistication of using
barcodes as the basis of
product enhancements,
including enhanced
sortation and tracking
through the system.

USPS Strategic
Transformation Plan,
2006-2010.

Deutsche Post sub-con-
tracts various areas of
transport — reducing costs
and making cost base
more flexible.

Initiatives since 2003-04
include: Joint deliveries
in rural areas, reducing
the number of sortation
centres, transport
optimisation (air to road),
new sortation equipment
and delocalised sortation
for direct mail.

Deutshepost is most
recently investigating
the efficiency potential

in integrating its mail and
parcels networks.

In 1995-2000, sortation
automation improvements
the number of sorting
machines increased 771%.

TNT announced a
Masterplan in Dec 2006

to achieve 300 Euro savings
to 2015.

Labour restructuring is
driving current initiatives,
and TNT announced

in April 2007 that it is
reducing its workforce by
6,000-7,000 and freezing
wages for three years.

France has been
worksharing since 1967,
using 3rd parties to collect,
sort and prepare mail and
parcels. In 2005 3rd party
outsourcers processed
9.3bn items of mail for

La Poste. Mailing Houses
and Consolidators process
more than half of La Poste’s
bulk mail.

POSTCOMM'’S FIRST SUBMISSION TO THE INDEPENDENT REVIEW OF THE POSTAL SECTOR ~ AMENDED MAY 2008




ANNEX 8. INTERNATIONAL EFFICIENCY
COMPARISONS

The following shows a range of efficiency comparators of incumbent postal operators.

Figure 13 has been withdrawn.
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The table below shows efficiency comparisons for selected postal incumbents measured
as revenue per employee. It should be noted that revenue per employee reflects not only
different levels of efficiency but also different price levels, therefore operators with higher
prices will appear relatively more efficient on this indicator.

Figure 14: Revenue from all postal activities per employee

90 Correos
80 1 /\ — Deutsche Post
70 -
- 60 A — La Poste
E 50 —— Poste Italiane
% 40 | —— Royal Mail
= 30 - S — Sweden Post
20 - TNT Post
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0 T T T 1
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Source: WiK and Postcomm.

Figure 15: Relative EBIT margins of European operators at 2005
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The figure below illustrates automation sorting rates for selected European incumbents.

Figure 16: Automated sorting rates for selected European USPs
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Source: UBS, European Mail Liberalisation, 21 July 2006.
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ANNEX 9. POSTCOMM'S ASSUMPTIONS IN ITS
HIGH-LEVEL MODEL OF ALTERNATIVE
OUTCOMES FOR THE FUTURE OF
ROYAL MAIL

A summary of the assumptions are as follows, where they differ between the two
scenarios. These assumptions are based on a combination of Postcomm assumptions,
and extrapolations of existing Royal Mail data. The assumptions are intended to reflect

two possible scenarios only.

Table 9: High level model assumptions

Efficiency improvements

Flat at 2% per annum

Rises to 5% per annum

to respond to volume changes)

Cost Marginality (ability to change 50 per cent from 2008-9 onwards 60 per cent
costs with changes in volume)
Cost phasing (time taken for costs 2 years (0%, 100%) Immediate

Volume growth

Average decline of 2-3% per annum

Packet growth initially 5% then falls
to 1% per annum

Average decline of under
1% per annum

Packet growth initially 7% then rises
to 15% per annum

Wage inflation

Average of 2% over RPI per annum

Average of 0.5% over RPI per annum

Capital expenditure

Approximately flat at current levels

Rises to approximately double
current levels

Share in success

Not paid

Paid

Outsourcing

None assumed

Some cost savings

Changes to price control assumptions
with effect from 2010-11

RPI + 1 for first and second class
products, others RPI — 1

RPI—1 for all

The final assumption is indicative to illustrate the impact of a small adjustment in
price controls, and does not reflect Postcomm’s view of the likely outcome of a full
price control review. All other assumptions are identical between the two scenarios.

All calculations start with numbers which are taken from information provided in
respect of Royal Mail Letters actual performance for 2006-07.
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—ANNEX 10. CHANGES IN ACCESS HEADROOM
PRIOR TO IMPLEMENTATION OF
‘HEADROOM’" REGULATION

INTRODUCTION

Postcomm considers that ex ante regulation in the downstream access market is still
necessary to protect emerging competition, and the customer benefits that this is
delivering, from anti-competitive responses from Royal Mail such as ‘margin squeeze’
tactics. Margin squeeze would occur in the postal industry if Royal Mail narrowed the
difference between access prices (the price it charges other operators for its downstream
delivery operation) and the prices of its analogous retail products to the extent that the
price differential became insufficient to cover its own upstream costs.

ANALYSIS

The table below shows the absolute and percentage changes in access headroom
between 2003-04 and 2004-05 in the period immediately preceding ‘headroom’
regulation. The table shows the absolute and percentage margins for the full set of
access products. Royal Mail has reduced the absolute margin available for all products
since access was introduced in 2003-04, except Access 1400, which has

seen the percentage margin decrease.

Table 10: Change in headroom for 0-60g access products between 2004-05 and 2003-04

Access Product Change in headroom (pence) Change in headroom (%)

1400 0.6% -0.4%
120 (letters) -1.2% -2.2%
120 (flats and packets) -1.3% 2.2%
120 (OCR) -9.9% -6.9%
120 (CBC) -10.4% -7.4%
700 (CBC) -12% -8.9%

Source: Postcomm Initial Proposals, June 2005.
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The margin from the more recently introduced access products (120 OCR and CBC and
700 CBC) is significantly smaller than for the other products (see the table below). These
figures are part of the concern of new entrants that Royal Mail is squeezing the available
margins, thereby making it more difficult for them to compete effectively upstream.

Table 11: Access Prices and the Analogous Retail Product Prices — 2004-05

Closest Retail
Product

Access Product J Access Price (p)

Retail Price (p) § Headroom (p) Headroom (%)

1400 13.150 Mailsort 1400 2 18.270 5.120 28.02

120 (letters) 13.630 Mailsort 1400 2 19.320 5.690 29.45
(residues)

120 (flats and 14.250 Mailsort 1400 2 19.320 5.070 26.24

packets) (residues)

120 (OCR) 13.000 Mailsort 120 2 16.560 3.560 21.50
(OCR)

120 (CBC) 12.900 Mailsort 120 2 16.350 3.450 21.10
(CBC)

700 (CBC) 12.850 Mailsort 700 2 15.930 3.080 19.33

Walksort 11.750 Walksort 2 13.860 2.110 15.22

Source: Postcomm analysis based on Royal Mail information.
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ANNEX 11. ROYAL MAIL'S ACTUAL AND
FORECAST UNIT COST TREND,
2005-06 TO 2009-10

INTRODUCTION

In determining the Final Proposals for Royal Mail’s current price control, Postcomm set
Royal Mail a volume adjusted real unit cost efficiency target of 3 per cent per annum. During
the Interim Review we identified that though Royal Mail has performed well during 2006-07,
it has failed to meet the 3 per cent target. More of a concern, however, is Royal Mail's
forecast cashflows, which include operating costs that represent an annual volume adjusted
efficiency of 0.6 per cent. It is this failure to control costs and meet the targets set at the time
of the price control that are the key drivers behind Royal Mail’s financial forecasts.

ANALYSIS

During the Interim Review, Royal Mail provided actual operating cost data (for 2005-06
and 2006-07) and forecast data for the period 2007-08 to 2009-10.

Table 12: Postcomm estimate of Royal Mail Letters’ efficiency over the period 2005-06
to 2009-10 based on Royal Mail’s forecast

“ 2005-06 2006-07 2007-08 2008-09 2009-10 m

6,496 6,565 7,100 7,008 6,840
Disallowable costs* || (91) (70) (186) (87) (89)
Remove pensions (465) (629) (639) (626) (590)
Adjusted 5,940 5,866 6,275 6,295 6,161
cash costs
Inflation 2.9% 2.7% 2.7% 2.5%
Real costs (2005- 5,940 5,701 5,937 5,800 5,538 (1.7%)
06 prices)
Volume (m) 24,739 24,089 25,143 24,962 24,563 (0.2%)
Unit cost (p) 24.0 23.7 23.6 23.2 22.5 (1.6%)

Source: BPM (Business Planning Model), Royal Mail’s ‘Response to Condition 17 Requirement to Furnish Information on
Access headroom and Efficiency’, June 25 2007, Royal Mail's SPM (Strategic Planning Model) and Postcomm analysis.
*Disallowable costs include depreciation and compensation. CAGR = Compound Annual Growth Rate.

The table above shows that Royal Mail’s forecast unit cost trend for the period 2005-06

to 2009-10 is an annual saving of 1.6 per cent before adjusting for volume level and mix
effects. Using Royal Mail's models, Postcomm has estimated that the volume effect over the
period is 1 per cent. This means that the forecast unit cost trend for the period is only 0.6

per cent, after adjusting for volume level and mix effects. This unit cost trend is considerably
lower than the target unit cost trend (3 per cent) set at the time of the Price Control.
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INTERNATIONAL PRODUCT
INNOVATION TO COMPLEMENT
DIGITAL COMMUNICATION

ANNEX 12.

Postcomm believes that Royal Mail understates those aspects of mail that valuably
differentiate it from other media and the extent to which these can be capitalised upon
by product innovation. These include the personal and highly targeted characteristics
of hard copy communication, together with the universality and accuracy of its address
lists. The larger European and the North American mail operators are further advanced
than Royal Mail in differentiating mail in the electronic world.

In the table below we provide examples of product innovation employed by international
postal operators to complement digital communication.

Table 13: International postal operators’ product innovation to complement
digital communication

“Another example of how
we adapt our service port-
folio to the specific needs
of the market is ePOST
CLASSIC, PrintCom’s
electronic mail service.
The tasks of PrintCom’s
special production centers
range from electronic
data reception to printing,
folding, enveloping and
franking right up to hand-
over to mail delivery, and
archiving of print data.”

[Source: www.deutschep-
ost.de/dpag]

“Leave your letter in the
form of an electronic file
with La Poste’s secure
automated service. La
Poste will then print out
your letter, put it in an
envelope, stamp it and
see that it is delivered by
the postman. All of your
correspondence is dated
as soon as you upload
your letter, with the post-
mark serving as legal
proof that the letter has
been sent.”

[Source: www.laposte.com/
spipl

“The Pacsoft Online service
is an Internet-based TA-
[Transport Administrative]
service which has been
developed for use by
Posten’s credit customers
free of charge. Pacsoft
Online is Sweden’s
most utilised system
for production of transport
documents, tracing of
goods and EDI
communication.”

[Source: www.posten.se/c/
eng_pacsoft]
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Table 13: International postal operators’ product innovation to complement

digital communication (continued)

I T N T

Click-N-Ship allows
customers to print postage
and labels online.

Carrier Pickup provides
online notification of
collections — with free
next-day collection of
packages at their residence
or business.

These services can be
used directly from E-bay’s
website.

Source: USPS 2006-2010
Transformation Plan.

“Deutsche Post Com,
Signtrust Business
Division is an accredited
certification service
provider in accordance
with the requirements
of the German Digital
Signature Act. We issue
qualified certificates for
the creation of qualified
electronic signatures.”

[www.deutschepost.de/
dpag]

Mailingfactory —

a web-based system for
sending out advertisements
through various media,
including paper, email

and SMS/MMS)

[Source:
www.mailingfactory.de]

La Poste offers a free
web-based email service:
www.laposte.net/

La Poste offers a free
electronic postcard service:
www.laposte.com/spip.php?
rubriquel10

La Poste has ‘Cyber Post
Offices’: www.laposte.com/
spip

La Poste has an online
shop, which also offers a
paid service whereby you
can customise and send
paper greeting cards.

www.laposte.com/spip

“Geopost has strengthened
its European presence
and contributed to the La
Poste Group’s international
development through a
series of acquisitions.
Today it is capitalising
upon new media technolo-
gies and the e-commerce
explosion.”

www.laposte.com/spip
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ANNEX 13.  ROYAL MAIL'S VOLUME AND PRICE
CHANGES 2006

Figure 17: Volume versus price changes for Royal Mail’s main product groups

1c stamp/
meter/PPI

2c¢ stamp/
meter/PPI

Presorted
bulk mail
including

DSA*

Other**

-15% -10% -5% 0% 5% 10% 15%
- Average price change
- Operational volumes change

* Presorted bulk mail includes Mailsort, Walksort, Cleanmail and Downstream Access.

** Other includes Presstream, Packetsort, Response Services, Special Delivery and
some international products.
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ANNEX 14.  FORECASTS FOR THE DEVELOPMENT
OF MAIL ON MAIL COMPETITION:
COMPARISON OF ROYAL MAIL AND
POSTCOMM FORWARD PROJECTIONS

INTRODUCTION

Postcommm believes that Royal Mail’s volume and revenue projections underestimate the
positive impact that Access competition has had in maintaining the health of the mail
market. They also significantly overstate the likely pace at which end-to-end competition will
develop (in the absence of a major change in the VAT regime). On the latter issue Postcomm
benefits from some insights into the Business plans and costings from new entrants.

ANALYSIS

Postcomm is provided with quarterly information by licensed operators and conducts
guarterly reviews with the main postal competitors to understand their business plans and
the dynamics of the competitive marketplace. Based on this information, Postcomm has
revised its market estimates since its 2005-06 Price Control.

As of December 2007, access volumes amounted to nearly three billion items. Postcomm
estimates that access volumes will plateau at around six billion items. This represents

a larger accessible market than assumed at the time of the 2005-06 Price Control,

as operators have targeted the unsorted market and offered a competitive product to
Mailsort 3, for example, which has expended the potential competitive market opportunity.
In addition, Postcomm has revised downward its end-to-end projections to around

200 million items by 2010, as competitive delivery networks have been slow to develop?.

37 Based on information provided to Postcomm by licensed operators.
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Table 14: Forecast Volume Comparisons from Royal Mail and Postcomm for Mail

on Mail Competition

Price Control: Royal Mail 2005 1,238 3,259 3,617 4,536 4,960
Interim Review: Royal Mail 1,157 2,082 3,617 4,470 5210
2007

Price Control: Postcomm 2005 1,117 1,872 2,556 3,515 4,454
Postcomm 2007 1,157* 2,442* 3,500 4,700 5,900

Competitors’ End-to-End

Price Control: Royal Mail 2005 1,087
Interim Review: Royal Mail 140 150 364 1,280 1,930
2007

Price Control: Postcomm 2005 177 278 361 475 587
Postcomm 2007 39* 35* 33 100 200

Note: *Actual.
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