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Chapter1
Executive summary

Pricing behaviour of postal operators

Pricing is at the core ofall economic interaction and thus important to the development of
the postal sector. Pricing is important to postal users, because prices determine what they
buy and how much they pay. Pricing isimportantto postal operators, because prices de-
termine their profits and their incent ivesto innovate and invest. Pricing is also the prime
lever for competition that can push down prices to the benefit of postal users. However, in
some circumstances, pricing can be used as an anticompetitive tool to squeeze competi-
tors out ofthe market to the detriment of postal users.

In this report we study the pricing behaviour of postal operators.

We find that prices of postal services are driven by both cost and demand factors. e-
mand factors seem to be moreimportantprice drivers than cost factors. We show that
sending the right price signals to the marketis important to ensure efficiency. We note
that adjusting prices to demand is generally positive, normally increasing total demand
and stimulating competition. However, we also notethat prices can be used as an anti
competitive instrument, which is a key concern for regulators. We also note that afford a-
bility is animportant political concern, even though per capita spending on postal se r-
vicesis low.Pre-condition is that pricing strategies ha ve to be in line with sector specific
and competition law. Against this backgroundw e conclude that the pricing strategies’ in
line with the law -applied by postal operators are justified unless they leadto (i) so low
prices that are become anti-competitive, or (ii) so high prices that they become unafford-
able for vulnerable users or prevent efficient use and/or provision of postal services.

Finally, we provide recommendations for actions that can help national competition a u-
thorities (NCAs) in their e nforcement of general competition law and national regulatory
authorities (NRAS) inimplementing sector specific regulation. These recommendations
serve to improve cooperation between these authorities, to ensure accesto more and
better information fort heir decisions, and to ensure that sector regulation is implemented
in a way thatavoids both over- and under-regulation.

Drivers of pricing behaviour
Postal operatorsoé pricing cd¢estandddmanmdfactees.e pr i mari ly dr

Cost-driven pricing

Cost-driven pricing means that services thatgenerate higher costs to the postal operator
are priced higher than services generating lower cost. For example, priority mail is gener-
ally priced higher (14 per centon average) than non-priority mail due to stricter timer e-
quirements and more costly handling (e.g. sorting operations during the night when
workforce costs are higher). By the same token, heavy, large or bulky postal items are
normally priced higher than smallerand lighter ones, because sorting and transporting
the larger and heavier items is more costly. However, cost drivers can only explain a lm-
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ited part ofthe price structure in the postal sector. For example, single piece items are
priced over45 per cent higherthan transactional bu Ik mail and bulk mail is priced almost
50 per cent higher than directmail (in2011). These price differences can hardly be ex-
plained by costdifferences between the services. This is because the main differences in
handling these items occurin sorting, which only represent around 15 per cent ofthe total
costof providing postal services. Instead the price differences are likely to be explained by
differences in demand.

Demand-driven pricing

Demand-driven pricing means that services where demandis not price sensitive (often
due to lack of alternatives) are priced higher than services where demand is very price
sensitive. For example, we observe thatthat the financial crisis has led to lower pricein-
creases. We also observe thagprices for single piece mail (where price sensitivity is gener-
ally low) have increased faster than inflation whereas prices for business mail products
(where price sensitivity is generally high) haveincreased with inflation over the last de c-
ade. The slower overallincrease in busness mail prices, compared to single piece mail,
demonstrates therole of more price sensitive demandfor bulk mail products , either due
to competition from other postal operators or due to e -substitution or simply due to less
mail being sent. When prices reflect demand, postal operators can reduce their unit costs
because demanddriven prices stimulate demand, which in turn provides greater econ o-
mies of scale. This is generally welfareenhancing. However,demand-driven prices may
have negative effects beause they can lead to higher prices for some users.

Impact ofregulatory frameworks

In addition to the commercial considerations about cost and demand, postal operators

have to take the regulatory frameworks into accountwhen setting prices. Sometimesthe

postal operatorsé preferred pricing decisions are co
or by sector-specific regulation. For example, requirements in the Postal Directive for

cost-oriented prices prevent anti-competitive behaviour and reduce the scopefor unaf-
fordable or anti-competitive prices, butalsol i mi t t he postal opmperatorsd abil
mand-driven prices for services within the scope ofthe universal service.

Effects of pricing behaviour

Postal operatorsoé6 prici afetsardssersiRpcesate detisivee f f ect s on
for what postal users buy and how much they pay. Prices are also decisive for efficient

provision of postal services at low cost and for the development of effective competition.

Consequently, inappropriate prices sendwrong signals to the market and may lead to

inadequate use of postal services, prevent or distort competition, encourage inefficient

entry ofhigh-cost operators or force the exit of efficient competitors.

Efficient use of postal services

Users of postal services make a number ofdecisions about what they purchase: The nm-
ber ofletters, whether to send pre-sorted mail, whetherto send marketing material as
unaddressed mail or addresseddirect mail. Efficient use of postal services means that
postal users buy the right services in the right quantity such that the value that the users
place onthe service purchased minus the cost of providing the service is maximised. In

14
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economic terms, thisis referred to asallocative efficiency. In general, when userschoose
what services to buy and what quantities of mail to send, they consider the prices they
have to pay. Therefore, efficient use of postal services is only achieved if prices are aligned
with the costs of providing these services.

If prices are not alignedto costs, the choices made by postal users may not be efficient for
society as awhole. For example, mailers might send unaddressed leaflets to every houes
hold (if the price ofdirect mailis high) eventhough itwould be better for society to use
addressed letters (direct mail) to targeted households (ifthe costofdirect mail is low).
However, prices that are not aligned to cost can in some cases be efficient for the society.
In particular, setting prices according to demand responsest instead ofunderlying costs is
relevant for postal operators, because provision of postal services generates a high share
of fixed and common costs.From an economic pointofview, Ramsey pricing is the opti-
mal way to set prices in multi-product markets with high co mmon costs. Ramsey pricing
implies that prices are set according to price sensitivity, such that prices are low for ser-
vices with high price sensitivity and high for services with low price sensitivity (i.e. non -
cost-oriented pricing driven by demand).

Non-cost-oriented pricing may thus in some casedncrease efficiency and total welfare.

This is the case if (i) it allows postal operators to sell more than would have beenthe case

at cost-oriented prices; (i) customers with a low willingness to pay are able to acquire a

productor service that they might be unaffordable at a cost-oriented price; or (iii) the

postal operatorés incentive to make investments and

Ramsey pricing is very similarto the price structure chosen by aprofit -maximising postal
operator. But whereas Ramsey pricing only implies cost recovery, a profit-maximising
operator has anincentive to increase prices further to generate profit.

Pricing according to demand is thus not always consistentwith politica | goals offairness

or affordable services. Therefore, regulcation | imits
esbased ondemand responses inrespect ofthe postal universal service; for example the

Postal Directive requires both cost-orientation and non-discriminatory pricing 3. Postal

operators are also, in some countries, subject to price caps or other forms of price control.

Development of effective competition

Postal operatorsé pricing decisions also have implic
competition. We refer to effective competition as the situation where operators as effi-

cient*as the dominant market player (often incumbent) can enterthe market a nd com-

1 By demand response, we mean the changein total demand as a function of changes in prices.Thechange in total demand will
reflect that some users do not change demand in response to prices while others are very price senstitive.
2 For example, pricing according to demand may imply that vulnerable users with few alternatives to the postal operator in
guestion pay more for a specific service than more affluent users with access to more alternatives. This outcome may
not be considered socially acceptable.
3 Non-discrimination means that price differences between customers must correspond to cost differences. This means that the
operator cannot adjust prices to demand and charge higher prices from customers with low price sensitivity.
“I'n newly liberalised markets, it may b e r(eHickatantrydomnobenoytheow &ér easonabl yd eff
same economies of scale as the established operatotjo enter the market. How ever, competitors that for a significant time
continueto be less efficient than the dominant market player should not enjoy protection.
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pete on equal foot.One ofthe main reasons why effective competition is desirable is that
it promotes innovation , development of new products, increased choice for consumers
and more competitive prices. | n economic terms, thisis referred to asdynamic efficiency .
However, when there is adominantincumbentin the market, thereis arisk thatthe i n-
cumbent will use its market powerto foreclose entry of competitors by setting very low
prices. This kind of pricing behaviour may take the form of predat ory pricing, conditional
rebates, or certain types of price discrimination (which can distort competition not only
between postal operatorsby enhancing loyalty, but also between postal users)s

General competition law addresses such abuses of a dominanposition which may for e-
close competitors. In addition, the Postal Directive obliges universal postal service pro-
viders (USPs) to adhere to costorientation, non -discrimination, and transparency °when
setting prices in order to ensure sound management ofthe universal service and to avoid
distortions of competition.

Efficient provision of postal services

Pricing decisions also affect postal orperatorsodé ince
vices. Efficient provision of services means that postal services are provided at the lowest

possible cost, for example by optimising sorting. In economic terms, this is referred to as

productive efficiency. Atbest, incentives for productive efficiency are provided via com-

petition, but, inthe absence of competition, regulators may regulate prices to mimic the

effects of a competitive marketplace and thereby create incentivesfor postal operators to

become more efficient.

Protection of postal users

Since universal postal services are defined as services of general ec@mic interest,”an
important policy objective is to ensure that high quality postal services are provided at an
affordable price everywhere for everyone.

Both the affordability principle and the ban on excessive pricingin general competition
law impose a ceiling on the level of prices. Howeverwhereas theaffordability principle
seemsto ensure that prices are notexcessive, the ban oaxcessive pricing does not nec-
essarily ensure thatprices are affordable. Furthermore, affordability is more ofa political
objective than a quantifiable pricing principle, whereas the European Court of Justice
(ECJ) has given guidance onexcessive pricing.?

5 For example, price discrimination may lead to foreclosure in the mail market if low prices are directed towards the customers
of competing postal operators (so called first line injury). Price discrimination may also lead to market foreclosure in
related markets if low prices to some postal users give these users a competitive advantage over their competitors (so
called second line injury),

8 Principles of transparency and non-discrimination also apply to special tariffs and associated conditions, cf. Article 12(5) of
Directive 2008/6.

7 Services of general economic interest (SGEI) are economic activities that public authorities identify as being of particular
importance to citizens and that would not be supplied (or would be supplied under different condi tions) if there were
no public intervention. Examples are transport networks, postal services and social services.

8 See for example Case 27/76United Brands v Commission [1978] ECR 207, ase 26/7 5,General Motors Continental NV v
Commission of the European Communities [1975] ECR 1367 and Joint cases 110/88, 241/88 and 242/88, Francois
Lucazeau and others v Sacem and others, [1989] ECR 2811.
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Implementation of remedies: challenges and recommendations

Pricing decisions in the postal sector must adhere to two sets ofrules that are enforced in
parallel. On the one hand, all pricing decisions have to comply with general competition
law, which has been putin place to ensure efficient and undistorted competition. Onthe
other hand, pricing decisions concerning products within the scope ofthe universal ser-
vice obligation (USO) or special tariffs of the universal service provider. must also comply
with sector-specific regulation containedin the Postal Directive and implementedin n a-
tional law. The overall objective of the obligations contained in the Postal Directiveis to
guarantee the provision of universal postal services and create an internal market for
postal services?

The two legal frameworks provide national authorities with a number ofremedies, such
as proceedings against operators engaging in anticompetitive behaviour, price cap regu-
lation and ex-ante price approval.

Our study reveals that both national competition authorities (NCAs) and national regul a-
tory authorities (NRAs) face a number of practical challenges. Sometimes these challeiy-
es are related to the remedies at the disposal of the two authorities, and sometimes they
are createdby the interplay between the two legal frameworks. Based on the identified
challenges, we provide seven recommaedations, cf. Table 1.

Table 1 Overview of recommendations

Develo p- Efficient Protection
Area ofi m- : Efficient use of ment of provision of
Recommendations . . of postal
provement postal services effective postal se r- Users
competition vices
Adjustrequirements for X
regulatory accounting
Enforcement of Use altgrpative Ways of
competition law ascertallmng costsin X
competition cases
Formalise cooperation X
betweenauthorities
Detachregulatory
scopefromUSO defin i- X X
tion
Enforcement of AIIqw_fprmore pricing X X
tor -specific ﬂe.XIblmy
feegculation Di sclose USPs X X
models to NRAs
Assessneedforprice
caps andadjustaccor d- X X X
ingly

Source: Copenhagen Economics

Enforcement of competition law

Recit al 2 to the Directive 2008/6/EC states: fADirectibbDece87/ 67/ EC of t he
ber 1997 on common rules for the development of the internal market of Community postal services and the im-
provement of quality of service established a regulatory framework for the postal sector at Community level, inclu d-
ing measures to guarantee auniversal service and the setting of maximum limits for the postal services which Me m-
ber States may reserve to their universal service provider(s) with a view to the maintenance of the universal service,
to be reducedina gradual and progressive manner,and a timetable for decision-making on the further opening of
the mar ket to competition, for the purposes of creating an internal
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The objectives of EU competition law are to ensure efficient and undistorted competition
andto protect postal users against exploitation through unfair trading conditions (i.e.,
excessive prices or unfair contracual terms). ® To fulfil these objectives, the European
Commission and National Competition Authorities (NCAs) have at their disposal a set of
tools consisting of sectorinquiries and proceedings againstoperators engaging in anti
competitive behaviour.

Our study shows that NCAs face two main challenges with respect to enforcement of
competition law through proceedings against dominant postal operators.

First, we observethat NCAs experience difficulties in accessing the information needed to

perform the price-costtests that should be used to assess the (ant)competitive effects of

pricing behaviour, as descri bed®»Thedatalmest Co mmi ssi onés
frequently used by NCAs to document costs are the financial and regulatory accounts

provided by the postal operator underinvestigation. However, due to their high level of

aggregation and the way common costs are allocated between products, these accounts

are often difficult for the NCAs to use and are thus oflimited practical use. This finding

contrasts with the Postal Directive, which requires that universal service providers deve |-

op regulatory accounting systems that provide NRAs and NCAs with the information ne c-

essary to monitor fair market conditions until competition becomes effective. *

As a result ofthese information challenges, only a few NCAs (particularly Denmark, the

Netherlands and Italy) have appliedthe effects-based approach foreseen in the Guidance

Paper (although most NCAs in decisions after 2009 acknowledge the existence ofhe

Guidance Paper and even cite from it)relatcdur assessmen
proceedings against dominant postal operators shows that most NCAs still use aform -

based approach where, for instance, the type ofrebate, rather than its effectson the mar-

ket, is pivotal for the legal assessmentof whether there has beenabuse of a dominant

position.

Second,we observethat NCAs have limited experience in ascertaining costs in other ways
than by means ofanalysing financial or regulatory accounts (a so-called top-down a p-
proach). Often, the regulatory accounts do not provide the information needed to conduct
price-costtests in accordance with the Guidance Paper. Therefore, alternative means of
ascertaining costs are needed to enable NCAs to bettedetermine whether an abuse has
taken place or not.

10 See, for example, DG Competition w ebsite:http//ec .europa.eu/competition/antitrust/overview en.html
1 Communication from the Commission 8 Guidance on the Commission's enforcement priorities in applying Article 82 of the
EC Treaty to abusive exclusionary conduct by dominantundertakings, published in the Official Journal of the Eur o-
pean Union, 24.2.2009.
12 Recital 41 of the Directive 2008/6/EC states: fi [ . . . ] I n view of the transition towards a fully comp
to prevent cross-subsidies from adversely affecting competition, itis appropriate to continue to require Member
States to maintain the obligation on universal service provi ders of keeping separate and transparent accounts,
subjectto necessary adaptations. This obligation should provide national regulatory authorities, competitona  u-
thorities and the Commission with the information necessary to adopt decisions related to the universalservice
and to monitor fair market conditions wunti/l competition becomes effec
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We provide three recommendations that can strengthen the ability of NCAs to enforce
competition rules, cf. Box 1.
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Economics
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Box 1 Recommendations for better enforcementofcom petition law

Recommendation 1: Adjust requirements for regulatory accounting

Before deciding on the appropriate requirements f orregulatory accounting, National Regulary
Authorities (NRAs) should considerthe type of reports that will need to be produced. Reports

based on full cost distribution and with a high level of aggregation are good to ensure compliance

with the Tariff Pri  nciples for USO services set outin the Postal Directive or to check forcross -
subsidisationbetween USO andnon -USOservices.

However, if the need is to provide information that can be used by National Competition Author i-
ties (NC As) in competition cases , an altemative treatment of common costs will be necessary.

NC As often needinformation to determine average avoidable cost(AAC) or average incremental

cost (AIC) * for the service(s) under investigation. The AAC or AIC fora given service is the cost

th atthe postal operator couldavoid by not providingthe service. Thus, calculation of AAC or AIC

requires rather specificinformation about how the postal operator would adjust its production

system if a given service was not provided. This requires the co stallocationsystem to be d e-
signed in such a way thatitis possible to calculate the avoidable orincremental costs of a given

service.

Thus, if the objective of regulatory accountsis to provide for competition case assessment, a c-
counts basedonlong runincremental costs (LRIC) could be a good choice. Examples of good
practice in this regard are provided by Germany, Spain, and Luxembourg, where allocation of

common costs is based onlong  -runincremental cost.

Recommendation 2: Use alternative ways of ascertaining costs in competition cases

The existing problems with price -costtests areinherentto the use of a top -down approach ,
where costs are derived from aggregated financial data using the fully distributed costing method

obliged by the Postal  Directive. Thistop -down met hodol ogy relies on th
system, and it can be difficult for authorities to interpret the information andto extract the info r-
mation they need for their competition assessment. For example,the accountingsys tem may not
allow for the cost splitthatis needed for a particular competition case.

An alternative way to ascertaining costs could be to use a so -called bottom -up approach. Inthe
so-called bottom -up approach, costsare calculated basedon measures fo relementary activities
(e.g. number of visits to mailboxes) multiplied by unit costs for the differentresources (e.g. cost

per visit per mailbox). The costs of elementary activities are then aggregated to establishthe

costs for the relevant service. The bottom -up approach allows the authorities to cross -checkthe
top -down data provided by the postal operator, cf. ERGP. 1

Good practice in this respect is demonstrated by Denmark and Germany, where the NCAshave
applied price costtests supported by bottom -upcostcalculations.

Recommendation 3: Formalise cooperation between authorities

Improved cooperation between NRAs and NCAswould be mutually beneficial in terms of

knowledge sharing and coordination of activities. Today, only a few NCAs interact with NRAsIn

relation to competition cases. In many countries the authorities are subject to restrictions on the
informationth ey canshare. With increased cooperation between authorities, NC As could take
advantage of the NRAsd6 thorough knowl edge of the
equipped to interpretinformation obtained from market players. Similarly, NRAs could takea d-

3 The difference between incremental costs and avoidable costs are sunk costs which are notincluded in avoidable costs.
4 ERGP (2012b),ERGP report on common cost allocation
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vantage of the NCAsd expertise when i mplementing

the Postal Directive) should provide for effective competition in the postal market. Good practice

in this respectis provided by Belgium and Romania, wh ere authorities are allowed to share info r-

mation amongstthem  ** andwherethere are examples of actual cooperation in competitioncase
investigations. ®

Enforcement of sector-specific regulation

The objectives of sectorspecific rules are to provide for an internal market for postal se r-
vices (including the development of functioning competition) while ensuring the prov i-
sion of universal services at affordable prices to all users? To fulfil this objective, Natio n-
al Regulatory Authorities (NRAs) may impose arange of measures that affect postal ope-

atorsdé pricing decisions with respect to the USO ser

Affordable prices

Cost-orientation requirements

Uniform prices (national requirement - for single piece mail only)
Transparency requirements

Non-discrimination requirements

Accounting separation

Information provision requirements

Price caps (national requirementi 10 countriesonly)

v > D> D>y D D>

Apart from accounting separation, the measures mostly apply to USO services. This
means that the impact ofthe regulation put in place will differ across countries, because
the scope ofthe USO differs across countries® For example, in countries like the Nether-
lands where only single-piece products (generally with low elasticity ofdemand) are in-
cluded inthe USO, the primary concern of NRAs is to preventsingle piece prices from
rising too high (i.e. ensuring affordability and cost -orientation). Since single -piece prod-
ucts are normally paid by postage stamps or meter frankings, non-discrimination and
transparencyrequirements are normally not an issue ofconcern.

The impact ofregulation is wider in countries like France and Sweden, where most postal
services are part ofthe USO. Here, for example, the requirements regarding cost
orientation may prevent postal ope rators from differentiating prices between different
business services in line with the principle of Ramsey pricing eventhough it could be ben-
eficial for the society and increase total mail volume.

We have observed that the current scope ofregulation s not always optimal becausei)
regulation is notimplemented in areas where sector specific regulationseems warranted

15 |n this context, the limits on the confidential information that the European Commission and NCAs can provide to third
parties (including NRAs) have to be takeninto account.

16 A sui generis case of high cooperation is the UK, where the NRAholds concurrent competition enforcement powers within the
industries it regulates.

7 See recital s 16 of the Directive 2008/6/EC.

8 price regulation with respect to USO products can have spill-over effects on nonU SO products. For example, a price capon
single piece nonpriority mail may affect the prices that the postal operator can charge on small batch bulk mail.

19 As mentioned, Ramsey pricing willimply higher prices for some users. This may raise fairness concerns.
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either to protect users or to protect or promote competition , because abusefdominance
can prevent efficientcompetition (under -regulation), and ii) regulation isimplemented in
areas where itdoes not seem warranted (over-regulation).

Over-regulation can occur iftoo many products are regulated or ifthe regulationis too
strict. For example, in countries with a broad USO definition, pr ice controls (e.g. price
caps) sometimes also apply to products subject to fierce competition. This is not warrant-
edif competition has already reduced the risk oftoo high prices. In Member States where
some products withinthe USO (e.g. parcels) are subject to fierce competition, regulators
should assessn how far sector-specific regulation is warranted. A pre-condition is that,
based onthe law, regulators have the competence, tak and necessary instruments to
assess and apply the right amount of regulation.Requiring cost-orientation for compet i-
tive USO services may also imply that less efficient competitors® can enter the postal
market. This is the case ifthe costoriented pric e (which has to cover marginal costs plusa
share of the postal operatorods fixed and common cost
of the service (which is the threshold in a predatory pricing test). Due to the high share of
fixed and common costs in postal service provision this is often the case. Requiring strict
cost-orientation for competitive postal services may thus work against the objectives to
ensure efficient provision of postal services. Another way to solve this concern might be to
reduce thescope ofthe USO.

Under-regulation can occur iftoo few services are regulated or ifthe regulation is too soft.
The Postal Directive mostly regulates USO products? Hence, the provisions on non-
discrimination, transpar ency and cost-orientation in the Po stal Directive do not apply to
non-USO products, even though the degree of competition for some nonUSO products
may be quite low. For example, individually negotiated tariffs are not part ofthe USO.
Hence, universal service providers are free to negotiak individual contracts with custo m-
ers. This creates a risk thatUSPs, through individually negotiated contracts, can circum-
vent price controls for products with insufficientcompetition. The regulation may ther e-
fore be insufficient to protect development of effective competition.

We have also identified three areas of e€eoncern with
mentation ofremedies.

First, we observethat most NRAs do not apply any clearly defined criteria for measuring
cost-orientation. This m akes it difficult for postal operators to foresee what is required for
pricesto be costoriented. As aresult, we observe that NRAs often receive complaints
about costorientation (e.g. in Germany, Norway, Sweden, Slovakia and the Netherlands).

Second we observethat NRAs implementdifferent requirements with respect to tran s-
parency. The requirements implemented sometimes seem to reduce competition, either
due to too much or too little transparency. Too much transparency (e.g. no individually
negotiated pricestogether with full disclosure of all applicable discounts) may reduce

20|e. competing operatorswith oper ating costs higher than t hbatbelowtheoostent 6s average avoida
oriented price.
2! For example rules on accounting separation apply to all services provided by the USP
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price competition 2. Too little transparency (e.g. non-disclosure of discount thresholds by
the USP, making discounts non-transparent) reduces the competitive pressure on the
USP and makes mailers reluctant to move small volumes to competing operators with fear
oflosing large discounts fromthe USP.»

Copenhagen

Economics

Third , we observethat price caps sometimes create both positive and negative effects that

should be weighed against each other. @ the one hand, price caps protectcustomers
from large price increases. We observe that prices for single piece items have increased
less in countries with price caps compared with countries without price caps. On the other
hand, price caps may prevent cstrecovery and create compliance costs for operators,
especially when mail volumes are declining. In the extreme case, this may imply that
capped products haveto be provided at belowcostprices.

Against this background, we provide fourrecommendations that may strengthen the abil-
ity of NRAs to enforce the objectives defined by sectorspecific regulation, cf. Box 2.

Box 2 Recommendations on for better enforcementofsector -specificrules

Recommendation 4: Detachregulatory scope from the definition of universal service

obligation

To ensure a better match between the regulatory objectives and the regulatory scope, we re c-
ommend thatthe scope  forpriceregulation  should be detachedfromthe USO definition. A poss i-
ble way of defining the regulatory scope might be to to implement regulation only in market se g-
ments and for products  where a postal operator enjoys significant ma rket power (SMP). This
approach is verysimilarto thatapplied in Germany, where thereis no USP, but Deutsche Postis

subjectto specificregulation due to its market power. Such a regulatory approach would allow
NRASs to monitor and regulate pricesfor s ervices outside the USO scope where concems arise. It

would also create a clearer delineation of responsibilities between the NRA andthe NCA. Pre-
condition is that, based on the law, regulators have the competence, task and necessary instr u-

ments to asses sand apply the rightamount of regulation in this sense.

Recommendation 5: Allow for more pricing flexibility

Cost-orientation requirements for products within the USO may reduce postal ofg
apply Ramsey pricing and differentiate prices according to differences in price sensitivity.. 2 Allow-
ing deviations from cost - orientation may thus have positive effects and lead to pricesthatinduce

more efficient use of postalservices.

If currentcost -orientation requirements were relaxed, requirem entsaboutnon -discrimination

22 see for example The Swedish Competition Authority (2006), The Pros and Cons of Information Sharing,
http //iwww.kkv.se/upload/Filer/Trycksaker/Rapporter/Pros&Cons/rap pros and cons information shari ng.pdf.
The factthat a high level of transparency reduces price competition has also been acknowledged in our interviews
with larger mailers in Denmark where price negotiations between mailers and competitors to the USP often are
based on list prices provided by the USP.

2 |f mailers cannot estimate the impact on price of moving a small share of demand to an alternative operator, this increases the
market power of the incumbent who can use this power to provide selected customers with particularly favourable
deals to prevert them from moving volumes to the competitor.

24 1n principle, this could imply non -uniform prices, but practical challenges imply that this is only likely to happen for bulk
products exposed to competition.
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between customers would still be important to ensure effective competition, bothbetween postal
operatorsand between the users of postal services. % However, since price discriminationunder
certain circumstances may increase the welfare of mailers %, postal operators should not per se be
prevented fromprice discrimination aslong as there is no harm to competition. # This, again,
highlights the importance of remedies allowing the regulators to make assessments based on an

effec ts-based approach.

Recommendation 6: Disclose incumbentsdé price mode
The potential problem of reduced price competition can be alleviated by requiring high transpa r-
ency towards the NRA (e.g. in ter ms oddeltThiecarpbe v ms
bined with a lower degree of transparency towards mailers (e.g. disclosure of conditions for di s-
counted prices). Good practice in this respectis provided by the UK where Royal Mail is obliged t

provide Ofcomwith its pricing model ( which is not disclosed to the public).

However, increased transparency towards the regulator does not solve the problem of selective

prices targeted at customers who consider moving mail volumes to competing operators. To tac k-
le this problem, the NRA shou Id follow up on compliance with the price model. A good way of

doing this in an efficientway is through spot -checks (e.g. spotchecks of invoices).

Recommendation 7: Assess the need for price caps and adjust accordingly

The need for price caps canbe investigated by means of an assessment of the four generic just i-
fications for price control: Risk of unaffordable prices, risk of excessive profits, risk of reduced

efficiency incentives, andrisk of unlawful cross-subsidisat ion. For example, the UK and Denmark
have removed price capson priority mail (based on an assessment of their necessity)and r e-
placed them with safeguard measures on second class mail. %

If price caps are considered necessary, they should be designed with sufficient flexibility. For
example, in times of rapid volume decline, itis imperative that the regulatory design contains a

volume adjusterwhich allows for higher prices to compensate for higher unit costs due to reduced
economies of scale. If the USP is not allowedto perform such adjustments this mightimply a risk
thatthe provision of universal services becomes financially unsustainable.

An example of good practice in this respectis France,where the price capregulation allows the
USP to continu  ously change prices with respect to volume developments.

% This requires that both primary line injury a nd secondary line injury are captured by the non-discrimination rules in general
competition law. As the Treaty prevents a dominantoperatorfrom fia ppl yi ng di ssi mi |l ar conditions to equi
transactions with other trading parties, thereby placingthemat a c ompet i ti v e ,itcoutdbelargaedt a ge 0
that this only covers 2" line injury. However, looking at the case law of the CJEU, it becomes clear that F!line injury
is also covered by Article 102(c) TFEU (see Hilti case, for example).

26 Thisis for instance the case when price discrimination increases total mail volume (resulting inincreased economies of scale)
or when price discrimination makes a product available to mailers with relatively low willingness to pay.

27 An example of price discriminati on that does not harm competition could be charging different prices from banks and from
tax authorities. In this case there would appear to be no 1%line injury if both segments are contestable and no fidelity
rebates are applied. There would also be na2"d line injury as banks and tax authorities do not compete against each
other. The assess would, however, depend on the concrete circumstances.

28 price cap on second class products in the UK and review of second class mail prices by the NRA in Denmark
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Chapter 2
Reader 6s gui de

In this chapter, we provide the reader with guidance concerning the organisation of the
study, its contents, its limitations, and its methodology .

2.1 Purpose of the study

Copenhagen Economics has been commissioned by the European Commission to conduct
a study of pricing behaviour of postal operators and its effect on postal markets. In a nut-
shell, the aim of the reportis to identify what pricing be haviour is justified and what pri c-
ing behaviouris not justified from the point of view of social welfare. We considerfour
criteria to evaluate welfare effects:

Efficient use of postal services
Development of effective competition
Protection of postal users

Efficient provision of postal services

=a =4 -4 =4

Based on this knowledge, the report delivers recommendations on regulatory approaches
to mitigate the consequences of unjustified pricing behaviouron the developmentofsus-
tainable postal service and competition.

2.2 Data collection
The study is based on data collected from multiple sources by means of multiple methods.
In addition to standard desk research, we wish to highlight the following:

1 Workshops with NRAs, USPs and new postal operators held in Copenhagen athe
turn of January and February 2012 to identify the main issues ofinterest

1 A NRA questionnaire to collect information on prices, volumes and the regulatory

framework

A USP questionnaire to collect information on prices and volumes

A NCA questionnaire to collect information on competition cases

1 Faceto-face and telephone interviews

= =

2.3 Price movements in chapters 3 and 4

Chapter 3 gives an overview ofthe main developments and state of play with regard to
pricing of postal products supplied by universal ser vice providers in 31 European coun-
tries.® The purpose ofthis chapteris to givean overview ofthe developments in the pric-
ing of products provided by the USPs in Europe. In addition, we examine developments in
affordability of USP services and the effectof competition.

2®|'n Germany, Deutsche Post AG provides universal service without designati
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Chapter 3 is concerned with the 27 members ofthe European Union and the EEA couwn-
tries: Iceland, Liechtenstein, Norway, and Switzerland. We were not able to collect all the
price data for all products and years from all countries, typical ly for reasons of confiden-
tially or because a certain product was not offered, e.g. unaddressed items delivery. In
practice, the following countries have been excluded due to unavailability of data: Bulgar-
ia, Cyprus, Iceland, and Liechtenstein. We also ex¢uded outlier data pointsin cases
where the level of price increases would otherwise distort our analysis* Therefore, unless
otherwise stated, our reportis based on data from 26 countries.

We consideredthree groups of products:
1 Single piece items
1 Business products
1 Packetsand parcels

Within the single piece items, we analyse domestic priority, non -priority and intra -EU
mail.

Within the business product category our examination includes the following products in
domestic service:
A Bulk mail, 10.00 0 items, 20g, unsorted

A Direct mail, 50g items, pre -sorted, 100.000 items
A Unaddressed items, 50g, 100.000 items

These products have been chosen for detailed study on the basis that they arerepresemt
tive ofthe services provided to business mailers on a ron-negotiated basis. Bulk mail
covers transactional mail, such as invoices or bank statements. Direct mail includes ad-
vertising, marketing or publicity material and its contents are uniform, except for the
addressee's name, address and identifying number3 We also include unaddressed items,
although they do not fall within the legal definition of postal items. 32This is because they
are part of a separate competitive market, relatively large interms of volume (e.g. a single
householdcan receive several unaldressed items in one delivery) and usually using the
same delivery network as letter mail. Itisimportant to analyse pricing because USPs are
competing -ova $tho fiproiwate sector competitors, but they
with themselves.33

Please note that not all USPs provide certain business products, such as direct mail, o-
addressed items orbulk parcels.

Within Aparcels and packetso, we analyse 1kg single
tariffs and a 2kg single piece parcel tariffs. The maximum volume ofa packetis 0.02 cubic
meters, while a parcel canreach 0.18 cubic meters.

% Thisis the casein Romania in direct mail.

31 Cf. Recital 17 of Directive 2008/6/EC and article 2 (8) of Directive 2002/39/EC.

32 Unaddressed mail is not postal item as it is not addressed inits final form.

3% The use of unaddressed mail is cheaper overall than sending targeted direct mail or ordinary letters.
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Readers of Chapter 3 should be careful when comparing developments in price levels
among the products, because each product analysis is performed with a ample contain-
ing different countries.

We performed the individual product analyses with all the data available in orderto get as

close as possibleto the true development which took placein all 31 countries. In Chapter

3,we decided notto excludeobse vati ons t hat could be cdonsidered
calsense. To correct for the influence outliers may have on arithmetic averages, we have

calculated median values for price growth. We have also calculated the average annual

movement (AAM). * The AAM measures the average annual growth rate ofa given price

overagiven period.

For certain analyses in Chapter 3, we distinguished between countries with the 2011dead-
line for implementing the Directive and countries with the 2013 deadline , cf. Table 2 and
Table 3. We classified the EEA countries and Switzerland into the 2013 group, even
though Norway and Switzerland®* decided not to implement the Directive.

Broadening the analysis, Chapter 4 exploresprice relations between various products
provided by the USP. The chapter is based on the same data as Chapter 3. The individual
analyses ofpricerelations are based on a choice of countries for which both price series
were available (i.e. abalanced samie).

The terms ofreference requested afocus on 1612 countries. Initially, we suggested the
following countries: Belgium, Denmark, Germany, France, Italy, the Netherlands, Poland,
Portugal, Romania, Spain, Sweden, UK.Finally, we include all countries for which data
was available to us.

Analyses of price movements in Chapters 3 and 4 group the countries interms ofthe
presence of full market opening (FMO) i defined asthe required date for implementation
of Directive 2008/6/EC and a proxy measureillustrating the state of competition. For
letter mail products, the countries with competition are proxies asthose where there is an
active competitor. The countries are grouped in the following way: %

34 In other words: compound annual growth rate (CAGR).

35 Switzerland is not required to implement the Postal Service Directive directly (as any other Member State) or through the
EEA Agreement.

36 Cf.also Appendix A.

27

n

(0]

u



Pricing behaviour of Copenhagen

postal operators Economics
Table 2 Grouping coun tries in terms of Directive implement a-
tion and level of competition in the letter mail area
Full market opening* (FMO) No full market opening (No FMO)
No competition AT,BE,DK, FI,FR,IE ,PT CH,EL,LV,LT
C ompetition BG,EE,DE,ES,IT,NL, SE, UK CZ,HU,LU,MT,PL,RO,SK ** NO,SI **
Note:* Wedefine FMO accordingto the required deadline for the implementation of Directive 2008/6/EC.Bu

garia,Cyprus,Liechtensteinandlceland are notincludedinthe analysisdue tolack ofdata.

** By virtue ofnational postallawimplementation, Slovakia (SK)had FMO from 1 January 2012 and Slovenia
had FMO as ofl January 2011 i i.e.beforethe deadlinere quired by the Directive.Forthe purpose of
the analysis, we group them in the fAiNo FMOO, however.

Source: CopenhagenEconomics

The countries are grouped in the following way with regard to unaddressed items, cf. Ta-
ble 3.

Table 3 Grouping countries interms of Directive implement a-
tion and level of competition in unaddressed mail
Full market opening* (FMO) No full market opening (No FMO)
No competition FR EL,LT,LV
C ompetition AT,BE,DE,DK,EE,ES,FI,IE,IT,NL,SE,UK CH,CZ,HU,LUMT,PL,RO,SK,NO,PT,SI

Note:*FMO corresponds to the implementation of Directive 2008/6/EC. Bulgaria, Cyprus,Liechtensteinand
Icelandare not includedinthe analysisdue tolackofdata.

Source: CopenhagenEconomics

We were often confronted with the problem that the balanced samples were small, con-
taining 6 -8 countries. This was because some countries did not provide a specific type of
service, for instance non-priority mail, unaddresseditems, or bulk parcels 7 or have price
lists for such products. Therefore, we decided to expand the analysis to all countries for
which data was available. Thus, the analyses in Chapter 4 coverfrom 10 16countries
depending onthe product.

The NRA and USP questionnaire survey also revealed a problem related to the availability
of historical data, mostly from the period 2001 -2003. As a consequence, we decided to
base our analysis on the years 20042011. This time span allowed for the best trade-offin
terms ofthe number of countries and the length oftime.

List pricesvs.actual prices

Anideal analysis of movements in price levels and relations between product prices
would be based on actual prices, notlist prices, especially for product used by business
clients. However, actual prices are highly sensitive information, so it was only possible to
base our analysis on list prices. For that reason, the business products we chose for d-
tailed study are those that can be considered representdive ofthe servicesprovided to
business mailers on a non-negotiated basis. Our approach to evaluating the effect of pric-
ing on competition was instead based on case studies:
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1 A case study examining the effect of entry and exit ofa new operator on USP li$
prices

I Case studies conducted with corporate mail users shedding light on new operator
prices in comparison to USP prices

1 A case study onthe effect presence of competition has on (listed) rebates offered
by the USP for clients using meter as a payment diannel in 12 countries.

New entrant prices

While we made every effortto collect prices of new entrants, we were not ableto carry out
a systematic analysis of price movements for new entrant prices. This was because we did
not believethat new entrantli st prices would give a meaningful comparison against USP
list prices. The reason is that new entrants use individually negotiated prices in virtually

all cases. These prices are confidential and we are not able to collect them.

As an alternativeto list prices, to study developments in new entrant prices, we relied on
casestudies. We investigated:

1 The developmentofprices for Bring Citymail in Denmark durin g 2007-2010
1 Experiences ofDanish users of mail with pricing of postal services in the above
period

We chose this approach, becaus®ur initial research revealed that public ly available price
lists for entrants did not play any role in practice. Some entrants do not have a pricelist,
but negotiate from customer to customer. Other entrants have a price list, but still negoti-
ate from customer to customer, resulting in actual prices being very different from the list
prices.

2.4 Chapter5 on postal operators pricing strategies

Chapter 5 outlines a generic pricing model which explainsthe drivers of postal prices. By
referenceto the price developments and price relationships described in chapter 3 and
chapter 4, we analyse towhat extent the model can explain the actually observed price
developments. The modelis constructed from a theoretical point of view and reflects how
pricing decisions take place from a rational, profit -maximising perspective. Actual pricing
behaviourmay to some extentdepart from this theoretical ideal, giving rise to compet i-
tionissues discussed in the next chapter.

2.5 Chapter 6 on competition law

Chapter 6 focuses onthe actual pricing behaviour of postal operators, which sometimes
results incompetition cases. We outline the relevantcompetition law and discuss how it
appliesinthe postal sector. We also discuss the case law and its implications.

2.6 Chapter 7 on sector specific regulation
In Chapter 7 we analysethe current sectorspecific regulatory framework. We look at the
EU-levelregulations, contained in the Postal Directive 2008/6/EC, and the relevant EU

Economics
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case law. We also present an extensive analysis ofthe status and practice of sectespecific
regulation at the national level, based on the NRA survey.

When preparing the questionnaires, we encountered two main problems. The first pro b-

lem concerned missing data. Where possible, we supplemented NRA answers with the

information available to us. The second problem related to inconsistent answers (e.g.the

answer of fino price cap regulationo followed by
Where possible, we amended such inconsistencies.

2.7 Chapter 8 on impacts of pricing strategies
Chapter 8 focuses on the effects of pricing strategies and regulaton on various types of
postal users:individuals, SMEs and large mailers.

2.8 Chapter9 on recommendations
Chapter 9 will collect the recommendations developed throughout the report.

30



Pricing behaviour of Copenhagen
postal operators Economics

Chapter 3
Developments in price levels

This chapter gives an overview of the main developments and state of play with regard to
prices of postal products supplied by universal service providers (USPs) in 31 European
countries.* This is supplemented by an analysis of affordability and the effects of compe-
tition. Developments betw een products are considered in Chapter 43

3.1 Main findings
Our main findings regarding individual products from 2004 -2011, are:
1 Pricesfor single piece mail items (domestic priority and non -priority, as well as
intra -EU mail items) increased faster than inflation
1 Pricesfor business mail products (bulk mail, directmail and unaddressed items) ®
increased with inflation. This shows that USPs have an incentive to stimulate de-
mand with lower prices in product segments threatened with volume declines.
1 Pricesfor parcels and packets® increased faster than inflation
The financial crisis has led to lower price increases for all products
1 Prices for domestic priority letter mail increased slower in countries with price
caps compared to countries without price caps onpriority letter mail
1 Pricesfor domestic non-priority letter mail increased by the same amountin
countries with price caps compared to countries without price caps onnon-
priority letter mail

=

The chapter alsosuggestsexplanations for these developments, especially in the light of
volume developments (declining volume for letter mail and constant or increasing volume
for parcels). However, we advise the reader to treat these explanations as hy pothesesa-
ther than hard facts. Developments in postal prices from 2004 -2011 are influenced by a
number of factors, whose composition and influence are likely to change over time. Itis
challenging to explain movements in aggregate price growth with the help of individual
factors, such as the presence of full marketopening (FMO) or the presence ofactive can-
petition. These factors often cannotbe separated in time or between countries (e.g.coun-
tries without full market opening also tend to be countries without price caps). Asaco n-
sequence, itis not possible to iolate the effects ofa single factor. What complicates this
task further is thatit is not always possible to construct groups with the same number of
countries for comparison of price movements. Not all USPs may be supplying a certain
product, e.g. non-priority mail.

I n Germany, Deutsche Post AG provides universal service without designati
38 By consequence, the individud product analyses in Chapter 3 are based on price datafrom all available countries. This means
that the reader should not directly compare the developments between products using the data in Chapter 3, but
proceedto Chapter 4 for comparisons between products.
3% Unaddressed items are not strictly speaking postal services, but it is useful to include them in the study as e.g. possible ker-
native to direct mail.
40 For the purpose of this study, a packet is proxied as the tariff for a 1kg domestic single piece priority letter.
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For a comprehensive analysis of price drivers and their influence on price developments,
we refer to Chapter 5.

Single piece products
Within the single piece productcategory, our examination includes the following pro d-
ucts:

1 single pieceletter items, 20g, domestic priority *> and non-priority *

1 single piece letter items, 209, cross-border intra -EU

Prices grew both in nominal and real terms. Growth in real terms indicates that prices
grew more than inflation.

Innominal terms, the average price of single piece domesticpriority letter mail increased
by 33 per centover the period in a sample of 26 member states. The average price of s
gle piece domesticnon-priority letter mail increased by 50 per centin a sample of16 EU
countries.* The price ofintra -EU single piece priority mail increased by 41.4 percentina
sample ofthe 26 countries for which we received data. SeeFigure 1, which summarises
the total and average price movements (increases or declines) from 2004-2011 for as
many countries as possible.

41 Our choice of products follows comments received at the NRA workshop in Copenhagen to use product definitions that are
harmonised with the definitions used in Eurostat. Moreover, the terms of reference required comparability with ea r-
lier studies. This implies the use of 20g categories as opposed to 50g. A number of mailtypes are 20g. For example,
Christmas cards, return forms, subscription ¢ oupons, invoices, giro forms, etc. Moreover, itis relevant to test afford-
ability on the cheapest product. The 50g limitis interesting due to the existence of reserved areas until 2013. There-
fore,we add a 50g weight category in the analysis of business pducts, i.e. we have both 20g and 50g for bulk mail.

42 For countries without priority mail delivered at the D+1 standard, we included the mail product with the fastest available
delivery standard.

43 please note that nonpriority mail may not be provided b y all USPs.

4 When comparing developments between products, please note the different number of countries n the samples. Chapter 4
surveys the developments between products using samples containing the same countries.
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Figure 1 Movement in average prices for single piece mail items,
selected countries, 2004  -2011

60%
50.1%
50%
41.4%
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33.2%
30%
19.7%
20% 16.4%
11.0%
10%
0%
Single piece letter item, 20g, Single piece letter item, 20g, Single piece letter item, 20g,
domestic, priority domestic, non-priority cross-border intra-EU
m Nominal price increase Real price increase
Nominal price Real price
Product Period increase increase
Total AAM Total AAM
Single piece letteritem,20g, domestic, priority 2004 - 2011 33.2% 44% 11.0% 1.5%
Single piece letteritem,20g,domestic,non -prioity 2004 - 2011 50.1% 6.0% 19.7% 2.6%
Single piece letteritem,20g,cross -borderintra -EU 2004 - 2011 41.4% 50% 16.4% 22%
Note: AAM=average annualincrease.C ountriesincludedinthe individual analyses:
S.p.dom. priority:26 countries:AT,BE,CH,CZ,DE,DK,EE,EL,ES,FI, FR,HU,IE,IT,LT,LU,MT,

NL,NO,PL,PT,RO,SE,SI,SK,UK

S.p.dom. non - priority:16 countries:BE,CH,DK,EL,FI,FR,HU,LT,LV,NO,PL,PT,RO,SE,SK,UK
S.p.intra -EU:26 countries:AT,BE,CZ,DE,DK,EE,EL,ES,FI,FR,HU,IE,IT,LT,LU,LV, MT,NL,
NO,PL,PT,RO,SE,SI,SK,UK

Source: CopenhagenEconomics

Letter products for business users

Within the business product category, our examination includes the following domestic
products:

Bulk mail, 10.000 items, 20g, unsorted

A Directmail, 50gitems, pre-sorted, 100.000 items

A Unaddressed items, 50g, 100.000 items

p>N

Prices grew in nominal terms but less than private mail and in real terms prices were con-
stantor evenfellasin the case ofunaddressed items, cf. Figure 2. The slower overalh-
crease in business mail prices, compared to single piece mail, demonstrates the market
conditions “ with relatively price sensitive demand for bulk mail products. Itis also a sign

5 For example, business mail products are subject to significant electronic substitution which reduces demand for physical mail
products. In addition, bulk mail products are generally subject to more competition from alternative service provi d-
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that USPs have a strong incentive to stimulate demand with lower prices in productseg-

ments threatened with volume declines.

In nominal terms, prices of bulk mailincreased by 15.9 per centinthe period. Prices of
direct mailincreased by 17.9 per centperinthe period. Prices ofunaddressed items also
increased by 17.9 perent. Inreal terms, the prices were essentially unchanged.

Figure 2 Movement in average prices for business mail pro

ucts, selected countries, 2004 -2011

d-
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Unaddressed items, 50g items,

100.000 items, domestic
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Nominal price Real price
Product Period increase increase
Total AAM Total AAM
Bulk mail,10.000 items,20g,pre - sorted,domestic* 2004 - 2011 15.9% 2.1% 0.1% 0.0%
D|rectma|l,509|tems,pre -sorted,100.000items, 2004 - 2011 17 9% 2 4% 16% 02%
domestic*
Unaddresseditems,50gitems,100.000items,dome s-
tic 2004 - 2011 18.2% 24% -1.4% -0.2%
Note: AAM=average annualincrease.C ountriesincludedinthe individual analyses:

Bulkm.: 14 countries: BE,FI,FR,DE,IE,IT,LT,MT,NL,PT,SE,UK,NO,CH
Directit.:16 countries:BE,CH,DE,ES,FI,FR,IE,IT,MT,NL,NO,PL,PT ,SI,SK,UK

Unaddressedit.:10 countries: BE,CH,ES,FI,LT,NO,PL,SI,SK,UK

Source: CopenhagenEconomics

Parcels and packets

Within the category of parcels and packets,our examination includes the following pro d-

ucts:
1 Single piece letter items, 1kg, domestic, priority

ers compared with single piece mail. This makes demand for business mail products more sensitive to price increas-

es.
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1 Single parcels of 2kg, domestic
1 Bulk parcels of1kg, 10.000 items*

Single piece |letter items of 1kg can betsconsi der ed
that can be substituted for 1 kg parcels! Their average pricein 24 member states n-
creasedinrealterms by 6.7 per cent.

Next, we included a standard parcel of 2kg.*® Their average price in 10 member states
increased inrealterms by 7.0 per cent.

Finally, we included bulk parcels because these are likely to be inincreased demand from
large mailers, due to the rise of eecommerce.” Their average price inthe sample of24
member statesfor which we received data,increased by 11.3 per cent.

46 The choice of the weight limit is motivated by the popularity of the product (e.g. the weight of a book), and the potential f or
substitution with 1 k gletter items.

“T The two products are not identical, however. They differ in terms of their maximum volume: 0.02 cubic meters for the packet
and 0.187 cubic meters for a parcel.

“8 The choice of this weight limit follows the recommendations of the NRAs at the Copenhagen workshop as well as to ensure
comparability with earlier studies.

“ We were unable to collect separate statistics on the developmentin volumes of bulk parcels., How everFigure 5 yields sup-
port for this hypothesis.
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Figure 3 Movement in average prices for parcels and packets,
selected countries, 2004  -2011
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Single piece letter item, 1000g, Bulk parcels, parcels of 1 kg, Single parcel, 2kg, domestic
domestic, priority 10.000 pieces, domestic*
m Nominal price increase Real price increase
Nominal price Real price
Product Period increase increase
Total AAM Total AAM
Single piece letteritem,1kg,domestic, priority 2004 - 2011 31.3% 4.0% 6.7% 0.9%
Bulk parcels,parcels ofl kg, 10.000 pieces, domestic* 2004 - 2011 32.7% 4.1% 7.0% 1.0%
Single parcel,2kg,domestic 2004 - 2011 36.8% 4.6% 11.3% 1.6%
Note: AAM=average annual increase.C ountriesincluded inthe individual analyses:

S.p.letter1kg:24 countries:BE,CH,DE,DK,EE,ES,FI,FR,HU,IE,IT,LT,LU,LV,MT,NL,NO,PL,

PT,RO,SE,SI,SK,UK
Bulk p.: 10 countries: ES,FI,LT,MT,NL,NO,PT, RO,SI,UK
S.parcel:24 countries: BE,CH,DE,DK,EE,ES,FI,FR,HU,IE,IT,LT,LU,LV,MT ,NL,NO,PL,PT,

RO,SE,SI,SK,UK

Source: CopenhagenEconomics

Affordability
We examinedthe affordability of three products relative to the salaries of industrial wor k-

ers in EU Member States. We measured affordability by calculating the number of
minutes of work an industrial worker is required to spend in order to afford a particular
service.

1 Single piece priority 20g letter mail

1 Single piece priority 1kg letter mail

1 Single 2kg parcel

The affordability measure for 20g single piece letters calculated for a sample of27 coun-
tries for which data was available,varied between 1.1 and 8.5 minutes of work time % We
find that prices have generally become more dfordable since 2009 as the number of

%0 we did not measure affordability for a similar productin Main Developments in the Postal Sector 2008-2010.
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minutes ofworkdeclined in 15 countries and remained stable in 12 countries. The num-
ber of minutes did not increase in any of the countries.

The affordability measure for 1kg single piece letters calculated for 27 muntries varied
from 4.9 and 47 .7 minutes ofwork time. Even though the EU average number of minutes
has not changed since 2010, we interpret the increase in the range of minutes as a sign of
decline in affordability for 1 kg priority letter mail taking pla ce in the countries at the end
of the distribution, incl. Romania, Hungary, Latvia , cf. Figure 37.

Figure 4 Minutes worked for 1kg single piece letter mail, 2011
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The affordability measure for 2kg single parcel calculated for 27 countries varied from 10
and 53.6 minutes of work time. s

Effect of com petition on USP list prices

Regarding the comparison of USP prices with competitor prices, we found that compar i-

sons of list prices were not meaningful. New entrant
sometimes higherthan the USP list prices. Preliminary evidence from interviews with

mailers suggested that new entrants offer individually -negotiated prices for their custom-

ersi whichcanbe 257 50 per centlower than USP list prices52 To document the effect of

competition on prices, we catrried out two case studies:

®1 Copenhagen Economics (2010) did not include a comparable poduct in the affordability analysis.
52 Some operators may not even have price lists, e.g. Forbruger Kontakt, a Danish distributor of unaddressed items and weekly
newspapers, cf. interview with CEO, 3 February, 2012.
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The first case study concernedthe experience of Danish mailers with prices in the pres-

ence ofa competitor providing business mail products (Bring City mail) and after the exit

of the competitor. The case study revealed that Post Danmark decreased its list prices on

50g bulkmail by 13 per centin 2007 --the year of entry of the competitor. The pricesre-

mained unchanged until 2010, when Bring City mail exited the Danish postal market.

Between 2010-2012, the price rose at about twice the inflation rate. The case study e-

vealedthattherole of competitordéds | ist prices appears to be
rather than as information about end prices. Entrants may have an incentive to show high

discounts off list prices to their customers for marketing purposes. 53

The secondcasestudc oncer ned t he us einlMeniberStatest,i.er,ebat es o
rebates granted by the USP for the use ofa franking machine. The study revealed that

between 2009 and 2012, the size ofthe average meter rebate for single piece letter mail

items increasedfrom 5-10% ofthe stamp price.

3.2 Developments in volumes
Price developments explored in this chaptershould be viewed againstthe observation
that volumes in the letters and parcels markets are behaving quite different, cf. Figure 5.

Figure 5 Letter mail and parcel volumes, 2007 -2011
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Note:Austria, France,Hungary, Latvia, Lithuania,Luxembourg, M alta, N etherlands, P ortugal, Romania, S| o-
vakia, Slovenia, Spain, Sweden, and Switzerland. Figu
(stamped)lettermail,domestic, firstand second class, total. AiParcel o i na-l

tic.Single piece products were chos ento maximise the numberofcountry observations.

Source: NRA andUSP questionnaires

53 Apart from that, we find thatitis n ot always possible to find product pairs that are comparable in terms of quality criteria,
including delivery standards or geographical coverage.
54 Belgium, Denmark, Finland, France, Germany, Italy, Netherlands, Poland, Portugal, Spain, Sweden and the UK
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Letter post volumes were relatively constant until 2007/2009, when sharp year-on-year
declinesbegan. The tipping point at 2008/2009 is likely to have been caused not only by
the financial crisis, but also by the emergence of mobile internet technology and products
such as the smartphone, which made esubstitution of transactio nal mail (bills in partic u-
lar) an attractive proposition. Inearlieryears (2002 -2007), e-substitution was more
about advertising mail and affected USPs with well-developed direct mail businesses ra-
ther than USPs that relied more on transactional mail. Furthermore,volumelosses were
often partially recouped as the advantages of direct mail over electronic alternatives be-
gan to emerge. Parcel volumes, however, have tended to grow after 2009, fuelled by e
commerce. The figure excludes countries where ecommerce is particularly vibrant (DE,
UK, FI), as volume data was not provided by the NRA nor the USP.

3.3 Developments in single piece products

Single piece 20g letter, domestic, priority

Prices for single piece item products in domestic priority service havebeen steadily in-
creasingin 26 countries from 2004 -2011, cf.Figure 6. Between 2004-2011, prices n-
creased nominally by 35%and 11 per centinrealtems. This correspondsto 4.4%nomi-
nal and 1.5 per centreal growths per year. Nominal prices increased slower after 2009,
however, at 3.0 per centper year, translating essentially to no growth (0.4 per cent per
year)inreal terms.
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Figure 6 Single piece 20g letter, domestic, priority, 2004 -2011
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C openhagen Economics

From 2004 -2011, the group of countries with the 2013 deadline for transposing Directive
2008/6/EC T i.e.the group of countries without full market opening (FMO) experienced
a 10 per cent higherrealincrease in prices compared to the group of countries wth FMO,
cf. Figure 7, panels A and B. An explanation for this can be that prices in group with (pan-
el B) were generally lower in 2004, thus they wereincreasing from a lower base.

A further explanation may be related to the presence ofa price regulation sy stem. Most of
the countries in the group without FMO were not applying price caps. The lack of price
caps may suggest that USPs in those countriesvere not formally restricted to increasing
prices by the growth in the consumer price index in the same way as countries with price
caps.

Even though many countries had a form of ex-ante price approval, ex-ante approval often
relies on justification of p riceincreases submitted to the regulator. Thus, the USP is able
to refer to more factors than the consumer price index, and use a producer price index, for
example,instead.®

5 Table 6illustrates that prices increased more in countries without price caps in comparison to prices in countries with price
caps.

Copenhagen
Economics
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After 2009, however, prices in countries without FMO declined in real terms about 2 per
centi while they were growing around 3.2 percentin countries with FMO. This can be
explained by developments on the country level, such as agreeing on new, higher pice
levels after longer period of price stability (see Denmark, UK).

Figure 7 Single 20g letter tariff, domestic, priority, 2004 -2011

Panel A: 2011 deadline (FMO)

Panel B: 2013 deadline (no FMO)
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Source: CopenhagenEconomics

Turning to developments by country, we observe that nominal prices increased in all
countrieson average 36.6 per cent. The average growth ratein real priceswas 11.7 per
cent. Itis noteworthy that a median of 2.8 per cent (i.e. below average) means thatthere
was variation within the groups of countries, and the average was strongly influenced by
countries with high growth rates (e.g. Romania, UK, and Denmark).

We noted several places where prices of single piece priority letter mail in domestic deliv-
ery decreased inreal terms: Estonia, Sweden, Germany, Italy, Portugal, Poland, Hungary,
Greece and Switzerland. In most cases, the countries where prices declined in real terms
were also the countries with competition in the letter mail area.
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However, examining the size ofthe averages, it appears that there is no discernible differ-
ence between the groups of countries with FMO and without FMO, nor between those
with and without competition. Among countries in the group with FMO, averagereal
prices grew by1.1 per cent for the group where competitors were active, compared to 10.5
per cent for countries without competition. For the countries inthe 2013 group, real pri c-
esgrew by 22.2 per centinthe group where competitors were active, compared to 1.8 per
centforthe group where no competitors were active, cf. Figure 8.

Figure 8 Movement insingle 20g letter tariff, domestic, priority,
2004 i 2011
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Note: Countries are sorted by movementinnominal price,indescending order, within the group showing

the status withrespectto FMO (directive transposition)and presenceofcompetition.

Source: CopenhagenEconomics

Single piece 20g letter,domestic,non -priority

Non-priority single letter items, 20g, domestic can be considered a lower-cost alternative

to priority letters. They have alonger delivery time standard, D+3 as compared to the D+1

required for priority mai |. 16 countries offer non-priority mail as part ofthe universal

service obligation, even though this is not technically required by Directive 2008/6/EC,

cf.Tabled. 1t should also be noted that in-about two
priorityo is available to consumers and SMEs who
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a substantial number of countries it is the most commonly used service, and in Spain it is
the only service available.

Table 4 Availability ofnon  -priority single letteritems, 20g, d o-
mestic, in 2011

No. Countries
Availableas serviceinside the USO 16 BE,BG,DK,EL,FI,FR,HU,LV,LT,NO,PL,PT,RO,SE,SK,UK
Availableas serviceoutside the USO 4 CH,ES**IT,NL,
Notavailable 5 CY,CZ,DE,IS,LI
Noanswer* 6 AT,EE,IE,LU,MT,SI
Note:*These countries answered the questionnaire but did notfillin thenon - priority tariffs.**For Spain,we

classiynon -pri ority as the fAordinary |l ettero with delivery

Source: Silva(2011),PostNL(2012b)and C openhagen Economics

In2011, nominal prices of non-priority letters had risen 50 p ercent higher than prices in
2004, cf. Figure 9. The total increase inreal prices of non-priority mail for the period was
about 20 per cent. In addition, both nominal and real annual increases were lower after
2009. For example, real pricesincreased annually 0.9 per cent compared to the 2.6 per
centannualincrease on average.
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Figure 9 Movement in price of single piece 20g, domestic, non -

priority, 2004 -2011

Panel A: Nominal prices

Panel B: Real prices
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BE CH,DKEL,FI,FRHULT,LV,NO,PL,PTRO,SE,SKUK

Non-priority prices increased nearly threetimes as fast in countries without FMO co m-

pared to countries with FMO, cf. Figure 10. Since 2009, however, the average annualm-
creasesweremoresimilar, 1.2 percentin countries with FMO and 0.7 percentinthose
without FMO. Priority mail rose in parallel, which can be ex plained by the lower starting

level oftariffs in countries without FMO.
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Figure 10 Movement in price of single 20g letter, domestic, non

priority, 2004 -2011

Panel A: 2011 deadline (FMO)

Panel B: 2013 deadline (no FMO)
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Average annual movementsince 2009 1.2% Average annualmovementsince 2009 0.7%

Countries:BE,DK,FI,FR,PT,SE, UK

Countries:CH,ELHU,LT,LV,NO,PL,RO,SK

Note: 2004=1,realprice index

Source: CopenhagenEconomics

We observed that nominal prices increased on average in all countries by 50 percent.
However, the mediani 38 per centi reveals again the strong influence ofthe highest
growth rates (Latvia, Norway and Slovakia).

Real declines occurred only in the two groups of countries with no active competitors
(Portugal, Finland, Lithuania, and Switzerland). Likewise, average price growth was hig h-
er for the groups with competition than those without competition, i.e. 18.8 per centvs.
6.1 per centfor FMO countries, and 33 per centvs. 20.6 per cent for countries without
FMO. This was the opposite of what was expected, so we treated this finding with caution.
One reason for this is because we expect the active competitors to copete mostly on bulk
mail items rather than single piece items. Therefore, the differences may be driven by
factors other than the presence ofactive competitors, cf.Figure 11
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Figure 11Movement in price of single 20g letter, domestic, non -

priority, 2004 -2011
1.6
1.2
0.8
0.4
0
-0.4
UK  SE DK  BE FR PT FI SK  HU RO PL LVv. NO EL LT CH
FMO & FMO & no competition No FMO & competition No FMO & no competition
competition
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Country group
Real Prices Real Prices Nominal Prices Nominal Prices
FMO & Competition 18.8% 18.8% 40.7% 40.7%
FMO &No competition 6.1% 7.8% 22.6% 222%
NoFMO &Competition 32.6% 31.3% 66.5% 71.0%
NoFMO &Nocompetition 23.4% 34.6% 68.1% 722%
All Countries 19.7% 17.7% 50.1% 38.1%
Note: Countries are sorted by movementinnominal price,indescending order, within the group showing

the status withrespectto FMO (directive transposition)and presenceofcompetition.

Source: CopenhagenEconomics

Single piece 20g,cross -borderintra

-EU, priority

Directive 2008/6/EC requires that universal service is ensured not only domestically but
also across borders, cf. Article 3 (7). In practice, this means that member states are
obliged to provide both delivery ofincoming mail as well as collectio n and sending of

outgoingcrossb or der mai |
from or to another

Ar ti
Me mber

cle 2
St ate

( Xhlor d enrcd uadse:s
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Nominal prices for single letter items inintra -EU service have beenincreasig somewhat
more than prices for domestic priority service. Figure 12shows that the total increase
amountedto 41 percentfrom 2004 -2011 comparedto35 per cent for priority mail. After
2009 the annual average growth rate was almost three times higher in nominal terms
thanin real terms. The possibility for USPs to raise cross-border intra -EU mail prices
more than domestic mail prices can be explainedby the lower elasticity of demand for
cross-border intra -EU mail. The low elasticity may, inturn, be affected by several factors.
For example, lack of developed competition in the cross-border mail marketmay make
mailers less sensitive to price increases Low price sensitivity may be enhanced by an n-
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frequent use ofcross-border mail. In general, individuals sending only few cross -border
mail items per year are not very sensitive towards price increases since theconsumption
of cross-border mail services only makes up avery small part oftheir household budget.

Intra -EU mail is sentin significantly lowervolumes than domestic mail, which means
that an individual customer is more likely to accept a higher price. Moreover, a customer
will be less inclined to refrain from sending a postcard home from vacation abroa don
accountofthe price ofthe postcard. Competition in the cross-border intra -EU mail mar-
ketis also less developed than competition in domestic markets, meaning that there are
fewer substitutes available.

Lastbut notleast, the prices ofcrossborderintra-EU mai | i ncl ude fAterminal due
charges that the sending USP pays the delivering USP to delivermail. Terminal dues

(such asthose applied by the REIMS agreement signed by 26 EUbostal operators®) are

fixed inrelation to price changes in domestic mail, among others. Hence, increases in

domestic mail prices triggerincreases in cross-border intra -EU mail prices. Compared

with the growth in single piece domestic items, this suggests that USPs may havenm-

creased the price ofintra-EU mail slightly more than proportionately, onaverageinthe

EU.

56 Cf. httpZiwww .ipc.belen/Services/Pricing/REIMS.aspx
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Figure 12 Movement in price of single piece 20g letter, intra -EU,
priority, 2004 T 2011
Panel A: Nominal prices Panel B: Real prices
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Average annual movementsince 2009 3.7% Average annual movementsince 2009 1.3%

Note: 26 countries:AT,BECZ,DE,DKEE,ELES FI,FR,HU,IEIT,LTLULV,MTNLNOPL,PTRO,SESISKUK

Source: CopenhagenEconomics

Real prices for crossborderintra -EU mail increased 7 percentage points more in coun-
tries with the 2011 deadline than in countries with the 2013 deadline, cf. Figure 13. The
opposite is true of price developments for domestic mail products, where pricesin the
group without FMOincreased more. This may reflect the fact that cross-border intra -EU
mail is more importantinterms ofvolume incountries with FMO, which includes the
more mature postal markets in the EU. Given the low elasticity of demand, USPs in those
countries would have anincentive to increase prices more in order to compensate forthe
general decline in domestic mail volumes. Moreover, in countries with FMOthe annual
average growth rate barely changes after 2009, compared to those countries without FMO
where prices seem to be almost unchanged.
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Figure 13 Movement in price of single 20g letter, intra -EU, pri-
ority, 2004 1 2011
Panel A: 2011 deadline (FMO) Panel B: 2013 deadline (ho FMO)
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Note: Real Prices

Source: CopenhagenEconomics

Countries with fast -growing prices strongly influence group average growth rates. For
instance, within the group of countries with FMO and no competition, the average growth
rate was 20.6 per cent, yetthe median growth rate was just 13 per cent. Comparedo the
FMO group, we observed that the distribution in real price growths was even more varied
in the group of countries without FMO. For example, the 2013 group includes 4 countries
with real price declines (Hungary, Malta, Romania and Greece), 2 countries with more
than 100 per centincreases in nominal terms (Slovakia and Czech Republic), and 2 con-
tries with no nominal price increases (Malta and Romania).

The presence of competition in the letter market does not appear to have a clearly ds-
cernible effect on prices. Among the countries without FMO, prices grew more in coun-
tries without active competitors (19.5 per cent on average), compared to growth in coun-
tries with active competitors (4.7 per cent). The opposite was the case among countries
with FM O. Among these countries, real prices grew slower in the subgroup withdomestic
competitors (12.8 per cent) than in the subgroup without domestic competitors (20.6 per
cent).

Copenhagen
Economics
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The lack ofan observable difference is mostly likely because competition in the cross

border intra -EU letter mail marketis weak i and the competition proxy used does not

influence price movements. Itis likely that even fewer competitors offer single piece

cross-border later mail compared to the offerings of single piece domesticitems. Itis un-

|l i kely that private consumersd meager use of these o

Figure 14 Movement in price of single 20g letter, intra -EU, pr i-
ority, 2004 1 2011
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Country group Average Median Average Median
Real Prices Real Prices Nominal Prices Nominal Prices
FMO & C ompetition 12.8% 6.0% 345% 295%
FMO &N o competition 20.6% 12.9% 39.3% 26.7%
NoFMO &Competition 20.9% 16.4% 20.9% 41.5%
NoFMO &Nocompetition 6.0% 7.4% 41.7% 35.2%
All Countries 16.4% 10.0% 41.4% 28.4%
Note: Countriesare sorted by movementinnominal price,indes cending order, within the group showing

the status withrespectto FMO (directive transposition) and presenceofcompetition.

Source: CopenhagenEconomics

50



Pricing behaviour of Copenhagen
postal operators Economics

3.4 Developments in business mail products

In this section, we focus on price developments for business mail products, i.e. delivery

services purchased in large volumes by corporate customers. Due to the large volumes

involved, business mail products are normally paid for by using franking machines, prin t-

ed postage impressions (PPIs) and invoices. Business mail products are important be-

cause they account for 87 per stWwefoundthatprcep er at or sd r ev
increases for business mail products were generally lower than for single mail items. We

also found that on average, the prices of business products remained constant in real time

between 2004-2011.

We reviewed only anillustrative selection of business mail products because thereis no
harmonised range of such products, in contrast to those in single piece category. In gea-
eral, we found that it was not easy to compare USP price lists for business pralucts be-
cause productdescriptions were not compatible, e.g., applied to different volumes. Some
USPs do not offer certain products, such as unaddressed mail. This explains why our
analysisincludes between 1316 countries, which is fewer than in the caseof single piece
letter mail items. It also explains why the different analyses cover different countries.

Bulk mail
Bulk mail refers to mail composed of similar (though not necessarily identical) items sent
in large volumes, for example, invoices and bark statements.

Nominal prices for bulk mail increased 15.9 per cent between 2004-2011, cf.Figure 15,
panel A. Real pricesin 2011 have remained essentially constant over the period, cfrigure
15, panel B. Itis noticeable thatthe period after 2009 appears to have halved the annual
nominal increase while turning the real price movement to the negative. The explanation
for this could be that the financial crisis made customers more price sensitive, especially
in relation to transactional mail, e.g.i nvoices.

57 Walsh (2011), p. 258. This relates to letter post items, including packets.
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Figure 15 Movement in price of bulk mail, 2004 -2011*
Panel A:Nominal prices Panel B: Real prices
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Source: CopenhagenEconomics

There appearsto be alittle difference in price developments between the groups ofcoun-
tries with and without FMO. Real prices remained virtually unchanged for both groups,
although they followed different developments overthe period, cf. Figure 16.1nthe FMO
group, following declines inreal terms from 2004 -2008, the prices recovered by means of
alargeincreasein 2009 and a smallerincreasein 2010, to the 2004 kevel. The countries
without FMO followed a different path. They were essentially stable until 2007, when they
increased by 4 percentage points, only to fall to their initial level the nextyear. Overall,
pricesincreased amere 0.3 percentinreal terms®

%8 Note that the two subsamples are imbalanced in terms of the number of countries constituting them.
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Figure 16 Movement in price of bulk mail, 2004 -2011*
Panel A: 2011 deadline (FMO) Panel B: 2013 deadline (no FMO)
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Source: CopenhagenEconomics

Turning to the country -level, and having established no clear difference between the two
groups of countries differing by FMO status, we observed differences due to the state of
actual competition. The presence of active competitors is likely to have a more noticeable
effectinthe case of bulk mail than with single piece items, because most competitors
compete on business mail products such as bulk and direct mail.

Average prices in the group with active competition declined inreal terms, by 6.9 and 5.3
per centrespectively for the countries with FMO and without FMO for the directive. This
is in contrastto the countries withoutactive competition, where prices increased in real
terms, respectively by 6.9 and 2.1 per cent, over the period.

The abovetends shouldbe interpreted with caution, because they are not shared by all

the countries within the given groups. There are countries with active competition where
pricesincreased (e.g. the Netherlands, UK, Sweden), as well as countries without active
competition where prices decreased (e.g. France, Ireland, Portugaly°.

%9 In chapter 5 and 8, we go more in depth with the analysis of how competition affects prices.
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Inthe group of countries with FMO and competition, the mean is negative 6.9 but median

is positive 3.5 becausethere are in fact more price increases than decline®.Real prices

increased for 3 countries: the Netherlands, UK, and Sweden, while they declined for two

countries: Germany and ltaly. The size ofthe declines was, however, larger than the size

of the increases, which resulted in thea groupos
tive. Inthe group of countries with FMO and no competition, the mean is positive 6.9 but

median is negative 3.7 because there are price declines than increase$.Clearly, there are

more drivers explaining these developments than transposition of the dire ctive and the
presence of competition.

Figure 17 Movement in price of bulk mail, 2004 -2011*
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NoFMO &Nocompetition 2.1% 1.5% 20.8% 17.2%
All Countries 0.1% -1.1% 15.9% 16.9%
Note: *Bulkmail:composedof20gitems,pre -sorted,10.000items,domestic, price peritem,2004 i 2011.
Countriesare sorted by movementinnominal price,indes cending order, within the group showing
the status withrespectto FMO (directive transp osition) and presenceofcompetition.Romaniaisi n-

cluded onthe diagram but the observation was nottakeninto accountinthe averages and medians.

Source: CopenhagenEconomics

% The mean and median are the same in cases where there are only 2 observations in a group.
1 The mean and median are the same in cases where there are only 2 observations ina group.
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Direct mail
Direct mail can be considered a specific type of bulk mailthat must fulfil certain criteria
regarding contents. Directive 2008/6/EC defines direct mail as:

A(...) consisting solely of advertising
an identical message, except forthe addressee’'s name, address and igntifyingnu m-

ber (...)0
Directive 2008/6/EC,Recital 17

In comparison to bulk mail, direct mail prices increased bothin nominal and real terms,
between 2004-2011. On average for all countries, nominal price increased by 20.9 per
cent, cf.Figure 18, while the real price increase amountedto 4.5 per cent. On an annual
level, theseincreases were notvery big, amounting to 2.8 per centinrnominal and only
0.6 percentinrealterms, over the period. Moreover, what is evident is that the price
increases occurred before 2009. Prices stopped to grow in the aftermath ofthe financial

crisis. Average annual movement in nominal prices after 2009 was about halfthat before

2009, while the average movementinreal prices turned negative. Inreal terms, prices
were declining on average by over 0.2 per centeach year in the period after2009, con-
pared to average annual increases ofover 1.9 per cennithe period before 2009.

Copenhagen
Economics
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Figure 18 Movement in price of direct mail, 2004

T 2011

Panel A: Nominal prices

Panel B: Real prices
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Source: CopenhagenEconomics

In contrast to bulk mail, there appearsto be a more noticeable difference in price devé-
opment among countrieswith FMO and without FMO, cf. Figure 19. Real pricesinthe
country group with FMOincreased a mere 2.8 per cent, while they increased by 8.5 per
centinthe country group without FMO, including Norway and Switzerland. The growth
trend experienced by the group lacking FMO ceased in 2009, however. For the period

after 2009, real prices have decreased on average 1.7 percentage points whereas in the

FMO group, pricesincreased by 0.2 per cent.

Copenhagen
Economics

56



Pricing behaviour of Copenhagen

postal operators Economics
Figure 19 Movement in price of direct mail, 2004 - 2011

Panel A: 2011 deadline (FMO) Panel B: 2013 deadline (no FMO)
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On the country level, prices either grew slower or fell where competition was active. This
is evidentinthe movements of average real prices and in the number of counties with
price declines.

For the groups with active competition, the FMOgroup recorded a decline in average real
prices 0f4.3, while the group without active competition increased by 7.3 per cent. These
movements were lower than those in countries without active competition: 10.4 percent
and 3.2 per cent, in the groups with FMO and without FMO, respectively. In the countries
with competition, there are 6 examples ofdeclinesi UK, Italy, Germany, Slovenia, Malta
and Norway i compared to the countries without competition, with only 3 small declines,
Portugal, France and Ireland, cf. Figure 20.

Itis importantto stress the examples of countries with sharp price increases in the group
without competition. For instance, within the group of countries with FMO and no co m-
petition, Denmark and Belgium show the significance ofthe average growth rate.
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Figure 20 Movement in price of direct mail, 2004 - 2011
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Source: CopenhagenEconomics

Unaddressed advertising items

Unaddressed items refer to items notbearing the address ofan addressee in their final
form, which means that these services aresensustricto, notto be regarded as postal se-
vices. Not all universal service providers offer unaddressed item services. When a USP
does offer unaddressed advertising, it usually uses the same delivery network as for a-
dressed letter mail. Not being part of universal service, unaddressed advertising items
have been subjectto competition for the longest period oftime. For that reason, the com-
petition proxy used in this analysis includes active competitors in the unaddressed adver-
tising area, as opposed to competitors in letter mail.

The price development for unaddressed items resembles that for bulk mail form 2004 -
2011:nominal prices grew but real prices remained essentially unchanged. The total n-
crease amounted to 18.2 per centin nominal terms,and-1.4 per centin real terms, cf.
Figure 21. The developmentinreal increases was not uniform over time, with several
examples of price increases followed by price reductions. This could be testamentto a
high degree of competition, periodic emergence and disappearance of competitors or
substitute products, such as free daily newspapers, as well as large elasticity of demand
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for unaddressed items. The financial crisis had a more pronounced effect on price devé-
opments with both nominal and real average annual increases becoming negative in its

aftermath.

In addition, postal operators reduced nominal ( -2.4 per cent) and real (-7 per cent) prices
after 2009 probably due to a declinein volumes after the financial crisis.

Figure 21 Movement in price of unaddressed advertising items,

Panel A:Nominal prices Panel B: Real prices
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Source: CopenhagenEconomics

The FMO status appears to have only a weakly noticeable effecton developments, cfig-
ure 22. Inthe group with FMO, real prices fluctuated over the p eriod and ended up 7 per
centlowerin 2011 compared to 2004. At the same time, prices in the group of countries
without FMO were 4.3 per cent higher. It should be emphasised that both developments
have showed much volatility over time, with periods of pri ce growth followed by price
declines. For thatreason, we do notinterpret the differencein the average movementover
the period as being significant. It appears to be more a consequence ofthe chosentime
period, than areflection ofan underlying, persi stent trend.
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Figure 22 Movement in price of unaddressed advertising items,

2004 -2011
Panel A: 2011 deadline (FMO) Panel B: 2013 deadline (no FMO)
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Source: CopenhagenEconomics

We do, however, observe thatthe competition proxy for unaddressed mail has a more
noticeable effect on price developmernts at the country level. For countries with compet i-
tionin unaddressed items, the real price increase was smaller (8.8 and 3.1 per cent) than
in the group oftwo countries without competition (4.2 per cent).cf. Figure 23.

Of the 9 countrieswith competition, real prices declined in 5 ofthem (Belgium, Finland,
Romania, Slovenia and Poland). In two countries, Belgium and Finland, where prices
declined notonly inreal butalso in nominal terms. 2 Only one country in the group with
competition, Slovakia, had a real growth rate higher than Lithuania from the group wit h-
out competition.

52 Cf. Belgium and Finland have no competitors active in the area of addressed letter mail, and we observe price increases in
those countries.
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Figure 23 Movement in price of unaddressed advertising items,
2004 -2011
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Romaniawas removedas itwas an outlier.

Source: CopenhagenEconomics
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1.1 Parcelsand packets

I n this section, we analyse developments in prices W
define as 1kg letter mail items for the purpose of this study. Parcel delivery has always

been opento competition. We expect lower price due to improved economies ofscale

since growing e-commerce s likely to encourage entry and thereby competition and lower

prices. Higher quality, demanded by consumers, can be synonymous with higher prices,

however. Quality can also be a competition parameter, and serve to differentiate postal

operators who otherwise offer similar prices.

The level of competition does not provide explanatory powerto the price developments
(and has been excluded from the graphs).

Packet: single piece 1kg letter

Prices ofsingle piece 1kg lettersncreased by 31 percentin nominalterms and 6.7 per
centinrealterms between 2004-2011. These increases are comparable to the increase in
single piece letter items 0f20g. Since 2009, real prices remained virtually unchanged.
Hence, the 2 per centincrease in nominal prices per annum, is inflation driven, cf. Figure
24.
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Figure 24 Movement in price of single piece 1 kg letter tariff,
2004 -2011
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The FMO status of countriesappears to have the same influence on prices in the case of

single piece 20g letter items. Real prices increased markedly more in the countries with-
outFMO i 10 per centi while real prices grew just 4 per centin the group with FMO, cf.

Figure 25. Once again, after 2009, real prices for the group without FMO did notincrease

further, but experienced a slight decrease of 0.2 per cent.

Copenhagen
Economics
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Figure 25 Movement in price of single 1 kg letter tariff, dome S-
tic, priority, 2004 -2011
Panel A: 2011 deadline (FMO) Panel B: 2013 deadline (no FMO)
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Copenhagen
Economics

On average, 1kg letter real price grew 6.7 per cent between 2004 and 2011. Nevertheless,
the price developmentacross European countries has been very differentbetween the

countries; countries such as Romania, the UK, and Poland experienced growth rates aver

45 per cent. On the contrary, countries coming from a low price level such as Slovenia,
and Lithuania experienced real price decreases ofalmost50 per cent, cfFigure 26.
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Figure 26 Movement in price of single 1 kg letter tariff, dome S-
tic, priority, 2004 -2011
200%
150%
100%
50%
0% - | - r.—.—l—I—I—I—IT
50%
-100%
RO UK HU LV PL DK SK BE ES IE LU NO FR FI SE EE PT DE IT MT NL CH LT SI
= Real Nominal
Average Median Average Median
Country group
Real Prices Real Prices Nominal Prices Nominal Prices
AllCountries 6.7% 3.2% 31.3% 21.3%

Note: Countries are sorted by movementinnominal price,indescending order, within the group showing
the deadline fordirective transposition and pres ence of competition.

Source: CopenhagenEconomics

2 kg parcel

The provision of single parcel service up to 10kg is a required universal postal service,
defined by Directive 2008/6/EC. Member states have the possibility to include 20 kg
parcelsin domestic service. They also have a mandatory crossborder obligation for ha n-
dling 20 kg parcels.®

Nominal prices of single parcelsincreasedon average by 36.8 per cent since 2004, cf.
Figure 27, panel A. Real prices increased on average by 11.3 per cent. These increases are
comparableto increases in single piece letter mail items. Since 2009, the nominal average
annual increase washalfthe increase for the total period 7 2.1 per centi whichinreal
terms was slightly below inflation ( -0.7 per cent).

Bcf. Article 3

(4): AMember States shall take steps to ensure that the un
cl earance, sorting, transport and distribution of post al packages up
2008/ 6/ EC: AThe national regul atory authorities may increase the weig

postal parcels to any weidht not exceeding 20 kilograms and may lay down special arrangements for the door-to-
door delivery of such parcels. Notwithstanding the weight limit of universal service coverage for postal parcels estab-
lished by a given Member State, Member States shall ersure that postal parcels received from other Member States

and wei ghing up to 20 kilograms are delivered within their
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Figure 27 Movement in price of single 2 kg parcel, domestic,

2004 1 2011
Panel A: Nominal prices Panel B: Real prices
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Increasesinreal prices atthe EU level appears to have been driven by the countries wih-
out FMO, where prices haveincreased consistently each year, winding up 21 percent
higherin 2011 thanin 2004. In the countries with FMO, real prices increased by 4.5per
centintotal, cf. Figure 28. However, prices did notincrease steadily. They decreased after
2009 by about 5per cent. Itis possible that competitors in the more mature markets (with
FMO), who previously concentrated on the larger business customers, increasingly tar-
geted SMEs and individual customers who historically were likely to be served by the

USP. Such a deelopmentwould create an incentive for the USPs to limit price increase.
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Figure 28 Movement in price of single 2 kg parcel, domestic,

2004 1 2011

Panel A: 2011 deadline (FMO)

Panel B: 2013 deadline (no FMO)
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The lowincrease inreal prices for the countries with FMO was due to real price declines
in Ireland, UK, Germany, Finland and Sweden, i.e., mature postal markets with well -
established competition in the parcel segment. In countries without FMO, we did not
observe pricedeclines onthe same scale. Prices declined only in Malta and Slovenia,
while they increased in the remaining countries, cf. Figure 29.

Inrealterms, 2 kg parcel pricesincreased about 11 percent between 2004 and 2011.
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Figure 29 Movement in price of single 2 kg parcel, domestic,

2004 i 2011
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Bulk parcels

Bulk parcels are indemand by mail order houses which send large quantities of standard-
ised parcels. Since 2004, nominal prices in Europe increased on average by 33 percent.
Inthe same period, real pricesincreased by7 per cent, cf.Figure 30. Since 2009, howev-
er, the averageincrease in nominal prices stabilised, leading to real price declines of4.6
per centonaverage. The increase pattern for bulk parcels closely resembles the pattern
for single parcels.
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Figure 30 Movement in price of bulk parcels, 2004

- 2011
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Pricesincreased by 5.6 per centinreal terms in countries with FMO, compared to 9 per
centfor countries without FMO, cf. Figure 31. The pattern with respectto the total i n-
crease is similar to the pattern observable for single parcels. Since 2009, real prices a-
clined modestly inthe 2011 groupi i.e. 0.3per centi butthe decline was significantly
strongerinthe 2013 group: - 5.2per cent. The large price increase in 2007 inthe 2013
group was due to large price increases in Romania and Lithuania. In the remaining coun-

tries, the price increase was more gradual.
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Figure 31 Movement in price of bulk parcels, 2004 -2011
Panel A: 2011 deadline (FMO) Panel B: 2013 deadline (no FMO)
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Turning to the country level, the median real price growth of 9 per cent, compared to the
average growth of 7 per cent, shows the influence oftwo countries with very large growth
rates, Romania and Lithuania, Figure 31. In comparison, prices declined in only two
countries: Malta and the UK.

Asin the case ofsingle parcels, the lowerincreasein real prices for countries inthe 2010
group was due to cases of strong decline in both nominal and real prices, cf. the UK. In
addition, in Finland and the Netherlands, prices for bulk parcels increased more than
prices for single piece parcels (cf. also Chapter 4). This observation is interesting because
lower elasticity of demand for individual consumers and the higher elasticity of demand
for business consumers would suggest that bulk pricesshould increase less. Therefore, it
appearsthat USPs in these countries may have taken advantage ofthe overall increasin
demand for bulk parcels due to the development of e-commerce.
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Figure 32 Movement in price of bulk parcels, 2004 -2011
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3.5 Regulated prices

Price regulation can be animportant driver of price developments. In this section, we
consider the effect of price cap regulations on price developments. In Chapter 7, we su-
vey other forms to price regulation, including ex -ante approvals, expost controls and fall -
back provisions

The price cap model defines the maximum allowed price increase a postal operatorcan
use in a given period, typically a year. The restriction on maximum prices is intended to
incentivise the operator to reduce its costs. This can happen when the operatorimproves
its productivity, e.g. by innovating or restructuring in relation to market developments
and input cost changes.

We found that 10 countries applied price cap regulations, cf. Table 5. We found that price
caps were typically applied on services withinthe USO or a subset ofthese services, soat
times very narrow at the level ofan individual price point, such as priority letter items up
to 500g.

71



Pricing behaviour of Copenhagen
postal operators Economics

Table 5 1s a price cap imposed on any product in 20127

Country Products

Priorityandnon - priority domestic items ofaweightnot exceeding 2 kg
O utgoing priorityandnon - prioritycross -bordermail ofaweight notexceeding2 kg

Belgium X .
O utgoingdomesticandcross  -borderpostal parcels upto 10 kg
Outgoingdomesticandcross  -borderregistereditemsandinsureditems
Estonia Alluniversal services
France AllUSO services including bulk letters/parcels and outgoing international mail

Germany Single mailitems,upto 50 items of1000g letters

Italy Universal services
Nethe r- . .
Universal services
lands
Norway Single piece items are regulated,including outgoingcross -bordermail (since2007)
Seri | Items ofcorrespondence,domestic and international,including direct mail,and registered and
ortugal . .
9 insureditems
Sweden Priority letteritems  upto500g
Non - priority letteritems
UK*
Parcelsupto2kg

Note: Nopricecapsinl?7 countries:AT,CZ,DK,EL,ES,FI,HU,IE,LV,LT,LUMT,PL,RO,SK,SI,CH.No
informationfor4 countries:BG,CY,LI,1S.*The UKregulated more products inthe price cap priorto
2012

Source: NRA questionnairesand Copenh  agen Economics

Countries with price cap regulation on priority single piece mail tended to have a slower
increase than countries without price cap regulation in the period, cf. Table6. Thisfind-
ing suggests that price caps are likely to have the most noticeable effectin terms of @-
pressing increasesin prices compared to other forms of price regulation, including ex-
ante approval and ex-postregulation. This is because the incentives provided by price
caps are thought to be more long-lasting compared to otherforms ofregulation. *.

Table 6 Increasesin single piece priority prices vs. price caps

Average Annual Average Annual
price mov e- average price mov e- average
ment 2004 - movement, ment since movement,
2011 2004 -2011 2009 2009
Countrieswith price cap regulation * 3.4% 0.5% 2.4% 1.2%
C ountries without pricecap regulation** 12.4% 1.7% 2.4% 1.2%
Note: Note thatthis table assumesthe historically applicable pricecaps. C ountrieswith price cap:BE,EE,

FR,DE,IT,NL,PT,SE,UK.*Norway is excluded because pricecapwas introduced in2007.**With
Romania in the fAno optiheeawv dagEeagyeoept@004 - 2011 wouldbe21.7 per
cent.

Source: NRA questionnairesand C openhagen Economics

The opposite development appears to have taken place with regard to the presence of
price caps on non-priority mail. Countries with price caps on non -priority single piece
mail tended to have a similar price growth, 13.6 per cent, as countries without price cap
regulation, 16.3 per cent, cf.Table 7.

84 CERP (2009), p. 42.
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Table 7 Increases in single piece non - priority prices vs. price
caps
Average Annual Average Annual
price mov e- average price mov e- average
ment 2004 - movement, ment since movement,
2011 2004 -2011 2009 since 2009
Countrieswith price cap regulation* 13.6% 1.8% 43% 2.1%
C ountries without pricecap regulation** 16.3% 22% 2.2% 1.1%
Note: Note thatthis table assumesthe historically applicable pricecaps. C ountries with price cap:BE,EE,

FR,DE,IT,NL,PT,SE,UK.*Norway is excluded because pricecapwas introducedin2007.**With
Romania in the fAno pr averagepri@gmog vemenp2®04t h 2011l wouldbe 17.5 per
cent.

Source: NRA questionnairesand C openhagen E conomics

The aboveconclusion needs to be warranted by the fact that most ofthe countries appy-
ing prices caps are also countries withde facto competition in the letter mail area. The
presenceof competition is also likely to have a depressing effect on prices.

Our analysisreveals that 4 USPs used the full scope for priceincreases in 2011, while 2
USPs did not, cf. Table 8.

Table 8 Use of the scope for price change under price caps

No. Countries
USP usedfullscope forprice changein2011 4 E stonia,Germany, Sweden**, UK
USP didnotuse fullscopeforprice changein2011 2 Netherlands, P ortugal*
Noinformation 4 Belgium,France,Italy, Norway
Note: * USP generally usedthe full scope forprice change under price cap
** USPinthelastthree yearsexceededthe pricecap by about2.5%

Source: NRA questionnairesand C openhagen Economics

The reasons for this depend, on the one hand, on the design ofthe price cap formula and,
onthe other, on market conditions faced by a USP, particularly in terms ofthe pace of
volume decreases.

3.6 Developments in affordability
In this section, we discuss developments in affordability. Article 12 states that:

iprices shald/l be affordable and musd- be such
graphical location,and, inthe light of specific national conditions, have access to
the services provided. 0

Source:Directive 2008/6 /EC,Article 12

Article 3 ofthe Directive clarifies further that prices of universal postal services must be
fiaff or da balleser60Thismeahothatprices should be affordable notonly from

% Emphasis added.
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the point of view of natural persons, but also for business users, such as small and med
um size firms, as well as large mailers.

Different types ofusers are likely to use mail differently. They are likely to h ave different
demand price elasticities and have access to different services within the scope of USOin
a givencountry. Nevertheless, the Directive does not specify how affordability is to be
measured, leaving this to the discretion of each Member State cf. Chapter 6. From a prac-
tical point of view, this brings up three questions regarding the measurement of afford a-
bility developments:

1 What types ofmail users should be considered?

1 What products should be offered?

1 How should affordability be measured?

First, we concentrate on affordability from the point of view of natural persons rather
than firms. In our view, the motivation behind regulating affordability is to ensure access
to universal services for vulnerable users of mail. It is more likely that v ulnerable con-
sumers who need protection are natural persons rather than firms. ® Moreover, all con-
sumers(including vulnerable consumers), and firms are already protected against exces-
sive postal service prices by general competition rules, i.e. Article 102TFEU.

Next, the question of product choice is important not least because the scope of USO di
fersamong Member States. We focused onthose products that Member States are obliged
to provide as a minimum. This ensured that all Member States would have the given
product. We concentrated on three types of mail products, cf. Table 9:

Table 9 Choice of products and reasons

Product Reason
The cheapestavailablepriorityletteritem.
T he lowestbenchmarkforaffordability.

Single piece priority 20g letter
mail

Comparability with the fiMa-201lDeéevel ogme
Single piece priority 1 kg letter Exampl e of a fipa ddietyofsmadlesgbodspurchased
mail online.
Single 2kg parcel A standard sizefora parcel,price datareported by E urostat.

Source: CopenhagenEconomics

Last, we measured affordability by calculating the number of minutes of work an indu s-
trial worker was required to spendbefore taxesin order to afford a particular service.*” To
examine the state of affordability of postal services in 2011, we calculated how many
minutes of work were required to afford a given product. We used the same proxy for

6 We discussed this issue at a meeting with representatives of PostEurop in Brussels o 26.06.2012. They shared our view.

57 Cf. Deutsche Post (2012) for similar price and affordability comparisons in Europe. Compared to Main Developments in the
Postal Sector 2008-2010, we changed the wage variable. In the current study, we use the hourly vage of an industri-
al worker, provided by the Cologne Institute for Economic Research as of October 2011, cf. Deutsche Post (2012). In
the 2010 study on Main Developments, we used wage data from Eurostat (average hourly labour costs, defined asa-
tal labour costs divided by the corresponding number of hours worked).
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wages as in Deutsche Post (2012), i.e., the hourly wage of an industrial worker® Letter
and parcel prices were provided by the NRAs in the questionnaires distributed as part of
the current study. ®

Purchasing power parity adjusted prices

On the one hand,PPP-adjusted prices for priority single letter, domestic, 20g postal ser-
vices show large differences between the countries with the highest and lowest ppp
adjusted price. On the other hand, there is arelatively large group of 16 countries where
prices are not far from the average (e.g. Hungary, Greece, Belgium, Finland, Italy, Portu-
gal, Austria, Czech Republic, France, Switzerland, Germany, UK, Sweden, Ireland, Lx-
embourg and Spain). In this respect, the situation is comparable to the result ofthe analy-
sis in Copenhagen Economics (2010).

Prices in 2011 for priority single letter domesticmail r anged from (00.28 to GO0.
Figure33, compared to 00.23 and 00.81 in 2009. Slovaki

tariff letter, followed by Latvia, Poland and Denmark. Malta, Slovenia, Spain and the
Netherlands enjoyed the lowest prices.

Figure 33 Priority single letter, domestic, 20 g, 2011
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With regard to 1kg single priority letter, we also observed large differences between the
countrieswi t h t he highest price, 0U5.8 and the | owest

%8 Determined by the Cologne Institute for Economic Research as of October 2011, cf. Deutsche Post (2012), p. 14.

8 We changed the wage variable. In the current study, we use the hourly wage of an industrial worker, provided by the Cologne
Institute for Economic Research as of October 2011, cf. Deutsche Post (2012). In the 2010 study on Main Develp-
ments, we used wagedata from Eurostat (average hourly labour costs, defined as total labour costs divided by the
corresponding number of hours worked).
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more heterogeneous;there did not appear to be a similar group of countries whose prices
hovered around the average, cfFigure 34.

Figure 34 Priority single letter 1 kg, 2011
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Source: CopenhagenEconomics

With regard to 2kg priority single parcels, the results are similar to those for 20g priority

|l etters. There is a |l arge disparity between countrie
of countries oscillating nearthe average. It is also interesting to note individual countries

that have high PPP-adjusted prices on 20g mail but low PPP-adjusted prices on 2kg par-

cels, e.g. Slovakia. Spain has the opposite relationship: high PPPadjusted prices on par-

cels but low PPRadjusted prices on mail, cf. Figure 35.
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Figure 35 Priority single parcel 2 kg, 2011
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Affo rdability of20g single piece priority letter

The affordability measure for 20g single piece letters calculated for 27 countries varied
from 1.1 and 8.5 minutes of work time cf. Figure 36. On average in the 27 countries, an
industrial workerrequired 2.9 minutes of work to afford a 20g letter. We find that prices
have generally become more affordable as the number of minutes d work declined in 15
countries in comparison to 2009 and remained stable in 12 countries. The number of
minutes did not increase in any of the countries.

The 5 countries with the highest affordability (the smallest number of minutes of work
required) werethe Netherlands, Malta, Germany, Spain and Ireland. In these five coun-
tries, on average, an industrial worker required 1.2 minutes of work, pre -tax, to afford a
20g letter. Moreover, the number of minutes of work has not changed in any of those
countrie s since 2009.

The least affordable were Latvia, Romania, Slovakia, Poland and Lithuania. On average,
an industrial workerin those countries required 6.8 minutes of work to afford a 20g le t-
ter. In all those countries, the number of minutes declined since 2009, however. This is a
positive development and points to the fact that wages rose faster than mail prices in
those countries, making the products more affordable.
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Figure 36 Minutes worked for 20g single piece priority letter,
2011 compared to 2009
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Affordability of 1kg single piece priority letter

The affordability measure for 1kg single piece letters calculated for 27 countries varied

from 4.9-47 .7 minutes of work time, cf. Figure 37. The range of minutes of work time

reported by Copenhagen Economics (2010) for a 1kgparcel was 4.5- 36 minutes. On

average across all 27 countries in 2011, an industrial workerrequired 16.5 minutes of

workto afford a 1kg letter, which was the same in 2010. Although the EU average has not
changed since 2010, we interpretthe increase in the range of minutes as a sign of decline
in affordability for 1kg priority letter mail takin g place in the countries at the end of the

distribution, including Romania, Hungary, and Latvia.

The 5 countries with the greatest affordability (the lowest number of minutes of work
required) were Germany, Luxembourg, Switzerland, the Netherlands and Austria. On
average, anindustrial workerrequired 6 minutes of work, pre -tax, to afford a 1kg letter.
The least affordable were Poland, Portugal, Latvia, Hungary and Romania. On average, an
industrial worker in those countries required 33 minutes of work to afford a 1kg letter.
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Figure 37 Minutes worked for 1kg single piece letter mail, 2011
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Affordability of 2kg single parcel

The affordability measure for 2kg single parcel calculated for 27 countries varied from 10
and 53.6 minutes of worktime, cf. Figure 38. On average forthe 27 countries in 2011, an
industrial worker required 22.3 minutes of work to afford a 1kg letter. ™

The 5 countries with the greatest affordability (the smallest number of minutes of work
required) were Switzerland, Malta, Austria, Belgium, and Germany .On average, an indus-
trial worker required 12.1 minutes of work, pre -tax, to afford a 1kg letter. The least afford-
able were Poland, Lithuania, Estonia, Hungary and Latvia. On average, an industrial
worker in those countries required 39.2 minutes of work t o afford a 1kg letter.

70 We did not measure affordability for a similar productin Main Developments in the Postal Sector 2008-2010.
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Figure 38 Minutes worked for 2kg single piece parcel
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3.7 Effect of competition on USP prices
In this section, we considerthe effect of competition on USP list prices. We do this by
examining three case studies* for:

1 The effect of competitor entry and exit on USP list prices
1 The experiences of mailers with actual pricing behaviour of postal operators
1 The effect of market opening and competitor presence on meterdiscounts

The effect ofcompetitor entry and exit on USP list prices

The entry of a competitor is |ikely to have a notice
prices. Our hy pothesis was that the presence of a competitor would create an incentive for

the USP notto increase prices on competitive products. Ifthis causality is correct, then an

exit ofthe competitor should remove the disincentive i i.e. the USP would increase pric-

es.

To verify this, we turned to the case of Denmark, where competitor Bring City mail was
active between the years 2007 and January 1, 201072 Our review shows that Post Dan-
mark lowered its prices for bulk mail in 2007 following the entry of Bring City mail, who
also provided bulk mail and captured 7 -10 per cent marketshare, cf.Figure 39. Both op-
erators kepttheirlist prices constant until 2010. After the exitof Bring Citymail on Jan u-

" The lack of observable actual transactional prices means that we do not consider that the use of econometrics would add value
in explaining the role of competition in postal prices. We stress that prices are influenced by a number of factors con-
cerning the supply, demand and regulation issues (cf. Chapter 5) thus itis not always feasible to attribute a given
price developmentto the presence of a single factor.

72 Entry was announced in February 2006, distribution initiated in 2007 and operations closed down on Januar y 1,2010.
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ary 1,2010, Post Danmarkincreased bulk mail pricesfor two consecutive years. We inter-
pretthis as a confirmation of our hy pothesis.

Figure 39 Devel opment in Post DanmarKk?©d:
compared to Bring Citymail prices, 2007 -2010

Prices (DKK)

4.9
4.7
City Mail' entry City Mail's exit
4.5
4.3
4.1
N I
3.7
3.5
2005 2006 2007 2008 2009 2010 2011 2012
Post Danmark Bulk mail Bring City Mail Bulk mail
Note: The characteristics are:sending atleast500,000 items of Standard letter50g. U ntil 2007, the dataused
are the prices forthe standard gkonomic letter (B) afterthe application ofthe bulk rebates.In2007,anew
product was introduced, called AErhvervsbreved which was ¢

Source: CopenhagenEconomicsbasedonP ostDanmarklistprices,Bring Citymaillistprices

The experiences of mailers with actual pricing behaviour of postal operators

Comparing competitor and USP list prices is not likely to yield robust conclusions r egard-

ing the actual prices paid by mailers orthe role of competitors. An example is provided by

a comparison of list prices for priority single letters and bulk mail offered by the incu m-

bent Post Danmark and the competitor, Bring City mail, in 2007 and 201 1. We found that

competitor | ist prices can be higher tBhimgn t he i ncumb
Citymailds | ist prices were about 25 per cent higher

Such a difference between the list prices appears counterintui tive. However, the reason-
ing behind itis that Bring City mail used rebates. Competitor postal operators are likely to
offer pricing that is tailored to the volumes and needs of individual customers i and the
growing capability ofthe competitor to handle v olumes and fulfil more needs over time,
e.g. through the introduction ofinnovative services or through geographical expansion. ™
A key selling point is the promise ofreduction in mailing costs. Meanwhile, Post Danmark
refusedto deviate fromitsregular price lists.

 This was confirmed by representatives at the Copenhagen Workshop for new entrants, organised as part of this study on
February 2,2012.
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A case from Poland confirms thatcompetitor operators do offer lower prices than USPs. A
promotional presentation by InPost, a competitor operator from Poland, illustrates the
developmentin average mailing cost per item, assuming that the mailer will be able to
transfer increasing volumes of mail from the incumbentto the competitor overa5 -year
horizon. Transferring 90 percent ofthe volume to InPost over a5 -year horizon is ex-
pected to reduce average mailing cost from 1.43 Polish zloty in2008 to 1.03 Polish zloty
in 2012, corresponding about a 30 per centreduction, cf. Table 10.

Table 10 An example of pricing by new entrant

2010 2010 2011 2012
2008 2009 Scenario A Scenario B
Operator P_ocztaPoIska PocztaPolska PocztaPolska PocztaPolska PocztaPolska PocztaPolska
(incumbent) and InP ost and InPost and InP ost and InPost and InP ost
InPostdeli v- InPostdeli v-
ers 80% of ers 90% of
P oczta Polska . Ordinary . s ies e ety
. InPostdeli v- InPostdeli v- volume, volume,
A'ssumption Gllveis ers 41% of I~etter ers 74 % of within which within which
100%ofthe the volume fiMetr opc the volume 20% as 50% as
volume Mail o* : ; ; ;
innovative innovative
postalse r- postalse r-
vices vices
Delivery costs
(million P olish 4.3 3.9 4.1 3.6 3.4 3.1
zloty)
Average price
per unit(Polish 1.43 1.29 1.38 1.19 1.13 1.03
zloty)
Note: The exampleis developed for bulk mail with a total volume 0f250.000items per mo nth.
*iMetropolitan Mail o is a bulk mail product of Poczta

Source: InPost(2008)

Actual competitionis likely to take placein the form of negotiated prices, which are confi-
dential. For thisreason,to investigate the development ofactualprices, we relied onin-
terviews with mail users about their experiences with the pricing behaviour of postal o p-
erators. We conducted 5 interviews with business mail users in Denmark, which included
large mailers as well as mail consolidators (see AppendixB for summaries ofinterviews).
We chose Denmark because the entry and exit of Bring City mail provided the conditions
of a fAnatural experimento in the development of actu
Danmark. Based on these interviews, the following conclusions emerged:
1 Competitors offer lower prices than incumbents

T ' ncumbentsdé reactions are not always to offer | o)
T I'ncumbents may Afreezeodo |ist prices-or offer the
counts

1 Following the exit of comp etitors, deliverers of unaddressed items venture into
the addressed magazine delivery market

First, all mailers agree on Al ower pricesd as the ma

of the competitor. The size ofthe price reduction is likely to be significant, with respon d-
entsreceiving 20-50 per centlower prices than the USP prices.
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I't must be mentioned that the competitowrds geographi

penhagen area. For mostmailers, this meant that they could move only a part of their
volumesto the competitor.

Second, the incumbentés reaction to the switch may n

e.g. through individual negotiations with the mailer. Interviewees mentioned thatin the
aftermath of several competition cases, theDanish incumbent was very cautious regard-

ing individual price negotiations. One interviewee r

comparison to the more flexible behaviour ofthe competitor. Moreover, interviewees
pointed to the incumbentbeing obliged to disclose the pricing principles underlying co n-
tracts with mailers in orderto increase transparency and reduce the risk of discriminatory
treatment.

Third, the competitors asserted that the entry ofthe competitor made Post Danmark
adapt a Aimabéefavoutuded in the Il ong run. There
one hand, mailers said that the entry of Bring City mail led Post Danmark to slow price

ar e

increases on business mail products. Or-the other ha
camemoreflexi bl e concerning the assessment of mailersd el

mailer reported problems with obtaining a listed volume discount when delivering its

mail in two consignments (comprising the same type of mail) rather than one consig n-

ment on a spedfic day. When the mail was delivered at different times, Post Danmark

applied lower listed discounts to the consignment with a smaller volume. In the view of

the mailer, this | ower discount was due to the i
behaviourwas undermined by the entry ofthe competitor. The mailer considered that the

incumbent then began to act more flexibly.

Last of all, the exit of Bring City mail incentivised Bladkompagniet, a company specialised
in unaddressed items, to develop its distribution ofaddressed magazine mail. This devd-
opment may be particularto the Danish market, where an operator (Forbrugerkontakt)
had already established an alternative distribution network for the delivery of newspapers
to almost every address inthe country.™

Effect of market opening and presence of com petitors on meter discounts

Business mail users can use franking machines, known as meters, to frank the mail they
send. According to Walsh (2010), 23 per centoftotal mail expenditure in Europe stems
from using a meter.

The use of franking machines eliminates the need for business mailers to buy and affix
stamps, offering time savings and convenience. The use offranking machines replaces the
use of stamps and allows for a simpler, more convenient and faster franking for the

mailer. Itis less apparent whether the use of meters leads to cost savings for the USP,
since the mail stillneeds to be injected into the network, sorted and distributed in the

same way as stamped letters. For the USP, the use of meters removes the need to produce

™ There are also other examples of deliverers of unaddressed mail venturing into the delivery of addressedmail recently, e.g.in
Norway.
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and distribute stamps, and the investmentin the meter machine also means that the cus-
tomer commits to using the services ofthe USP.

Walsh (2010) has analysed the level of meterrebates in relation to stamp prices in three
groups ofcountriesin 2009s: fully liberalised countries, countries with5 0g monopoly
and emerging competition, and countries with 50g monopoly and no emerging compet i-
tion. Walsh found that when competition is present, the incumbent gives higher rebates
on mail paid by a meter. He found that the largest meter rebates appeared infully libera I-
ised markets and competition. In countries with monopoly and emerging competition,
only small meter rebates were available. No rebates were available in countries with mo-
nopoly and no competition.

We extended the analysis to include 2012 kecause several important changes took place
from 2009 -2012. First, all the countries in the sample except Poland, have full market
opening. Second, we observed the exit of a competitor to the USP in Denmark. Third, the
introduction ofcounter automation/ hor i zon | abels and the wu
and internet sales is likely to diminish the advantage of using a meter.

Our first finding was that the size of meter rebatesin relation to stamp prices increased.
The average level of rebates increasedrbm 5 per centin 2009 to 10 per centin 2012. An
increase took place in all countries except for Finland, Spain and Sweden. In the case of
Poland and Italy, the USP applied no rebate for the use ofa meter, cfFigure 40. We not-
ed that the size ofthe meter rebates appeared to suggestthat these rebates may nota
ways be costoriented.

Copenhagen

Economics

se of
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Figure 40 Movement in meter rebates, 2009 - 2012
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2009.InDenmark,the rebatewas 0.015%in2009 . Spainhadzero meter rebatein2011.

Source: CopenhagenEconomicsinspired by Walsh (2010)

Our second finding, however, was that competition did not appearto have a clearly dis-
cernible effect on the presence of meter discounts. A casein pointisthe developmentin
Denmark and Poland. In Denmark meter discounts wereintroduced in 2012, even though
they no longer have an active competitor in the letter mail area. In Poland, the USP does
not offer any discounts for the use of a meter, even though an active competitor has been
presentinthe market since 2009. Therefore, we interpreted these movements as being
caused by a combination of competition and other features, cf. Chapter 5.
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Chapter 4
Developments in price relationships

This chapter contains additional analysis ofrelationships between selected USP list prices
for single item products, business products, and packets and parcels. By price relatian-
ships, we mean a comparison ofthe price of a specific productto a base prodct, e.g. bulk
mail relative to single piece mail.

4.1 Main findings

Our first main finding is that price relations between product pairs have remained stable
between 2004-2011 for all analy sed relativities, except for bulk mail relative to single
piece and unaddressed items relative to direct mail, where differences increased.

Our second main finding is that prices have tended to be more demand-driven than cost-
driven. Thisis because of significant price differences between products with similar
characteristics and costs, but used for differentpurposes. An example is bulk lettervs.
direct mail which incur similar costs in sorting and delivery (in2011, abulkletter was 50
per cent more expensive than direct mail item). Another example is domestic single piece
versus intra-EU single piece mail (in 2011, intra-EU mail was about 60 per cent more
expensive than a single piece domestic mail item).

Our third main finding is that volume discounts have not been used to incentivise the very
large mailers. Exceeding the volume threshold for bulk mail, triggers a significant volume
rebate, butincreasing the volume further does not seem to trigger much more volume
discount. We observe that the difference in unit price between 10.000 and 100.000 item
mailings is much smaller (in 2011, unit price in 100.000 batch was about 3 per cent
cheaper than unit price in 10.000 batch) than the difference in unit price of single piece
mail and that of a 10.000 item mailing (in 2011, 34 per cent lower).

Inthe following, we outlin e the detailed findings for each ofthe individual price relativ i-
ties analysed in the chapter.

Price relativitiesin single piece items
Inthe single piece item group, we compared USP list prices between two pairs of products
to the price of priority sin gle mail product that served as reference point:

1 Non-priority single piece mail

1 Intra EU single piece mail

The comparison of price relations between non-priority and priority single piece mail
considers the effect of quality (delivery time) on USP list prices. The price of non-priority
single piece mail was, on average, 14 per cent below that of priority mail in 15 analy sed
countries. The difference in prices remained stable from 2004 -2011, cf.Figure 41. Non-
priority mail is being offered as a low -price alternative to priority mail.
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The comparison between crossborder intra -EU mail and domestic mail considers the
effect ofcross-borderdelivery on USP list prices. The average price for crossborderintra -
EU mailwas 63 per cent higher than domestic priority mail in 2004. This price difference
has been stable for the whole period, cf. Figure 41. This price difference may notinits
entirety be explained by cost differences. Instead, a part ofthe higher crosshborder price
may be explained by the limited amountofcompetition in the market segmentf or single
piece crossborder mail, cf. e.g. FT1 (2012), p. 192

Figure 41 Price difference in single piece items, 2004 and 2011
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Price differences in business products
By business products, we refer to letter mail products sold in bulk, directmail and u n-
addressed advertising items. We compare USP list prices between the following pairs of
products:
1 Bulk mail and single piece mail
Unsorted bulk mail and pre -sorted bulk mail
509 bulk mail and 20g bulk mail
Direct mail and bulk mail
Unaddressed direct mail and addressed direct mail

=a =4 -4 A

A general observation is that the unit prices for business products are lowerthan the pric-
es of single piece items. Moreover, while bushess prices increased with inflation, single
piece mail items outpaced inflation.

To further examine these developments, we considered the influence of product features,
including volume, weight, sorting, mail contents (direct or transactional), and addr essing.
We found that:
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1 Volume and weight each have alargerimpact on lowering prices than sorting. The
volume effectincreased over time, while the effect of weight and sorting remained
similar.

1 Direct mail has been consistently offered at lower pricesthan bulk mail with sim i-
lar characteristics. The effect has been stable overtime.

1 Addressing has alarge impact onincreasing prices for advertising mail. The im-
pact hasincreased overtime.

Volume and weight appear to have the mostinfluence on the price of business mail prad-
ucts. In 2011, the unit price for bulk mailina 10.000 item batch was 31 per cent lower,
while the unit price from a 100.000 item batch was only 34 per centlowerthant he price
of a single piece letter. The bulk mail rebate has increased since 2004.

With respectto weight, we found the price ofthe heavieritem to be 38 per centhigherin
2004 and 36 per cent higherin 2011, which we interpreted as a sign of stability.

Pre-sorting appears to have lessimpact on prices than volume andweight. We compared
the differences between unsorted and sorted bulk mail. We found that prices for unsorted
mail were 8 per cent higher than prices for sorted mail in 2004, cf. Figure 42. The differ-
ence remained fairly stable until2011. We interpreted the stability of the price difference
as due to the costrelated nature of the pric ereduction. We also noticed that the incentive
for offering reductions on sorted mail could depend on the actual benefitto the USPin
terms ofavoidedcosts.

Direct mail is priced significantly lower than bulk mail. Direct mailis atype ofbulk mail
with uniform content, apart from the information identifying the recipient. In practice,

this means that direct mail carries advertising messages, while bulk mail carriers transac-
tional mail. Our expectation was that the demand for direct mail is more elas tic, which
should explain why prices for direct mail are below the prices for bulk mail. The reason
for this is that transactional bul k mail nor mal/l
direct mail (see chapter 5.4). Users oftransactional bulk mail generally have less flexibil-
ity regarding the amount of correspondencesthat they have to send comparedwith send-
ers of direct mail. For example, a firm sending direct mail to promote its business can
easily reduce the amountofadvertising sent in responseto higher mail prices. A utilities
company that has to send out invoices (transactional bulk mail) every month does not
hav e this flexibility. We found this hy pothesis to be supported by the data; between 2004
i 2011the direct mail price remained 37 per centcheaper than bulk mail.

Addressing has a substantial effect on prices. Our comparison of unaddressed and d-
dressed direct mail considered the effectofaddressing on USP list prices. Our hy pothesis
was that the price of unaddressed direct items would be substantially lowerthan the price
of addressed direct mail, because unaddressed items share a delivery network with letter
mail. We also expected the presence of competition to have a strong effect on prices. We
found that unaddressed items were offered at a substantially lower price by USPs: about 3
times lowerin 2004 and almost 5 times lower in 2011, relative to the average price of ad-
dressed items with the same weight and volume characteristics.
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Figure 42 Price differences in busin ess products, 2004 and 2011
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Price differences in packets and parcels
Inthe group of packets and parcels, we considered comparisons of USP list prices le-
tween two pairs of products:

9 Priority single parcel and 209 single piece

9 Priority single parceland 1kg singlepiece( ia packet 0)

1 Bulk parcel 2kg and single piece 1kg letter item

Packets and parcels differ from letter mail items in terms of weight, format and content.
In comparison to letter mail, they tend to have more weight and theirformat allows for
larger volumes. They may contain books, clothes, DV Ds, or merchandise, which makes
them important for distance sales and e-commerce. Packets and parcels are, to a certain
degree, substitutable ™ We conducted three analyses of price differences that were moi-
vated in the following way.

Firstly , we compared the price ofa 2kg single parcelto the price ofa 20g letter. While the
products differ fundamentally in terms of features and demand and supply processes,
they are both standard postal products covered by the universal service obligation. Both
are important, particularly to individual consumers and small -scale mailers. We found
that, the relation remained relatively stable over time in the EU. Single parcels w ere about
6 times more expensive than single piece priority 20g lettersin 2004 and 6.5 timesmore
expensivein2011.

s Similarly packages and letters with different formats may also be substitutable for smaller items sent through e -retailers.
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Secondly, we compared single parcel of 2kg and 1kg single piecéetter. This was intended

to expose price relations for a pair of products that are more likely to be substituted than

the 20g letter item. The 2 kg single parcel was around 60 per cent more expensive thana 1

kg single letter, and this relationship remained stable over time.

Thirdly , we compared the price of 1kg parcels senin bulk to the price ofa single piece 1kg

|l etter. This comparison | ooked at the combined effec
the postalitem as well as sending in bulk vs. sending individually. We found thaton aver-

age in the EU, there was hardy any difference inthe price ofthe two products. We inter-

preted this as, firstly, a sign of small economies of scalein the sending of parcels in bulk,

and secondly, a strong substitutability of letter and parcel products with the same weight.

Figure 43 Price differences in packets and parcels, 2004 and
2011
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4.2 Price differences in single piece products
In this section we consider differences in prices for:

1 Non-priority and priority single piece (effect ofquality)
1 Intra -EU and domestic priority single piece (effect of cross-border delivery)

By looking at the differences in price between non-priority and priority single piece items,
we take into account the pricing ofthe speed ofdelivery. Priority letter mail is delivered
according at the D+1 standard, while non-priority is delivered at a lo wer quality standard,
D+3.
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Price difference between non -priority and priority single piece

Developments in prices for non-priority and priority single piece domestic mail have fo |-
lowed each other closely in 15 countries from 2004-2011, cf.Figure 44.1n 2004, the aver-
age non-priority price was 16 per cent lower than the reference average price for priority
single piece letter items.” At the end ofthis period, the price of non-priority single piece
mail was 14 per centlowerthan the price of priority mail. 7 We concluded that the relative
prices of non-priority to priority single piece mail remained relatively constant in the last
years.

Figure 44 Non -priority to priority single piece, 2004 -2011
2004=1
1.2
_I_I_
1.17
1.1
I
1
1.01
0.9
0.8
0.7
2004 2005 2006 2007 2008 2009 2010 2011
= Priarity single mail, domestic Non-priority single mail, domestic
Note: Developmentinreal prices.15 countries:BE,CH,DK,EL,FI,FR,HU,LT,NO,PL,PT,RO,SE,SK,UK.20g letter

items,domesticdelivery.

Source: CopenhagenEconomics

The price difference in 2011 was the highest in countries with competition in the letter
mail area. For countries with the 2011 deadline for the implementation of Directive
2008/6/EC (i.e. de jure liberalisation or full market opening, FMO) and competition in
letter mail, single piece non-priority mail was 15 percentage points cheaper than priority
mail. In countries with the 2011 deadline but no competition, the difference was 20 pe r-
centage points lower. Interestingly, in countries with the 2013 deadline a nd competition,
non-priority mail prices were about 24 percentage points lower than priority mail prices,
onaverage, although the distribution of countries was not as homogeneous as for the

Copenhagen
Economics

previously mentioned groups i the medianis 2 percentage points lower than the average.

Likewise, in countries with the 2013 deadline and no competition, non -priority mail was 9
percentage points higher, yet this average is not representative due to the influence of
Greece, cfFigure 45. The above observations suggest that the presence of competition

6 Calculated as (100-84)/100.
" Calculated as (117101)/117.
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has the effect of lowering the price of non-priority letter mail relative to the price of prio r-
ity letter mail by th e USP.

Figure 45 Non -priority to priority single piece, by country, 2011
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Equal price line
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FMO & FMO & no compebtion No FMO & competition | No FMO & no competition
compebtion ‘

Country group Average of differences Median of differences
FMO &competition 84.9% 85.0%
FMO &nocompetition 79.6% 80.0%
NoDirective & C ompetition 71.7% 72.5%
NoDirective & No C ompetition 105.4% 90.8%
All Countries 85.1% 80.0%
Note: Countriesare sorted by movementinreal price,indescending order, within the group showing the

deadline fordirective transposition (FMO)and presence of competition.

Source: CopenhagenEconomics

Price difference between intra -EU and dom estic priority single piece

The relation between single mail domestic items and cross-borderintra -EU items s in-
teresting because it has changed fundamentally since the 1990s. The &en Paper on the
Development of Single Market for Postal Services remarks thatin 1992,9 ofthe 12 Con-
munity countries offered delivery ofintra -Community 20g letters at the same tariffas for
domestic delivery.™ Intra-EU mail accounted for roughly 5 per cent oftotal mail volumes,
and the share has remained stable over time”

Figure 46 shows that single piece crossborder intra -EU mail was 63 per cent more ex-
pensive in 2004 compared to domestic single piece mail. In 2011, crossborder intra -EU
mail was 61 per cent more expensive than the reference domestic priority mail ®

78 COM (91) 476 final, p. 120.
 COM (91) 476 final, p. 110 and Bukovc (2010).
80 calculated as (180/112)1.
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Figure 46 Intra -EU to domestic single piece, 2004 -2011
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NL,NO,PL,PT,RO,SE,SI,SK,UK

Source: CopenhagenEconomics

Cross-border mail differs from domestic mail in several ways, which may help to explain
the price difference.

First, there is some duplication of work compared to domestic service®, and the cost of

delivery inthe country of destination must be substitut ed for the cost ofdelivery inthe

country ofoorigin. The price ofcross-bor der mail i ncludes Aterminal
laterally or set in international agreements such as the UPU or regional agreements such

as REIMS, which are remuneration for part ofsorting and delivery renderedinthe coun-

try of destination. There is some duplication of work compared to the domestic service®,

and the cost ofdelivery inthe country of destination is substituted for the cost of delivery

in the country of origin by the Terminal Dues payment. Therefore, the cost of intra-EU

mail will tend to be higher in countries with below -average costs, although we do notfind

this in practice, Box 3.

81 1n principle, all the work up to the point of dispatch at the Office of Exchange is duplicated.
82 |n principle, all the work up to the point of dispatch at the Office of Exchange is du plicated.
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Box 3 Factors influencing the price of cross border mail

The cost of accepting and dispatching an outbound intemational letter is composed of
three elements:

1. Handling costs in the country of origin; essentially the same as the costofad o-
mestic letter (except for the delivery element).

2. The costof transportation to the country of destination. For lettersthis is nota
large figure. Cost depends on factors such as distance, cargo capacity, flight sector

length, airlin e, etc.

3.  The terminal dues payable to the country of destination T 75 per cent of domestic
tariffs in the case of REIMS signatories, and 70 percent subjectto a cap in the case of

UPU. In practice the terminal duesin the UPU system is determined by the price
caps. 8

If the observed priceswere cost -driven, we would expect the differencein pricetor e-
flectthe difference between the cost of delivery in the country of originand the ave r-

age terminal dues payable to the countries of destination. This would mean thatin

some countries, the price of international mail might be less than the price of domestic

mai | . However, Article 6(3) of the UPU Cofven
ed ... shall be atleastequal to those collected on internal serviceitems presenting the

same characteristics (category, quantity, handling time, etc.)."

In practice, we do not observe this relationshipto hold. Only in Finlandis the price of

international mail the same as domestic mail. In other countriesthe r elative price for

intra - EU mail ranges from 113 per cent (AT) to nearly 350 per cent (Sl) of the price of

domestic service.Whencost  -orientation is measured on the basis of a basket thati n-

cludes both domestic and intra -EU products, itwould appearthatt here is &reba
ingo intended at diminishing the price of d-0me
tra -EU mail. Inother cases itwould appear that operators are simply seeking a higher

marginonintra -EU mail.

Source: CopenhagenEconomicsandJo hnHearn

Secondly, intra-EU mail remains in the reserved area in the countrieswithout FMO. This
means that competition was not yetable to develop inthose countries. The lack of compe-
tition (and actual substitution possibilities) is likely to contribute to higher prices.

Figure 47 showsthatin 2011, single piece crossborder intra -EU mail was more expensive
than single piece priority domestic mail in most EU countries, with the exception of Fi n-
land. The presence of competitors in the domestic letter mail area® does not appear to
have alogical effect on prices: crossborder intra -EU mail in countries with competition is
more expensive than in countries withoutcompetition. For instance, the price difference
between intra-EU letter mail and domestic priority mail is, on average, two times more
expensive in countries with FMO and competition than in those with FMO butno comp e-
tition.

83 Wik and Cambell (20 10) Study on the External Dimension of the EU Postal Acquis,
httpi//ec.europa.eu/internal_market/post/doc/studies/2010  -wik-external-dimension_en.pdf

84 1n this analysis, we use the same proxy for competition, i.e. the presence of active competitors in the letter mail area in the
domestic market as in other analyses, with the exception of unaddressed mail.
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A countrydéds FMO status does, howev&Umalesppear t o
typically part ofthe reserved area in countries with the 2013 deadline for transposing the

Directive (no FMO). The average price relations in the two groups of non-FMO countries

are higher thanthose ofthe groups of countries with FMO, cf. Figure 47. This relation

seems to be influenced by individual countries with large observations, however, since the

median real price differences inthe non-FMO group and competition is lower than the

averagereal price differences.

Figure 47 Intra EU to domestic single piece, by country, 2011
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FMO & competition FMO & no competition No FMO & competition No FMO & no
competition
Country group Average Real Prices Median Real Prices
FMO &competition 161.8% 165.7%
FMO &nocompetition 131.1% 137.5%
NoFMO &competition 191.0% 175.8%
NoFMO & nocompetition 159.9% 158.1%
All Countries 162.4% 149.1%
Note: Countriesare sorted by movementinreal price,indescending order,withinthe group showing the
deadline fordirective transposition (FMO)and presence of competitionin domestic letter mail.

Source: CopenhagenEconomics

4.3 Price differences in products for business users

In this section, we focus on business mail products, including bulk mail, addressed direct
mail and unaddressed direct mail. We examine the effects of the following product fea-
tures on prices:

1 Bulk mail and single piece mail (effect of volumes)
1 Unsorted bulk mail and pre -sorted bulk mail (effect of sorting)
1 50gbulkmailand 20g bulk mail (effect ofweightincrease)
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1 Direct mailand bulk mail (effect of type of mail content)
1 Unaddressed direct mail and addressed direct mail (effect of addressing)

Price difference between bulk mail and single piece mail

The larger the volume of mail, the higher the chance for a postal operator to use its high-
fixed-cost network more productively. Large volumes lower unit costs, and the savings
can be passed onto the mailers posting these large volumes in the form of lower list prices
for bulk mail as opposed to single piece mail.

The strongestvolume discount in bulk mail can be found in the price of single mail items.
In 2004, the unit price for bulk mail composed 0f10.000 20g items was 24 per cent
lower than the unit price ofa single piece 20g item. The unit price for bulk mail composed
0f100.000 20g items was 26 per cent lower.®

In2011, price differences became more sigificant . In 2011, the unit price for bulk mail in
a 10.000item batch was 31 per cent lowef”, while the unit price fora 100.000 item batch
was 34 per cent?® lower. The results suggest that once a threshold iseached to qualify for
bulk mail status, volume has no impact on differentials.

The difference between bulk mail and single piece mail was caused by the increase in the

price of single piece mail, which grew 11 per centin real terms compared to virtualy no

price increase (0.1 per cent) for bulk mail (10.000 item batches) in real terms. Demand

for single piece mail is Ilikely to be leess price
mand for mail, and USPs are likely to take advantage ofthis fact® The development sug-

geststhat the difference in price elasticities of demand for the two usergroups increased

from 2004 -2011.

We also observed that the total increase for single piece mail was higher thanincreases
for bulk maildemanded by business mailers. Itis also notable because since 2009, the
price of single piece mail has remained unchanged, while it dropped for bulk mail, cf.
Figure 48. Bulk mail users arelikely to be more price -sensitive than users purchasing
single piece products, which gives the incentive for USPs to limit price increases. Moreo-
ver, competition over business mail products is likely to be stronger thanin the area of
single piece items.

USPs may have anincentive to promote the use of bulk mailamong small and medium
size mailers, whose price elasticity is likely to be even higherthan that of large mailers.
This is because mail costs are likely to be more significant for small mailers,who send
batches ofless than 10.000 units. Atthe same time, itis likely that a small mailer would
find it easier to reorganise its processes in order to avoid having to use mail if prices were
to increase unexpectedly. A large user, such as a newspapegrublisher or a bank sending

85 Calculated as (100-76)/100.

86 Calculated as (100-74)/100.

87 Calculated as (1137 7)/113.

88 Calculated as (1137 5)/113.

8% Moreover, prices for single piece mail have often been historically low. An adjustment of these artificially low prices to ac tual
costs may also explain the larger price increase.
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statements, would need more time to adapt and coul d
mands for mail, e.g. due to customers who demand that documents be delivered physicd

ly.

Atthe same time, the presence of more attractive buk mail rates is likely to create more
demand for the services of mail consolidators. Consolidators are firms that offer small
mailers larger discounts than the USP would grantthem, by means of pooling mail with
that of other small mailers.

Figure 48 Bulk mail to single piece mail, 2004 -2011
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Note: Developmentinreal prices.Countries:BE ,CH,DE,FI,FR,IE,IT,LT,MT,NL,NO,PT,RO,UK

Source: CopenhagenEconomics

Examining the size of the price difference in 2011, the presence of competition in the let-
ter mail area does not seem to have a noticeable effectin terms of generating a larger
price difference (i.e. cheaperbulk mail), cf. Figure 49. For countries with FMO, the aver-
age price difference in the subgroup with competition amounted to 67.3 per centcom-
paredto 7 3.1 per cent for the subgroup without competition. It is notable that this diffe r-
enceisnotvery large. For countries without FMO, the average price difference in the sub-
group with competition was 7 1.2 per cent, while the difference was lower, 58.0 per cent, in
the subgroup without competition. This points to the fact that competition does not have
a systematic effect onthe size ofthe price difference between bulk mail and single piece
mail. The factthat our proxy for competition cannot fully explain the price difference in
2011 means that the price difference is shaped by more than one factor, cf. Chapter 5.
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Figure 49 Bulk mail to single piece mail, by country, 2011

125%
Equal price line
100%
75%
50%
25%
0%
NL DE UK IT BE IE FR PT FI MT RO NO LT NO CH
FMO & competiion FMO & no competition No FMO & No FMO & no
competition competition
mmmm Bulk mail composed of 20g items, pre sorted, 10,000 items, domestic
Bulk mail composed of 20g items, pre sorted, 100,000 items, domestc
10,000 items 100,000 items
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Country group
difference difference difference difference
FMO &competition 67.3% 63.9% 62.1% 55.8%
FMO &nocompetition 73.1% 76.8% 72.9% 76.8%
NoFMO &competition 71.2% 62.5% 67.8% 57.5%
NoFMO &no competition 57.4% 56.2% 55.6% 54.0%
All Countries 68.9% 63.8% 66.6% 63.2%
Note: 100%=same price forboth products.C ountries are sorted by movementinreal price,indescending
order, withinthe group showing the deadline fordirective transposition (FMO)and presence ofco m-

petition.

Source: CopenhagenEconomics

Price dif ference between unsorted and sorted bulk mail

The larger the volume posted by a single mailer, the more likely the maileris to be in-
volved in the production and preparation of mail, including pre -sorting. Pre-sorting
means that the letter items are grouped according to theirdestination, for example, by
postal-code, with different level ofaggregation (e.g. 1-digit, 2 -digit, 3 -digit, etc.). When a
postal operator picks up the mail from the mailer, it may no longer be necessary to carry
out some ofthe sorting operations, which lowers processing costs. This type of arrange-
ment between the mailer and the operator is known as work sharing. The postal company
benefits from lower processing costs while the mailer benefits from lower prices ora
work-sharing discount. Pre-sorting is likely to be a stronger benefit to postal operators
with less-sophisticated sorting technology or smaller postal operators, who may not have
machines for sequencing.

It also follows that not all USPs benefitin the same way from receiving sorted mail. Some
operators prefer ficlean mail o or bar caoded mai l
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chines and sequence sorted to individual routes. Such operators would still needto sort
the mail and, in consequence, be less likely to offer discounts for pre-sorted mail.

In 2004 the prices for unsorted mail were 8 per cent higher than prices for sorted mail.
The difference remained stable until 2011, cf.Figure 50. This could be due to the fact that
the cost of sorting mail already makes up arelatively small proportion of total costs for
mail handling. In this respect, increa sed adoption of sorting technology, which would
bring down the marginal cost of sorting, would have a small effect on observablelist pric-
es.

Figure 50 Unsorted bulk mail to pre -sorted bulk mail, 2004 -
2011
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Source: CopenhagenEconomics
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In2011, the difference between sorted and unsorted mail was barely observable across the

14 countries analysed, cfFigure 51 Italy represents the only country with a significant
price gap between the two bulk products, whereas countries such as Belgium, Malta, Pa-
tugal, Romania and Norway charge the sane price for both products. As a consequence,
neither the FMO status nor the presence of competition in the letter mail area seemto be
able to explain the small differences between unsorted and sorted bulk mail items.
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Figure 51 Unsorted bu Ik mailtopre -sorted bulk mail, by cou n-
try, 2011
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FMO &competition 134.4% 115.3%
FMO &nocompetition 98.4% 100.0%
NoFMO &competition 100.0% 100.0%
NoFMO &no competition 101.4% 100.0%
All Countries 111.8% 100.0%
Note: Countriesare sorted by movementinreal price,indescending order,withinthe group showing the

deadline fordirective transposition (FMO)and presence of competition.

Source: CopenhagenEconomics

Price difference  between 50g bulk mailand 20g bulk mail

We examined price differences due to increasing the weight ofthe individual itemina
bulk mail consignment from 20g to 50g. Our analysis revealed that, as expected, the unit
price ofthe heavier item was higheri butthe price difference was slight. The reason for
this may be that there is no significant difference in cost between handling a 209 letter
and a 50¢ letter inthe same size ofenvelope?

The difference amounted to 38 per centin 2004 and 36* per centin 2011, cf.Figure52. A
possible interpretation of this observation is that mailers are becoming more efficientand
environmentally conscious with the ir use of mail and paper. Moreover, with format -based
pricing, USPs can no longer justify why a DL-size envelope with 4 sheets of paper should
cost more to postthan one with 3 sheets of paper.

% pocumenting costs of handling mail at this level of detail was beyond the scope of this study.
91 calculated as (138/101)1.

100



Pricing behaviour of Copenhagen
postal operators Economics

Figure 52 50g bulk mail to 20g, 2004 -2011
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Source: CopenhagenEconomics

The presence of competition does not appear to have a discernible effecton the price red-
tions between heavier and lighter items. The observable differences between countries are
likely to be driven by the relative demand for mail in the different weight categories. We
hypothesise that in countries with high demand for heavier mail, heavier mail will tend to
be more expensive than lighter mail and vice-versa, cf.Figure 53.
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Figure 53 50g bulk mail to 20g, by country, 2011
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Source: CopenhagenEconomics

Price difference between directmail and bulk mail
Direct mail is a specific type of bulk mail that contains identical messaging except for the

addresseeds name, address and identifying number
mail ty pically contains advertising material with identical content for allr ecipients. Direct
mail is required by mailers sending advertising me s sages. AOrdinaryo bul k

contain invoices or bank statements. Bulk mail is in demand from mailers sending tran s-
actional mail.

Itis difficult to assign a particular type of clie ntto each ofthese two kinds of mail. A given
client, e.g. a governmentinstitution, may require both transactional bulk mail, e.g. when
sending tax documents, and advertising direct mail, when conducting an informational
campaign. However, the client is likely to have different considerations regarding the
direct product and the bulk mail product. This will manifest itself as different elasticities

of demand for bulk mail and direct mail.

We expectthat USP list prices will be lower for direct mail in co mparison to bulk mail.
Figure 54 shows that thisis the case. In 2004, direct mail prices were 33 per cent lower
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than bulk mail pricesin 13 Member States, including the largest postal markets. The dif-
ference was virtually constant from 2004 7 2011%

Figure 54 Direct mail to bulk mail, 2004 -2011

2004=1

1.2

11 0.99

1] — l_|_I_

0.9

0.8 0.66

0.7

0.6
2004 2005 2006 2007 2008 2009 2010 2011

= Bulk mail composed of 50g items, pre-sorted, 100.000 items, domestic, price per item

Direct mail (addressed advertising mail), 50g items, pre-sorted, 100.000 items, domestic, price per
item

Note: Realprices.13 countries:BE,CH,DE,DK*,FI,FR,IE,IT,MT,NL,NO,PT, UK
*Denmarkis includedinto the analysis with price datafrom2006to 2011
Romaniais excludedfrombecause ofits distorting effects caused by dramatic price changes

Source: CopenhagenEconomics

Turning to price relations at the country level in 2011, our main observation is that the
price ofdirect mail was below the price of bulk mail in all the surveyed countries, except
for Romania, where it was 5 per cent higher, cf.Figure 55. On averagein all 14 countries
in the sample, directmail prices were 73.7 per cent ofthe price of bulk mail.

Presence of FMO and appears increase the variatioramong the observations. The avera-
es for the two groups of countries with FMO are lower than the averages for the two
groups without FMO. # However,the presence of competition does not appear to have a
clear effect onthe size ofthe averages. This is evidnt when comparing the group with
FMO and competition to the group with FMO but no competition. The average for the
latter was 7 9.5 percentwhile the average for the former was 53.6 per cent.

92 We excluded Romania. The influence of its dramatic price changes during the considered period distorts the price relation
between these two products.
% please note that the sample sizes are unbalanced and there are fewer observations in the groups without FMO.
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Figure 55 Direct mail to bulk mail, by country, 2011
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Country group
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FMO &competition 79.5% 78.4%
FMO &nocompetition 53.6% 50.9%
NoFMO &competition 102.7% 102.7%
NoFMO &no competition 83.1% 83.1%
All Countries 73.7% 66.7%
Note: Countriesare sorted by movementinreal price,indescending order,withinthe group showingthe
deadline fordirective transposition (FMO)and presence of competition.
Source: CopenhagenEconomics
Price difference between unaddressed directmail and addressed dire ct mail

There are two principal ty pes of direct advertising: addressed and unaddressed. Un-
addressed items do notbear any designation ofthe addressee and often lack any form of
packaging.

Our hypothesis was that the price of unaddressed direct items would be substantially
lower than the price ofaddresseddirect mail. Unaddressed items share the delivery net-
work with letter mail. Moreover, there is likely to be more competition in the area ofu n-
addressed advertising. This is because oflower entry barrigs due to less regulation and
the more labour-intensive production process compared to addressed mail delivery.
Moreover, entrants are likely to be more flexible with regard to the use of business models
based onlocal geographical scope or the employmenbflow cost, flexible labour, suchas
student and senior workers.

We find that unaddressed items are offered at a substantially lower price by the USPs: 3
times* lower in 2004 than the average price of addressed items with the same weight and

94 calculated as (100/33).
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volume characteristics, cf. Figure 56. Unaddressed items were about 4.7 timescheapet
in 2011. This reductionin the relative price of unaddressed items was due to the rising
price ofdirect mail compared to the more stable pri ce of unaddressed items, cfFigure 56.

Figure 56 Unaddressed direct mail to addressed direct mail,
2004 -2011
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Source: CopenhagenEconomics

Although the presence of FMO seems to be associated with lower price difference between
unaddressed and direct mail, we do not believe these differences to be significant, or n-
deed influenced by FMO, cf.Figure 57. This is because competition in unaddressed mail
has not been constrained by regulation. We expect that the specific price relativities are
more influenced by supply and demand than regulatory factors. The available data does
not allow for analy sing the effectofactual competition.

9 cCalculated as (136/29).
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Figure 57 Unaddressed direct mail to addressed direct mail, by
country, 2011
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* Countries are grouped according to competitionin addressed direct mail, nevertheless,although
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Source: CopenhagenEcono mics

4.4 Price differences between parcels and packets
In this section, we focus on price relations between parcels and packets. We examine the
effects ofthe following productfeatures on prices:

9 Priority single parcel and 20g single piece priority letter (effect of parcel)
1 Single parceland 1kg single piecgeffect of parcel)
1 Bulk parceland priority single parcel (effect of volume)

Price increase for priority single parcel to 20g single piece item

We start by comparing the price difference betweena 2kg single parceland a 20g single
piece letteritem. The purpose ofthis comparison is to consider the trends in price in-
crease. Our observation is that the prices of single parcels of 2kg increasedfaster than the
price ofsingle letter items 0f20g, the increase inreal price amounting to respectively 1 vs.
11 per centsince 2004, cfFigure 58. An explanation for this development could be found
in the varying developments in volumes and elasticities of demand for both products. In
the caseof priority single piece letter items, volumes have been steadily declining overthe
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last 5 years, while the demand is likely to be relatively more elastic thanfor parcels. In the
case of parcels, the volumes did not decline, while the demand is likely to be less elastic
due to fewer possibilities for substitution.

Figure 58 Single parcel to single piece priority letter, 2004 -
2011
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Examination ofthe relative price difference between parcels and letter mail reveals a sub-
stantial variation in the mean diffe rence across countries, cfFigure 59. For example, the
price of parcels relative to letters is twice as cheap in Germany compared to the UK and
three times as cheap in Poland compared to Spain. This is despite the fact that German
letter mail prices have for along time been consideredlow due to long-term price regul a-
tion which resultedin declining single piece mail prices in that country. We also note that
parcels are priced significantly higher than letters. This can probably be explained by the
fact that handling of parcelsis more costly than handling of letters.
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Figure 59 Single parcel to single piece priority letter, by country,

2011
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Price difference between single parcel of 2kg and single piece mail of 1kg

We continue the above analysis by comparing the price ofa 2kg parcelto 1kg single piece
letter mail. The latter is a better substitute for a parcel than a 20g letter item, provided the
two are ofthe same volume. The maximum volume ofa packetis 0.02 cibic meters, while
a parcelcanreach 0.18 cubic meters.

The datareveals, as expected, that the price differential is substantially lower than before,
cf. Figure 60. The price difference in 2004 amounted to 60 per cent and remained un-
changed until2011. We can observe a similar trend in the case ofthe comparison with 20g
single piece items: parcel prices grow fasterthan the prices of letter mail items. In the

case ofa 1kg single piece letter item, the slowerincrease is possibly due to the fact that the
1kg itemis more compatible for substitution with a 2kg parcel.
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Figure 60 Single parcel of 2kg to single piece mail of 1kg, 2004 -
2011
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Our analysis reveals large variations in the price difference between single piece 1kg mail
and single 2kg parcels among the countries in the sample, cfFigure 61. In the majority of
the countries analysed, parcels are Y2 to 3 times more expensive than 1kg mail items.
However, there are interesting cases such Malta and Portugal, where the prices are sint
lar, and Romania, where 2 kg single parcelis cheagrthan 1 kg letter tariff.
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Figure 61 Single parcel of 2kg to single piece mail of 1kg, by
country, 2011
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Price differencein bulk 1kg parcels and single piece 1kg letteritem

Business mailers such as online traders may depend on parcels to delivertheir goods to
customers. USPs offer a bulk parcel productfor these customers. We investigate how the
unit price of parcels sold in bulk quantities compares to the unit price ofsing le piece letter
items ofthe same weight, 1kg.

The two products are not alike. They differ in terms oftheir maximum size and in terms
of the networks used for processing and delivery. However, our objective is notto com-
pare products with completely sim ilar features, but to expose price relations for products
that can be considered substitutes under certain circumstances.

The data shows that the two prices have remained at very similar levels and have unde-
gone similar developmentin the lastyears, cf. Figure 62. I1n 2004, the unit price ofa 1kg
parcelsoldin bulkwas 6 per centlower than the price ofa 1kg single piece letter. In 2011,
the average unit price ofbulk parcels was 4.4 per cent higherthan the price ofthe letter
item. The parcels sold in bulk do notinclude volume discounts comparable to the val-
ume discount presentfor bulk mail as opposed to single piece mail items.

9 cCalculated as (97/101)1.
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There are veral possible reasons for this. First, the demand for bulk parcels is stronger
than for bulk mail 7 hence, USPs have fewer incentives to raise demand through lower
prices. Secondly, there are likely to be even fewer economies of scale in the handling of
bulk parcels than inthe handling of bulk mail. For example, the costoftransportis not
likely to diminish as fast for bulk parcels as for bulk mail. 10.000 bulk parcels are likely to
require more vehicles for transport than 10.000 mail items, so the cost advantage of ship-
pingin bulk is lower for bulk parcels. Moreover, the delivery 0f10.000 parcelsis likely to
take more time than for 10.000 letteritems, which again lowers the advantage of shipping
in bulk. Last but not least, the cost of shipping is ultimately borne not by the mailer, but
by the consumer purchasing a given product. Consumers who have found a bargain price
for a product available online may be willing to accept relatively high shipping costs, so
long as the total price is still a bargain. Moreover, certain consumers may choose to shop
online not for concerns about price but for convenience, or due to the fact that certain
(e.g. specialised) goods are not available in their domestic markets.

Figure 62 Bulk 1kg parcelsto single piece 1kg letter, 2004 -2011

2004=1
1.06
1.04

1.01
1.02

0.98
0.96
E— .97
008 = SrT—— — 7 o
0.92
0.9
2004 2005 2006 2007 2008 2009 2010 2011
—— Single 1 kg letter tanff, domestic, prority
Bulk parcels, parcels of 1 kg, 10.000 pieces, domestic, price per item
Note: Realprices.countries:ES,FI,MT,NL,NO,PT,SI,UK.Romaniaand Lithuania excluded fromthe

analysisdue todramatic price changesinthese countries.

Source: CopenhagenEconomics

There appears to be a significant variation among the countries in the sample, cf.Figure
63.0n averagein 2011, 1kg bulk parcels were 15 per cent nte expensive than 1kg single
piece letters. There exists high heterogeneity across analysed countries, ranging from 150
percentage points more expensive bulkthan single 1 kg letter in the Netherlands, to coun-
triesincluding the UK, where a bulk parcel was halfthe price ofasingle 1 kg letterin 2011,
or Romania, where the parcel price was onethird the price ofthe letter. The number of
countries where bulk parcel is more expensive than single piece letter mail isroughly the
same as the number of counties where bulk mail is cheaper. We interpret this as areflec-
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tion of the lack of a persistent difference driven by fundamentals, such as the FMO or the
state of competition.

Figure 63 Bulk 1kg parcelsto single piece 1kg letter, by country
2011
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Chapter 5
Postal operatorso pricing

I n this chapter, we conduct an assessmewt and analys
iour and the underlying factors affecting pricing decisions in the postal market.

5.5  Main findings
Pricing decisions in the postal sector are primarily driven by co stand demand factors. In
general, higher costs imply higher prices, but postal operators also to a large extenttake
into account customerso6 expectations and their respo
their prices.

The main factors affecting pricing strategies are thus those affecting either costs or ce-
mand responses to prices. We classify these factors as:

A Supply side drivers: Factorsinternal and external to postal operators which af-
fect the marginal costlevels

A Demand side drivers: Factorsexternai t o postal operators which aff
price sensitivity (elasticity of demand)

In addition to cost and demand, pricing decisions are also affected by the regulatory
frameworks in terms of general competition law and sector-specific law (concerning
products within the scope ofthe USO). For example, competition law on predatory pri c-
ing, as one of the possible prohibited pricing strategies by the dominant market operator ,

and sector-specific requirements about cost-oriented pricing limit postaloperators 6 abi | ity
to adjust prices to respond to demand. Similarly, price caps meant to safeguard the public
interest of affordable postal prices may | imit post a

their costsintimes ofrapid volume changes.

We conclude that demand factors seem to be more important than cost factors for pricing

behaviourof postal operators. This conclusion is based on areview ofdrivers behind

postal operatorsdé pricing decisions and an assessmen
pricesoverthe pasttenyearsWe observe that postal operators, to a large extent, apply

volume discounts and other price incentives targeted at large mailers with high elasticity

of demand to generate economies of scale and scope. These pricing strategies ardten

not cost-oriented.* For example, whereas the real prices for business mail products (gen-

erally subject to high elasticity of demand) have remained stable or even declined in some

countries, prices for single piece mail (generally subject to low elasticity of demand) have

increased faster than inflation. We can also observe that most price relations (e.g. direct

97 By non-cost-oriented pricing, we understand situations where the price difference between two products or services (or
mailers for that matter) is larger than the corresponding difference in underlying costs.
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mail vs. transactional bulk mail, priority vs. non -priority letters) have remained stable
over many years, despite changes in cost structures.

Our assessment does, however, also reveal
driven by cost factors, although only in a limited way . Postal operators do, to some extent,
apply cost-oriented pricing, for example, in terms of format -based prices work-sharing
discounts, or geographically differentiated prices. %

If the market prices reflect the underlying costs of provision, both consumption and pr o-

vision of postal services will be efficient.% For example, a mailer should only pre-sortmail
if she can do the work moreefficiently and therefore with lower costs than the postal op-

erator. However, if prices are not aligned to costs, the mailer might decide to pre-sortthe
mail at a higher cost than thatincurred by the postal operator. Thisis ineffi cient.

Inthe postal sector, pricing all products at marginal costis not a viable alternative. The
provision of postal services generates a high share offixed and common costs and thus,

pricing at marginal cost woul dcoste fFromanem®-r
nomic point ofview, the mostrational way to set prices above marginal costs in multi -
product markets is provided by Ramsey pri

demand elasticities. In practice, this means that postal operators should charge a relative-
ly high price for services subject to low price sensitivity and a relatively low price for ser-
vices subject to high price sensitivity (i.e. non-cost-oriented pricing driven by demand).

Non-cost-oriented pricing may thus inc rease efficiency and total welfare. This is the case
if (i) it allows postal operators to sell more than would have been the case at costoriented
prices; (ii) customers with a low willingness to pay are able to acquire a product or service
that they might not necessarily be able to afford at a costoriented price; or (iii) the postal
operatordés incentive to make inves ments

However, as Ramsey pricing only ensures cost coverage, a profimaximizing postal oper-
ator will, in general, set higher prices and therefore generate lower volumes. This may
create concern if profit-maximizing pricing (i) results in unreasonably high profits for the
postal operator (i.e. too high prices and too low demand); (ii) reduces incentives for effi-
ciency improvements; (iii) creates affordability problems for captive users; or (iv) creates
anti-competitive effects which exclude competitors from the market, cf. Figure 64.

% Introducing geographically differentiated pr ices may be a competition concern, however, cf. chapter 6.

99 Efficient consumption of postal services means that the optimal amount of services is consumed, given supply and demand
conditions. Efficient production of services means that postal services are produced at the lowest possible cost and
that scarce resources are not wasted.

100 Although Ramsey pricing implies a zero cap on total profits, it may still imply that some products (according to a fully all o-
cated costs perspective) will be provided at a ddicit, w hile others will be provided at a high profit. From a welfare
economics point of view, high profits in some market segments are not problematic as long as overall profitlevels are
not excessive.
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Figure 64 Impactofnon -cost -oriented pricing on total welfare

Indicators of Indicators of
increasing decreasing
welfare welfare

Increasing Excessive profits

volumes

Affordability

concerns
Better access to

products/services

Inefficiencies

Improved

o competitive
efficiency P

foreclosure

Source: CopenhagenEconomics

To avoid negative welfare effects, postal operators are subjectto regulatory frameworks

consisting primarily of sector specific regulatory obligations and general competition
law.

Regulation reduces the pricing flexibility of postal operators in view of pursuing ex ante
defined public interest objectives (e.g. affordability, effective competition, efficient prov i-
sion of services). Thus regulation can lead to better fulfilment of policy objectives, ifthe
regulatory design leadsto ensuring affordable services, more effective competition or
more efficient postal operators. However, regulation may also lead to worse outcones, if
it forces postal operators to use suboptimal price structures leading to less efficient use of
postal services. As anillustration, price caps may guarantee low prices for mailers, but
simultaneously they can cause rigidity and compliance costs for USPs.

5.6 A general pricing model

In general, postal operators are likely to have an incentive to set prices tomaximize pro f-
its, meaning that they increase prices as long as it is profitable and permitted under regu-
latory constraints. Prices are increaseduntil the increased revenue from the higher price
is outweighedby the lossin revenue from lost volumesi? In Figure 65 below, this means
that prices are increased untilarea Bequals area A.

101 |n addition to this, postal operators are also su bject to regulation of VAT, state aid etc.
92 In practice, USPs may use more or less sophisticated models to set their prices as this section suggests.
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Figure 65 Profit maximizing price setting
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Source: CopenhagenEconomics

Since elasticity of demand differs between users, profit maximizing postal operators (both
USPs and challengers) should set prices according to annverse elasticity rule . This
means that they apply low price-cost margins where demand is elastic (where customers
easily stop buying a productinthe case ofa price increase) and apply high pricecost
margins where demand is inelastic (where customers will continue to buy the product at
the higher price). This has also been confirmed by several recent postal studies, such as
Crew and Kleindorfer (2011), Borsenberger et al. (2012), and De Donder etal. (2011).

The inverse elasticity rule means that prices are £t such that the margin for a specific
productisinversely proportional to the demand elasticity for that product. In mathema t-
ical terms:

(p-c)ip=1le

Consequently, pricing decisions are, at leastin theory, only affected by two factors: mar-
ginal costsand demand elasticities:

A Demand facors: Low elasticity ofdemand A high margin A high price (and vice
versa)
A Costfactors: High marginal cost A high price (and vice versa)

However, in additionto demand factors (affecting elasticity of demand), and costfactors
(affecting marginal costs), postal opomg-atorsdé pricin

run strategies and regulatory constraints .

By pursuing long-run strategies, postal operators may be able to affect marginal costs or
demand elasticitesinth e | ong run. When doingpsomaheéeypmagiapgply
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in the shortrun, for example, by selling products at prices below cost. One exampleis the
introduction ofa new product soldfor alow price to attractdemand and generate econ o-
mies of scaleand scope. Another example is predatory pricing to exclude competitors and
charge higher prices inthe long run. Very often the borderbetween the two is difficult to
establish.

Regulatory constraints (interms of sector-specific regulation and competiti on law) may

reduce postal operatorsé pricing flexibility, for e
products or by requiring strictly cost -oriented pricing. Reduced price flexibility means

that postal operators have less room to adjust prices to demard and cost. Both effects can

lead to suboptimal use of postal services, so that some usersbuy too much service and

others buy too little.

Against this background, we have created a general pricing model governing the pricing
decisions of postal operatorsi incumbents as well as challengers, cfFigure 66. The mod-
elis based on a literature survey® of price setting practices in the postal sectorand was
adjusted after discussions with USPs, challengers, NRAs and NCAs in our stakeholder
seminars in Copenhagen in the initial stage ofthe study.

Figure 66 A general pricing model for postal operators 105

Regulatory frameworks
(limiting the pricing flexibility of postal operators)

Supply side drivers Demand side drivers

(affecting marginal costs ) (affecting elasticity of demand )

oVolume developments oTechnological development

oGeography oProduct value

oQuality and frequency of delivery oSubstitutability/complementarity of products
oProduct features oTraditions/public image of postal operators
oTechnological development oCompetition

oCompetition law  oCostallocation requirements
oPriceregulation OVAT regulation
oAccesgegulation 0USOscope

Note: Long-runstrategiesarenot indicatedas aseparate driverintheillustration butmay be includedin
otherdrivers such as competition, coststructure ofoperators,and operations and logistics.

Source: CopenhagenEconomics

Inthe rest of this chapter, we test the theoretical model againstthe actual pricing behav-
iour that we observe in the market. We also assess the effects ofthe applied pricing beha

103 A list of the ten publications included in our literature survey is provided in Appendix A.
104 The three stakeholder seminars were held from 27 January to 3 February 2012. The participating stakeholders were:
NRA/NCA seminar:BIPT (BE), BNetzA (DE), Consiliul Concurentei (RO), CNC Competencia (ES)and PTS (SE); In-
cumbents seminar: BPost (BE), Postdanmark (DK), La Poste (FR), Deutsche Post (DE), Post NL (NL), Poczta Polska
(PL), Posten AB (SE), and Roy al Mail (UK); Challengers seminar: InPost (PL), UniPost (ES), FK Distribution (DK),
Bring Citymail (DK), TNT Post (DE, IT, UK), DX Group (UK).
105 VAT may be also classified as a supplyside driver (forcing in -house supply rather than outsourcing) and a demand side
dri ver (increasing demand from customers who candét recover input VAT
products from customers who can reclaim VAT) rather than a regulatory driver.
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iour on welfare to create a framework for distinguishing between justified and non-
justified pricing behaviour.

5.7 Supply -side factors

Factors affecting the level of marginal costs include:
A Volume developments

Geography

Quality and frequency ofdelivery

Product features

Technological developments

> > > > >

Based onareview ofthe drivers above and an assessment of actual developments in pds
al prices overthe pasttenyears, we find the relationship between cost factorsand actual
pricing decisions to be relatively weak. In otherwords, the observed price differences
between postal products and between mailers seem to reflect differencesin the undery-
ing provision costs only to a limited extent, cf. Table11
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Table 11Responsesto supply -side drivers

Driver

Expected finding

Observation

Implication

Volume

developments prices

High population density

More letters A lower

A

Heavyitems A higher

Geography A low price

Zonal pricing
Qualityand Longerdelivery time
frequency of lower price
delivery
Product price
features

Technological
development

Large/bulky items
higherprice

Noclearrelationship

A

Single piece mail:Moreletters
A lower prices

Bulk mail:More letters A
higherprices

Zonalpricesappliedincou  n-
tries with competition

Non - priority letters 14%
cheaperthan priority letters,
but large varianceacross cou
tries

50gbulk letters 37% more
expensive than20gbulkle t-
ters.2kgparcels 60% more
expensive than 1kg packet.
Large varianceacross cou  n-
tries.

Formatbased pricing appliedin
more than50% ofMember
States

Noclearrelationship

Driverpossibly decisive for
pricing ofsingle piece items,
but notfor bulk letteritems

Zonalpricesaredemand -
driven 10°

Noclearimpactonprice.

Driver partially decisive for
pricing.No explanatio nfor
variance acrosscountries.

Noclearrelationship

Source:

Volume developments

Copenhagen Economics

The most prominent change in the mail marketin the lastten years has beenthe steady
decline involume. USP letter mail volumes have been declining at an average annual rate
of nearly 6 per cent since 2007 2" Cumulatively the volume decline in the postal sector in
the lasttenyears has oftenamounted to 30-50 per cent. All elsebeing equal, declining
mail volumes may increase the marginal cost of providing mail services. This is, for in-
stance, the case iflower mail volumes imply a lower visit frequency (i.e., alower share of

households visited by a mailman on any given day), d. Box 4.

106 However, the zonal prices may still be cost-oriented in the sense that price differences correspond to cost differences. The

poi nt is

however

zonal prices

only

affect userséo

choice

107 Based on information from NRA and USP in Austria, France, Hungary, Latvia, Lithuania, Luxembourg, Mal ta, N etherlands,
Portugal, Romania, Slovakia, Slovenia, Spain, Sweden, and Switzerland.

f

there

119



Pricing behaviour of Copenhagen
postal operators Economics

Box 4 Marginal cost in mail delivery

Imagine a situation with high mail volumeswhere the postman visits every household
every day. In this situation, the marginal cost of delivery is the cost of deliveringone

extra item to a specifichousehold (together with the otheritems I asocalled joint
visit). Now imagine another situation with lower mail volumes where the mailman vi S-
its only 50% of the households every day. In this situation, the marginal costis either

the cost of visiting a householdthatreceives other mail, a jointvisit , (half ofthe
households) or the cost of delivering one extra itemto the households thatdo notr e-
ceive other mail items, a so -called solo visit (half of the households). Compared to the
previous situation, the marginal cost of delivering the extra item will be much higher,

since itis much more costly to visitan extraaddress than to deliver one extralettero
an address thatis beingvisited anyways.

Source: CopenhagenEconomics

Since the bulk of costs connected to the provision of postal services are incurred in the
delivery phase, we would expect that higher marginal costs in delivery, all else remaining
equal, would resultin higher prices.

However, what we observed was the @posite.In 2011, the price of single piece letters was
approximately 50 per cent higher in high letter density countries (e.g. Belgium, Switze r-
land and Germany) compared to low letter density countries (e.g. Italy, Lithuania and
Portugal). For bulk letter s, mailers in high letter density countries paid about 75 per cent
more than mailers in low letter density countries, cf. Figure 67.Based on this, thefact that
the mailman has more postal items per capita to deliverdoesnot seem to result in lower
prices. On the contrary, many letters per capita seems to generatenigher prices.
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Figure 67 Price development and letter density, real prices
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A possible explanation for this might be that letter volumes per capita traditionally have
been strongly correlated with the level of GDP. Atthe same time, we would also expect
mail pricesto be correlated with GDP. Thus, higher prices in high letter density countries
might be explained by higher GDP levels inthese countries Adjusting the prices for pur-
chasing power yields a somewhat different picture, cf. Figure 68. Whereas the average
price for single piece mail is higher in low letter density countries throughout the o b-
served time period, the average price for bulk mail (10,000 items, pre -sorted) was slightly
higher inlow letter density countries until 2008. Since then, the PPP -adjusted pricein
high letter density countries has increased and is now higher than the price in low letter
density countries. This indicates that vo lume developments may be a driver of pricing
behaviourwith respectto single piece letter items, but mostlikely not for bulk letter
items.
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Figure 68 Price development and letter density, PPP -adjusted

prices
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Geography

The marginal cost of mail delivery depends on geographical factors such as the distance of
the route between households, the distance between route and households, the number of
households per delivery address, and the placement oletter boxes. This means that the
marginal cost of delivery to a householdin a multi -storey apartmentbuilding in a city is
generally low. The corresponding cost for a small farm located in the country side is
high.

However, marginal costs ofdelivery in urban areas can be affected significantly by park-
ing and traffic problems. Studies by Postcomm and Postal Regulatory Commission show
thatinner urban areas (e.g. Greater London) have the highestmarginal costs. Hence, itis
difficult to draw any firm co nclusions a priori about the differences in marginal delivery
costs betweenrural and urban areas.

If marginal costs did differ between geographical areas, we would expectto observe ge-
graphical price differences, on the one hand between countries with high and low popul a-
tion density,and on the other hand between domestic regions (zonal pricing). Geograph-

108 Unless the farm gets many different kinds of mailitems (e.g. | etters, direct mail and magazines) and the apartments only
receive letters.
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ical price differences would primarily be attractive for postal operators ifa large fraction
of customers were to demand distribution justin one part ofthe country i orif competi-
tors were only active in parts ofthe country. Ifall customers demand nationwide distrib u-
tionand if there are no regional competitors, postal operators could just as well set a uni-
form price (since allthe customers care about is the total price).

Our price datadoes not show a clear relationship between population density and price,
cf. Figure 69. Prices of single piece letters are generally higher in high population density
countries. However, prices for bulk mail are generally higherin countries with low pop u-
lation density. ** Basedon this, we cannot conclude that marginal cost of mail delivery is
higher in geographical areas with low population density compared with geographical
areas with high population density.

Figure 69 Price development and population density
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Source: CopenhagenEconomics

We have also examined geographical price differences within countries, i.e. zonal pricing.
We observethat zonal prices are applied by USPs in, for example, the Czech Republic,
Italy, Switzerland, Portugal , Spain and Sweden, where at least some ofthe coutries are
large and/or exhibit significant regional differences in population density or geographical
conditions. For example, in Spain and Portugal, zonal prices are applied to the Atlantic

1% The robustness of this finding must be qualified, however, by the fact that the comparison of price developments in the two
products is based on samples containing different countries.

Copenhagen
Economics
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island and to areas in the African territory. Moreover, zonal prices are only appliedin
markets and market segments with competition. We do not observe zonal prices for let-
tersin countries like Finland, Norway, Austria where there is no competition in the letter
market. Hence, the use ofzonal pricing seemgo someextent to depend on whether there
is competition in parts ofthe country or not. ° This is natural, since zonal pricing is at-
tractive for postal operatorsifeither a large fraction of customers only demand distrib u-
tionin one part ofthe country i orif competitors only operate in parts ofthe country. If
all customers demand nationwide distribution and ifthere are no regional competitors,
postal operators could equally well set a uniform price (since all the customers care about
is the total price).

Due to the fact that new postal operators often start their business in limited areas (no r-
mally large cities with high population density), dominant postal operators subject to
competition 11thave anincentive to apply zonal prices. However, ifthe zonal pricesapplied
are so low that a competitor as efficient as the established incumbent cannot compete,
zonal prices will have a negative (anti-competitive) effect. For a detailed discussion on
this, see the section on demandside drivers.

Quality and frequency o fdelivery

Allelse being equal, we expect a higher standard of service or frequency ofdelivery to
increase marginal costs andvice versa. According to the inverse elasticity rule, this would
call for higher prices for these products and vice versa.

Asfor delivery frequency, we have shown in Chapter 4 that the price of non-priority le t-
tersis on average 14%Ilower than the price of priority letters. In 2011, the price difference
varied from 5% in Norway to 40%in Romania.

Therefore, the impact on costsof having a high quality of service is not clear.

Product features

Heavy items and items large formats are more difficult to sort, transport and deliver, and
will thus incur higher marginal costs than smalleror lighter items. Whereas weight tradi-
tionally has been considered the sole cost driver, postal operators now seem to also take
format into account. The reasonis that bulky formats and features such as plastic wrap-
ping make it difficult to sortitems mechanically, thereby incurring high marginal sorting
costs.12

The factthat mostincumbents already included a format dimension on their price lists
several years ago indicates that this dimension most likely is animportant cost driver.

10 The absence of zonal prices may also be explained by regulatory requirements of uniformtariffs, depending on the scope of
it).

11 f the demand for postal services is similarly distributed between high and low cost areas, and if no competition exi sts, postal
operators have no incentive to differentiate prices geographically as this would not change total profit.

12 whereas sorting machines often can handle several thousands of items per hour, manual sorting is far less efficient. In earlier
investigations related to postal sector competition cases, we have found the marginal costs of manual sortingto be
50-85 times higher than machine-sorting.
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Today, we observethat 16 USPs use formabased pricing in addition to weight -based
pricing, while 13 USPs currently use weight-based pricing alone, cf.Table 12 Of the USPs
that apply format -based pricing, only those in the UK and Austria introduced format -
based pricing after 2004.

Table 12 USP pricing parameters, single piece items

Pricing base No. Countries
Weightonly 13 BG,CY,EE,ES,FR,HU,IS,IT,LI,MT,PT,RO,SK
Weightand format 16 AT,BE,CH,CZ,DE,DK,FI,IE,LT,LU,LV,NL,NO,PL,SE,UK
Noinformation 2 EL,SI
Note: Survey ofonline price calculatorsforUSP.The use offormatbased pricingis sometimes notapparent

in listprices. There may be many forms of format 1 basedprices.

Source: CopenhagenEconomics

Anecdotal evidence ofthe importance of format based pricing is provided by Royal

Mail. = Atthe time when a weight-only price structure was applied in the UK, businesses
providing supplies for parties b eganto ship flowers packed in boxes using airmail. This
created logistical problems with space on aircraft and put pressure on transportcosts. The
introduction of pricing format -based pricing in 2006 resulted in sharp price hikes for the
new formats and incentivised mailers to seek ways ofreducing the volume oftheir ship-
ments, thus saving transport space and rationalising transportcosts for Royal Mail.

As for weight, price relativities due to lower/higher weights have remained stable over
time. For bulk mail, a 50g letter is approximately 37 per cent more expensive than a 20g
letter, cf. Figure 70. However, weight discounts vary substantially across countries; for
instance, the greatest differences between 50g and 20g are seen in Belgium, Italy and
Portugal i 100, 70and 7 2 per cent respectivelyi whereas in countries such as the UK,
Ireland and Malta the price is the same for both products. Price differences in the range of
70to 100 percentdue to a 30 gram weight difference can most likely not be explained by
corresponding differences in underlying costs. Instead of weight, format may be a more
important cost driver, sincelarge or bulky items to alarger extent may require manual
sorting (which is more expensive than automated sorting). Due to lack ofdata, we have
not been able to assess the directimpact of format on prices.

113 copenhagen workshop with incumbents, 3 February 2012.

125



Pricing behaviour of Copenhagen
postal operators Economics

Figure 70 Price differences due to weight, bulk let ters 2004 -2011
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Source: CopenhagenEconomics

As for parcels andpackets, the price difference between 1kg lettersand 2kg parcels has
also remained fairly stable overtime with a price difference of approximately 60 per cent
onaverage, cfFigure 71 However, just as for bulk letters, weight discounts vary substan-
tially across countries i from near 20 per centinthe UK, Ireland and Hungary to over
100 percentin Germany, Luxembourg and the Netherlands, cf. Figure 71
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Figure 71 Price differences due to weight, parcels 2004 -2011
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Source: CopenhagenEconomics

Stable parcel prices may seeminconsistent with the increase in parcel volumes over the
years. All else being equal, one would expect anincrease in parcel volumes to cause falling
prices due to increased economies of scale and competition. However, one pssible expla-
nation for the observed development in Figure 7 1could be that the graph depicts single
piece parcel volumes, where demand is less priceansitive than for bulk parcels due to the
lack of alternative suppliers. For a more thorough discussion on demand-driven prices,

see section5.4.

Technological development

Marginal costs may be affected by technological development. Increased esubstitu tion
(which will be further analysed in relation to demand -side drivers) reduces overall mail
volumes, which in turnincreases the marginal cost for delivering mail. However, techn o-
logical development may simultaneously reduce marginal costs, e.g.intermsofmore
efficient sorting equipment or more cost -efficient modes oftransportation. The overall
effect oftechnological developmenton marginal costs is thus uncertain.

Pricing strategies in response to cost factors

According to the inverse elasticity rule, postal operators set prices to reflectdifferences in
underlying costs in so far as possible under regulation. As describedin the beginning of
this chapter, the biggest challenge for postal operators today is the continuous decline in
letter mail vol umes, which increases the unit costofnotably letter mail services. Postal
operators may reactto this developmentin various ways:
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On the one hand, postal operators may not take action and let the increased costs result in
lower profit margins. Ontheotherhand, postal operators may increase prices to reflect
the higher costs, transferring these higher costs to users.

If mail usersreactto price increases by moving away from the service in question, in-
creasing prices might not be a viable alternativ e. In this case, postal operators may try to
reduce the profit loss through business process reengineering (i.e. cost savings).

Business processreengineering can be realised via strategies unrelated to pricing such as
efficiency improvement and adaption of production capacity . Inthis way, postal opera-
tors can avoidlarge reductions in profit and unfeasible price increases triggered by higher
costs. Cost savings can also be obtained bgemand-driven price -related strategies with
an objective ofgeneratingincreased economies of scale and scope.

Over the past decade, postal operatorsd pricing str a
that postal operators use a combination of the options above.

For example, the devel op menprofitonhrgimsinDenmarka| post al oper
Germany, ltaly, Netherlands, Sweden and the UK*** shows a downward trend from 2007 -

2011 for all countries except Sweden, where margins have increased slightly for 2009 and

2010.However, all countries exhibit lower margins today th an before the financial down-

turnin 2009. This indicates that although postal operators have cut costs, increased effi-

ciency and adjusted pricing strategies, this has not been enough to fully avoid the negative

effects ontheir profits.

With respectto price increases, we observe that prices for single piece letters, parcelsand
packets have beenincreasing fasterthan inflation, whereas prices for bulk mail products
have followed inflation, cf. Chapter 3. For example, the Danish USP has increased prices
as well as price differences in the product portfolio. Prices have also been adjusted \p-
wards in the UK and the Netherlands. We also observethat the costorientation of prices
to some extenthas increased as postal operators have introduced formatbased pricing
and zonal prices. This indicates that postal operators, at leastto some extent, have been
able to pass on higher costs to users by raising prices.

Postal operators use several measures to reduce marginal costs by reengineering their
business processes. These measures include (Btrategies to cut costs and improve effi-
ciency inthe production processes, e.g. more flexible working arrangements, new sorting
equipment or work -sharing, and (ii) strategies to generate economies ofscale and scope
e.g.volumediscounts and other price incentives.

Strategiesto cut costs and improve efficiency
The mostimportant cost category in postal services is labour.In 2009, labour costs as
share oftotal costs at the European incumbent postal operators ranged from 40 per cent

114 These are the six of our focus countries where wehave been able to obtain information on operating profits and revenues in
the mail segmentover time.
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in the Netherlands to approximately 75 per centin Greece. On average, 60 per cent ofthe
i ncumbent s6 cost s “Won efficlerd dand aheapar veorkiag peadtices
might involve changing shift patterns towards part -time work, reducing overtime a r-
rangements and putting greater reliance on self-employed staff or on recruiting staffe m-
ployed under different conditions. ¢

Efficiency impr ovements can also be realised via network investments, for example new
sorting equipment, new sorting centres ora new fleet of vehicles. Network investments
may increase technical efficiency, reduce transport costs, enable greater economies of
scale in sorting and sequencing, and reduce headcount needed, cfBox 5.

Box 5 Efficiency improvements at European USPs

There are several examples of USPsthat have made investments in sorting plants,

and increased automatized handling of letters and parcels. Forexample Post Da n-
mark hasgradually implementedlean manufacturing principles. Thisincludes,among

other things, the introduction of OCR s orting machinery, gradual reduction in distrib u-
tion centres, reductionin full -time staff, andrestructuring of delivering routes. Optim 3
zation of delivery routes has also taken place in Germany, Italy, the Netherlands ,
andthe UK. This has allowedforar eductioninlabourcosts, as staffhas gradually

been reduced following this development of increased automation.

Other examples of efficiency improvements are provided by Deutsche Postwhich has
increased the level of automatic handling of parcelsatit s parcel division,DHL, and by
Poste Italiane, which hasreplacedits decentralised sorting centres with new sorting

plants.In  Sweden , Posten ABhas introduceda new fleet of carsand a new letter

sorting terminal as part of a new terminal structure. Thus , the factthat Posten ABis
the only operator in the sample that hasbeen able to increase its profit margins does
notseem to be explained by the factthat Posten AB is the only operator reengineering

its business activities.

Source: www.postdanmark.dk  annualreports 2009 -2011;Copenhagen Economics (2010); www.postnord.com

In addition to the above, work -sharing is another cost-cutting measure where mailers

take over some of the postal operatorbés preparat
for postal services decreases. Worksharing should thus yielda price discount corre-

sponding to the cost avoided by the postal operator. In Chapter 4, we observed that the

average price reduction resulting from work -sharing agreements (pre-sorting of bulk

mail) was around 10 per cent. Since sorting requires costly investments, new postd op-

erators often require work -sharing. This practice increases the choice for mailers who can

decide the amountof preparatory work to conduct in -house and the amount to be done by

the postal operator.

1% Copenhagen Economics (2010), Main Developments in the Postal Sector 20082010.
116 Some postal operators have opted to adopt cheaper working practices. These options are only applied in so far as they comply
with prevailing employment and social security requirements.
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Strategies to generate economies of scale and scof

Strategies to generate economies of scale and scope aim at lowering unit costs to the
benefit of postal operators and users (through lower prices or smaller price increases).
These strategies can be grouped in to two ty pesvolume aggregating and volume chasing
strategies. Whereas volume aggregating strategies aim at optimizing the handling and
delivery of an existing mail volume to realise economies ofscale and scope, volume ches
ing strategies aim to collectadditional mail volumes inthe network to realise economies
of scale.Strategies like these are only viable for postal operators insofar as they are cm-
patible with regulatory requirements on quality of service for products within the USO.

By aggregating volumes to certain delivery days, postal gerators can increase the number
of items per visit and reduce the number of expensive solo visits, i.e., visits with only one
mail item. One way of aggregating volumes on certain days is through the implementation
of price incentives. These incentives normally aim atincreasing the share of non-time -
critical mail in the network to increase flexibility with respectto delivery time. Examples
are the introduction of new (non -time critical) products or the widening of the price gap
between time critical and non-time-critical mail. Box 6 provides two examples of volume
aggregating strategies implementedin the Netherlands and France.

Box 6 Volume aggregating strategiesin NL and FR

In the Netherlands , PostNL has introduced Basic mail, a non -time critical bulk mail
product. The price of Basic mail is lower than the price of ordinary bulk mail (delivered

within 24 hours). For basic mail de livered within 48 hoursthe priceis up to 13 per
centlower than the price of ordinary bulk mail, and for delivery within 72 hours, the
corresponding price difference can reach 20 per cent. This product enables PostNL to
aggregate large volumeson certain delivery days andthereby to reduce marginal

costs of delivery.

In France , La Poste has introduced a product calle
price approximately 5 per cent below the ordinary priority letter. The productis ma r-
ketedas anenviro nmentally friendly alternative to priority mail and guaranteesdeli V-

ery within 48 hours. Just as the example above, this product increases flexibility for La
Poste and allows for the aggregation of volumesto specific delivery days.

Source: PostNL(2012a);LaPoste(2012)

To maximize cost savings, volume aggregating pricing may also be accompanied by

changesindelivery structure and the introduction of new delivery models. One example

of thisis observed in Denmark, where Post Danmarkin 2008 introducedaso-c al | ed @A XY

deli very model 06 where time critical mail i-s delivered
time critical mail is only delivered to 50 per cent ofthe households every day. Hand in

hand with this networkrestructuring came anincrease in the pricedifference b etween

D+1 (time-critical) and D+3 (non -time -critical) letters, cf. Figure 72. Today Danish con-

17 For example, volume aggregating strategiesby replacement of D+1 delivery by D+3 delivery is not feasible under the USO,
andthe Hence, the operators need to continue to provide D+1 delivery. The does, however, not preclude a partly
substitution from D+1 to D+3 delivery model.
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sumers can save more than 20 Euro cents, or 25%, by senihg a D+3 letter instead ofa
D+1 letter.

Figure 72 Price development 20g letter, Denmark 2001 -2011

2001 2003 2005 2007 2009 2011
—e—Denmark D+1 —i—Denmark D+3

Source: Incumbentquestionnaire

The 25 per cent price differencebetween D+1 and D+3 letter servicecan be compared
with the averageprice difference between D+1 and D+3 lettersin other EU Member
States. Throughout the period 2004 -2011, theaverage price differencebetween D+1 and
D+3 in the EU was 15% andthe median price difference was20%. Unlike the example
from Denmark, th e price for priority and non -priority mail inthe EU seems to have fd-
lowed the same trend, cf.Figure 7 3.
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Figure 73 Price development of 20g letters, 2004 -2011
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Compared with the European average, the Danish price difference does not seem very
high. Instead, the increasing price difference over time seems to be the result ofalow
price for D+1 letters prior to 2011, caused by the existence ofa price cap based 06PI
which was abolished on 1 January 2011. We are not in a position to judge whetherthe new
prices better reflect the underlying costdifferences which arise, since D+1 letters have to
be treated differently, e.g. using other means oftransport, immediate sorting, etc.

Whereas the purpose of volume aggregating strategies is to redirect mail flows to certain
days, the purpose ofvolume chasing strategies is to increase total volumes handled in the
postal network to generate economies ofscale. The most common way for postal opera-
tors to generate economies of scale is throughvolume discounts.

Large consignments of mail are often cheaperto handle than smaller consignments. Ad-
ministrative costs per item for handling a large client are often lower than adm inistrative
costs peritem for handling a smaller client. However, the cost differences are limited. In
Chapter 4, we observed thatthe price per item for bulk letters (10,000 items of 20g) was
31 percentlowerthanthe price ofa single piece letter of g on average across the EU, cf.
Figure 10. This difference is unlikely to reflect the cost savings obtained from handling
10,000 lettersinstead ofone. The reason for this is that the only cost difference between
single piece and bulk letters occurs in administrative overheads and in the sorting phase,
which only represents roughly 15 per cent® ofthe costofmail delivery. The price differ-
ence betwee single piece and bulk mail is largest in countries with actual competition or
the presence of mail consolidators (which often are considered potential future competi-

118 NERA (2004),p. 72.
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tors), e.g. the Netherlands, Belgium, Germany, Ireland, France and Malta. This indicates
that the size of volume discounts is determined by more than just differences in costs.
This is what we turn to in section 5.4 where we look at the demand-side factors affecting
pricing decisions of postal operators.

5.8 Demand -side factors

Inthe last section, we concluded that the price differences between postal products
seemed to be governed by differences in underlying costs, but only to a limited extent.
According to the inverse elasticity rule, pricing decisions ar e also affected byelasticities of
demand (i.e., the way consumers react to price changes). All else being equal, lower els
ticity of demand (fewer customers substituting away as a result ofa price increase) means
that the losses incurred by price increases are smallerand the increased revenués higher.
As a consequence, a profitmaximizing postal operator charges higher pricesto mail-
ers/products with inelastic demand and lower prices to mailers/products with elastic
demand.

Price elasticities ofdemand

Profit maximising postal operators sh ould increase their prices until the elasticity ofd e-
mand is greater than one. Ifdemand is less elastic, for example with an elasticity 0f0.6, a
price increase would still be profitable as the increase in profit outweighs the lossinde-
mand.***In this cont ext, itis important to distinguish between market elasticity ofd e-
mand and firm elasticity ofdemand .

Market elasticity ofdemand measures how large a share of mailers will, inresponse to a
price increase by all postal operators in the market, send lessmail. Firm elasticity ofd e-
mand measures how a large share of mailers will, in response to a price increase by a sp-
cific postal operator, move volumes to competing postal operators or send less mail alto-
gether. Ifthere is no competition, the firm elasti city of demand is the same as market
elasticity of demand.

Estimations of elasticities do not normally distinguish between the two ty pes of elastici-

ties. Nevertheless, when investigatingithe drivers b
sions and effectson postal markets and users, itis important to make the distinction.

Operators care about firm elasticity of demand, whereas optimal pricing from a welfare

economics perspective depends on market elasticities?

Earlier studies have found demand elasticities to vary substantially across postal prod-
ucts. Ingeneral, elastic demand (very price-sensitive customers) is observed for B2B and
B2C direct marketing, whereas inelastic demand is observed for C2C letters and B2C
transactional mail, cf. Box 7. Consequently, we would expect to observe lower pricecost
margins for B2B/B2C direct marketing than for B2C transactional mail and C2C letters.

119 A 1 per cent price increase only reduces denand by 0.6 per cent, so revenuegoes up and costs go down (due to lower vo
ume), leading to an increase inprofit .
120 yickers (1997).
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Box 7 Demand elasticities in the postal sector

Ina paper from 2007, Robinson (2007) reviews 45 studies of postal price elasticities.

He finds that price elasticity for postal products generally ranges between 0.2 and 0.8,

and thatonly som e types of advertising mail in the United States generated price ela s
ticity greater than 1.0.

The study also reports that:

i) magazine advertising products are more price elastic than letter advertising,

ii) priority mail seems to be more price elastic than no n-priority mail, and

iii) transactional mail (bills and statements) has relatively lower elasticity of d e-

mand compared with other mail products.

The lower price elasticity for transactional mail can be explained in two ways: First,

transactional mail is an input for firms and banks whose quantities cannot be contin u-
ously adjusted like direct mail. Second, large mailers expect postal pricesto incre ase
over time, since a technological breakthrough able to reduce postal costs is notyet

foreseeable.

Nikali (2008), who has investigated price elasticity in Finland, reports that B2B and

C2C mail seemto be relatively inelastic. He explains this by the low volume of letters
actually sent by private consumers andthe subsequently low expenditure on postal

products. He finds, on the other hand, that demandfor letters in the B2C sector is

very elastic, with price elasticity around 1.4.

A morerecentstud ybyCazalsetal. (2011) finds that estimated elasticities for postal

products in the UK range from 0.5 to 0.9. Commercial (mainly transactional) mail has

the lowest price elasticity (of around 0.1 to 0.2), while social mail (C 2C letters) is e s-
timatedto have an elasticity of demand of 0.5. The highest elasticity is found for d i-
rect mail with an estimated elasticity around unity (0.9).

Source: Nikali(2008),Robinson(2007),Cazalsetal. (2011)

There has notbeen much research on demand elasticitiefor parcels in Europe. However,
estimates from the US concerning USPSO6 parcel produc
one, indicating that USPS cannotincrease the price ofits parcel products profitably due to
negative consumer response? Thisis not surprising since the parcel segmentin the US is
highly competitive.

A somewhat surprising observation might be that estimated elasticities for letter mail in
many cases arebetween zero and one This seems to contradict our theory about profit -
maximizing po stal operators who increase their prices until elasticity is greater than one.
However, there may not be any contradiction. One reason is that competition forces oper-
atorsto chargelower prices despite low market elasticities. Anotherreason is that the
estimated elasticities measure the average effectofincreasing prices, which is much low-
er than the marginal effect ofprice increases above a certain level. Whereas small price
increases will hardly have any impact on mail volumes (i.e. inelastic demand), larger price

21 1n2001,t he US Postal Regul at ory Commi ssi on ( PRC)arelptoduntsatd-2.10,cft he own price el g
PRC (2001). I n 2012, the PRC estimated the own price-elasticity for U
3516, cf.PRC (2012).
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increases willinduce more users to revise their use of mail and to substitute it with other
means of communication (i.e. elastic demand). Thus the price elasticity increases when
prices go up.

This kind of consumer response is common. In particular there is a standard theory of

O0kinked demand curvesd, which suggests that price de
demand, whereas price increases willinduce sharp declines in demand. This theory can

be helpful to understand the demand response in the postal sector, cf.Figure 74.

Figure 74 Kinked demand for postal products
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Source: CopenhagenEconomics

Consequently, the absolute level of estimated elasticitiesshould notbe interpreted as if
postal operators can profitably introduce large price hikes for all products with elasticities
lessthanorcloseto 1. Nevertheless, the estimated elasticities areseful since they indi-
cate the relative price sensitivity of different postal products.

Nextwe investigate each factor affecting the price elasticity of demand for postal prod-
ucts.

Factors affecting price elasticity ofdemand

Factors affecting the price elasticity of demand for postal products include:
A Productvalue

Technological development

Substitutability/complementarity of products

Traditions and public image of postal operators

Competition

> > > > >

Based onour assessment of price drivers and actual price developments in postal markets
across Europe, we find a strong relationship between demandside factors and actual
pricing decisions. In otherwords, the observed price differences between postal products
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and users of postal services seem to a high extent t
sensitivities, cf. Table 13.

Table 13 Responses to demand side drivers

Driver Expected finding Observation Implication
- - =
Productvalue Hllghvglue ofproduct A Transapnonal bullk mall3fl/omore Price driver.
highprice expensive thandirect mail
i Highrisk ofe - imi i - . .
Technological g 053 . leltgd price effectofe Noclearimpacton price.
development substitution A lowprice substitution
. . Stable pricerelation between prior i-
Substitutability/ Price links bet ty/ P ority lett | P .
complementarity rice links between y/non - priority letters. ncreasing Price driver
f product substitutable products price difference between prior i-
otproducts ty/non - priority parcels
C ompetition Cgmpetmon A low Entry ofcompetltllon. A lowerprices Diie@alives
price and/or smaller price increases

Source: CopenhagenEconomics

Productvalue

The value of postal products may play an i mportant r
to reduce theirdemand for postal services when prices increase. We would expect market

elasticity of demand to be lower for high value products than for low value pro ducts, be-

cause whenthe mail price is low compared to the content value, then higher prices will

not reduce the amount of mail sent out.

For example, an electricity provider will not stop sending out invoices (highervalue pro d-

uct) just because letter prices increasé the provider may send the invoice via email, but it

will still be sent. > On the contrary, most companies can reduce the amount of marketing

in response to price increases (marketing material is a lower value product). Advertising

budgetsarel i kel y to fluctuate with businessn-cycles (espe:
tialo advertising). Moreover, advertising campaign ¢c¢
is combinedwith transactional mail in a single item rather than sent separately. Thisi s

acknowledged by Robinson (2007), who explains the lower demand elasticity of transac-

tional bulk mail compared to direct mail by the fact that transactional mail is an input for

firms and banks whose quantities cannot be continuously adjusted like direct mail. The

impact of content value on price is also acknowledged by the ERGP in its consultation

documenton access to the postal network and elements of postal infrastructure. Deutsche

Post, for example, applies a different rebate scheme for direct and transactional mail

based onthe willingness to pay # Nevertheless, our interviews with large mailers in

Denmark revealedthatthereis alimitto price increases that transactional mail senders

can accept, above which they will switch to alternative means ofcommunication. For e x-

ample, when Post Danmarkin 2010 mistakenly announced that the price oftransactional

bulk mail would increase to DKK 8 (EUR 1.07),large mailers immediately began investi-

gating the potential for alternative solutions such as increased electronic invoicing.

122 Organising delivery of paper invoices itself would most likely not be a viable solution for the company, due to the lack of
economies of scale in delivery with low visit frequency and only solo visits.

128 ERGP (2012a).

124 Interview with a large Danish provider of telecommunications services, 17 September 2012.
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Looking at the price data, we observe an average price difference between bulk mail and
direct mail of 33 per centacross the EU, cf.Figure 7 5.

Figure 75 Price development 50g bulk and direct mail 2004 -11
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Direct mail (addressed advertising mail), 50g items, pre-sorted, 100.000 items, domestic, price per
item

Note: Realprices;Countries:BE,CH,DE,FI,FR,IE,IT,MT,NL,NO,PT,UK

Source: ResponsestoquestionnairefromNRAs andincumbents

The collected price data shows that the price difference between bulk mail and direct mail
has remained stable over time. Since thereis no significant costdifference related to the
distribution ofdirectand transactional bulk mail, :2sdifferent product value could help
explainthe above price difference.

Technological development (e-substitution)

Technological development,i.e. e-substitution and increased e-commerce have caused a
fall in letter volumes and an increase in parcel volumes. Thereis, thus, no doubtthat
technological development affects the demand for postal products.

However, the focal pointin this contextis not to determine the level ofletter volume d e-
cline that can be attributed to increased e-substitution (megatrend), but to determine
how changesin mail prices affect e-substitution (price effect), cf. Table14. Inother
words, the question is whether mail users will switch to electronic alternatives in case of
an increase in letter/parcel price or not.

125 E g. acknowledged by Ambrosini et al (2010).
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Table 14 Mega trends vs. price effects

Drivers of e  -substitution Mega trend Price effect
More smartphones X

Fasterbroadband X

Governmente - strategy X

Realprice ofbulk mail  increasedby 2% X

Source: CopenhagenEconomics

Asevident from the table above, most drivers of e-substitution represent mega trends and
do not have any price effects. For example, more smartphones and faster broadband e-
duce the use oftraditional postal services independently ofthe price of postal services.
The same is true of governmental strategies to transfer communication with citizens to
online alternatives, although the incentive to pursue such strategies is affectled by the
price level for postal services. Inthese cases, anincreasein the dce of postal services by
10 per cent (corresponding to 0.05 Euro for a single piece letter, on average), for example,
will not be decisive for mailers choosing between postal services and electronic alterma-
tives. l.e., the question will not be whether the mailer can save 0.5 Euro or 0.45 Euro by
using electronic means of communication.

If a price increase for mail products will trigger additional e -substitution, we would expect
lower price-cost margins in market segments where e-substitution constitutes aviable
alternative. Ifa price increase will not trigger additional e -substitution (i.e. the decision to
e-substitute is independent ofthe price of mail products), then e -substitution will not
affect postal operatorsd pricing decisions.

For example, consider the case of C2C letters where many mailers have access to-mail
and SMS. When considering switching from a paid productto something that is free of
charge, it will most likely not make much difference whetherthe consumer saves EUR
0.50 or EUR 0.45 by sending an email. In other words, a 10 percent price increase will
have very little effect on the choice between sending a letteror an email. Instead other
factors will be decisive for this choice, such as the situation and the content of the mes-
sage. Moreover, individual consumers who already have moved a large share oftheir
communication online may be less sensitive to letter price increases since the amountof
letters they send is already very smalli?® The latter effectis supported by the findings in
Finland, where Nikali (2008) explains the inelastic demand for C2C letters by the low
amount of letters actually sent by private consumers and the subsequently low expend-
ture on postal products. This indicates e-substitution is unlikely to generate higher elas-
ticity ofdemand and thus lower prices. Instead, e-substitution could in fact imply that
lower elasticity of demand and higher prices, because the consumers that continue to
send letters are consumers without alternatives. For example, a recentstudy conducted by

126 Tg investigate whether e-substitution has had an impact on letter prices or not, we correlated price increases of single piece
and bulk mail with rates of broadband penetration in countries across Europe. The results showed no clear relation-
ship between the two parameters. This further highlights the lack of a clear relationship between e-substitution and
letter price developments.
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Consumer Focus shows that so called 6l ow web usersé
class mail products regardless ofthe price than online respondents. Hence, low web users
are less price sensitive®

In contrast to letters, parcel products are only to a limited extent affected by e-
substitution. This is due to the fact that the contentin a parcel in most cases cannot be
substituted by electronic content. However, there are a few occasions where this cann-
deed be done. Ebooksand streaming or downloading music and videos can,butonly to a
limited extent, effectively substitute physical books, CDs and DV Ds. Against this bad-
ground, changes in parcel prices would seem to have a very limited effecton e-
substitution.

Substitutability/comple mentarity of mail products

When mailers can readily substitute between mail products '**, demand can easily drop. In
this way, high substitutability increases the elasticity of demand. For example, for a per-
sonwho does not care whether her leterarrives in one or in three days, D+1 and D+3
products may constitute perfect substitutes for one another. As a consequence, the elast-
ity ofdemand with respectto these products will be very high. Ifa sufficiently large nu m-
ber of mailers consider D+1 and D+3 products as substitutes, this will create a price link
between these products. In practice, this means that the price difference between two
substitutes should neitherbe too large nor to small, otherwise substitution will occur. If
the price difference is too large, mailers would stop using D+1 service. Ifhe price differ-
ence istoo small, mailers would stop using D+3 services. Price links (e.g. between D+1
and D+3 services) canthus be used by postal operators to create incentives for consumers
to switch between products to induce more efficient provision of postal services. In gen-
eral, to exploit differences in willingness to pay, price differences between products
should be greaterthan the corresponding cost differences.

When looking at the price of20g priority and non -priority letter delivery we can observe
such a price link: the price development of priority and non -priority products follow each
other closely over time, cf. Figure 76.

27 Consumer Focus (2012).
2syubstitutability in this section refers to mailersd ability to substitute
substitution is not taken into account but is instead examined in the section on technological development.
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Figure 76 Price development of 20 g letter, 2004 -2011
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The developmentis different for 1 kg parcels wherethe price of priority parcelsincreased
in 2009 while the price for non -priority parcels remained unchanged, cf. Figure 77. This
may indicate that consumers sending priority parcels do not consider non -priority parcels
a relevant substitute (maybe because those mailers who can send no¥priority parcels
already do so).Ilt may also be aresult ofincreased ecommerce and a growing demand for
fast delivery of products bought online.

140



Pricing behaviour of Copenhagen
postal operators Economics

Figure 77 Price development of 1 kg parcel, 2004 -2011
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As for complementarity of postal products, mailers who use several mail products togeth-
er (e.g. addressed and unaddressed direct mail or printing, franking, enveloping and de-
livery services) should be relatively insensitive to price increases on individual mail pro d-
ucts. Thisis because a priceincrease for one productis diluted by the prices paid for the
other products in the bundle. What mailers care about is the price ofthe total bundle of
products. In this way, bundling can be used by multi-product firms to create price di s-
crimination which may hurt competition if equally efficient rivals cannot match the bu n-
dled offer, for example because they only offer one ofthe bundled products. Moreover,
competition may also be hurtif customers are tied to a single service provider due to a
bundled service contract. However, complementarity may also give rise to synergies, indi-
cating that favourable package deals also to some extent reflect cost efficiencies of prod-
ing the bundle, cf. Box 8.

Although we do not have price data for individual versus bundled services, ourinterviews
with postal operators indicate that bundling of services isa common practice among
postal operators, for examplein terms of volume discounts granted on the entire volume
of postal items (irrespective ofthe type) or discounts granted to customers who order
severaltypes of services from a vertically integrated operator.
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Box 8 Bundling of po stal services in Sweden

In Sweden ,the USP Posten AB offers a specific discount when mailers of unsorted

batches of bulk mail at the same time purchase the hybrid mail solution eBREV (i n-

cluding printing and delivery of hybrid mail). The price list for the hybrid mail solution

statesthatt 0 The integration discount is granted sin
Str alfors [a subsidiary of the USP] creates specific savings in the physical handling of

mail compared with the situation in which the customer only purchases physical deli V-

eryfromPos t en. 0O

Source: PostenAB (2012)

Competition

Full market opening has enabled competition and caused the entry of new postal opera-
tors. The level of actual competition differs substantially among countries and market
segments. Whereas endto-end competition in the domestic and cross-border market
segments for addressed mail still remains limited, competition in the parcels segment
(especially for businessusers) has increased substantially in the last years.

Competition increases firm elasticity of dem and by providing mailers with alternatives to
the USP. Ifmailers consider the competitors as relevant substitutes, competition puts a
natural ceiling on prices applied by the incumbent for products subject to competition.
However, the extent and magnitude of price pressure depend on the geographical cove-
age of, and cost advantage enjoyed by, new operators as well as the regulationin place
restricting the USPs6 price setting.

For example, interviews with large mailers in Denmark show that business mailers were

able to reduce their mailing costs substantially when City mail entered the market in 2007

(the prices offered by Citymail were up to 50 per cent lowerthan those offered by the

USP). However, cost reductions were not caused by the USP lowering its prices. Instead

the cost savings were caused by low prices from the competitor, Bring City mail. Citymail

had to offer | ower prices to be aodrliceoffering compete with
(e.g. nationwide geographical coverage and sixday delivery) and VAT exemption. As

Citymail left the marketin 2010, mailing costs increased again.

Today, there still exists competition in some market segments in Denmark (unaddressed,

direct mail, magazines and some addressed mail). This makes mailers less dependenton

the services provided by the USP. Howev er, price competition still seems to be limited, at

least for some user groups where the USP does not offer individually negotiated grices

and competitors can thus compete by setting their prices only slightly below those ofthe

USP. Interviews with large mailers in Denmark witness about price negotiations where

prices are not discussed in terms of monetary amounts butin terms of discounts off the

USP6s | ist price. This indicates that price competit
situation with individually negotiated prices, because competitors to the USP can set pric-

es just below the observablelist prices. This gives mailers lessoom for playing off postal
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operators against each other. Price differentiation by way ofindividually negotiated prices
may increase competition between postal operators to the benefit of mailers® This is
because incentives to reduceprices to attract one additional customer, when prices do not
have to be reduced for all customers. Nevertheless, mailers believe that the existence of
competition has limited the price increases introduced by the USP. In other words, if Post
Danmark had not experienced competitive pressure from otheroperators, list prices
would mostlikely have been higherthanthey are today.

We have assessed the competitive pressure on USPs by decomposing the causes of v
nue declines experienced by three USPs sulgct to competition. For incumbents in Ge r-
many and Sweden (countries with relatively well -developed competition in the mail ma r-
ket), competition is responsible for around 15-18 per cent ofthe revenue losses expér
encedin2010-2011, cf.Figure 78. This implies that mailers see these competitors as rek-
vant substitutes to the USP, which the USP has to take into accountin its pricing deci-
sions. Inthe Netherlands, PostNL increased its market share from 2010to 2011, meaning
that the entire revenue loss experienced was due to the declining market size, notloss of
market share to competitors. However, this does not mean that competition is less in-
tense inthe Netherlands. Alternative operators still hold approximately 16% ofthe ma r-
ket.

129 gee for example Gheig and Stenbacka (2005).
130 1n 2011, the market share of competitors was 16% in the Netherlands, 13.4%in Germany and 12.3% in Sweden.
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Figure 78 Cause of declining revenue in DE, SE and NL

Deutsche Post (2009-2010) PostNord (2010-2011)

82,6% / 84,4%

® Competition Decline in mkt size m Competition Decline in mkt size

PostNL (2010-2011)

100%

m Competition Decline In mkt size

Note: Loss due to competition calculated as loss inmarketshare*revenueyear2.Lossdue todeclinein
marketsize calculated as decrease intotal mktsize*marketshare year1.

Source: CopenhagenEconomics,basedonannualreports ofDeutsche P ost,P ostNL and P ostNordand P TS
(2012)

New postal operators often do not copy the business modelofthe USP, but try to compete
on other parameters. For example, itis common to adopt low-costbusiness models with
delivery less than five days per week, delivery in urban areas only, hiring of low-skilled
workers (e.g. students), and more flexible working arrangements. These features reduce
the cost ofdelivering mail and allow the challengers to compete with the scale economies
enjoyed by the established USPs. For instance, delivery less than five days per week allows
a higher concentration of mail vol umes on delivery days, and hence alower number of
expensive solovisits:** Similarly, delivery by moped or bicycle in urban areas reduces the
marginal costin comparison with the USP, which often uses a mix ofcars, mopeds and
bicycles to deliver both in urban and in rural areas. Together with lower fixed costs, this
implies that the new operators may be able to offer lower prices.

One country where competitors have entered the marketfor addressed mail is Sweden. In
the first years after FMO and the entry of Bring City mail, the price oflarge consignments
of pre-sorted non-priority mail applied by the USP increased by on average 11 per cent

131 A solo visit occurs when the mailman visits a household to deliver just one item. Hence, the marginal cost of delivering one
item on a solo visit (instead of jointly with other items at a joint visit) isvery high, cf. the section on volume deve I-
opments as a supply side driver. An increasing number of mail items per day means that the share of solo visits -
creases.
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whereas the price oflarge consignments of pre-sorted priority mail increased by 25 per
cent. Atthe sametime,theUSP6s price in areas where B+ring Citymai
politan areas) decreased by 6 per cent, cfFigure 79.

Figure 79 Price deve lopment, domestic bulk mail 1994 -2001, SE
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Inorderto be able to compete with the established USPs, new postal operators adopt
alternative strategies in terms ofinnovative products or production processes. Three ex-
amples are provided by Italy, the Netherlands and Poland. In Italy, TNT Post entered the
market by providing date and time definite services in response to the low certainty ofthe
services provided by the USP. In the Netherlands, Sandd competes with PostNL based on
a new kind of logistics where sorting and delivery are organisedin a way that allows the
operator to eliminate sorting centres. In Poland, InPostcircumvented the reserved area
by adding a small metal plate to envelopes to exceed the 50g limit:*? Despite of this extra
effort, InPost has been able to successfully compete with tie Polish USP.In response,
Poczta Polska introduced a service targeting specifically the areas where InPost is present.
These examplesndicate that the level of efficiency improvements achieved by competi-
tion can be substantial and that competition also takes place on otherfactors than price.

An earlier study on pricing practice in the postal industry indicates that exposure to co m-
petition from new postal operators is a decisive factor for many European postal incu m-
bentsd pricinBgx9%trategies, cf.

132 1tems below 50g are still reserved for the incumbent.
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Box 9 Pricing strategies and competition

Kl eindorfer and Szirmay (2009) investigatetd Eu

egies inthree stages. First, the authors compiled an overview of trends with respect o
the role of pricing in a liberalised environment. Second, the authors conducted inte
views with certain postal operators on currentand planned pricing practices. Third, th
authors compared the results betweenpostal operators and drew conclusions about
the differences in pricing strategies between Eastern and Western European postal o
erators and causes of the differences.

The authors concluded that competition was the dr iving factor behindthe observed

r-

p-

diff er ences between Eastern and Western Eureepean

gies. On the one hand, operators not exposedto competition often consider pricing as
a pre -defined regulatory factor and almost never use any
customer oriented pricing. On the otherhand, operators exposed to competition apply
pricing strategies driven by customer oriented valuation in light of internal costs and
competitive actions.

For example, interviews revealedt hat operators exposed to competition make much
more use of marketanalysis (e.g. collection and evaluation of customer data, tracking
and follow -up on sales, price, and profit data, application of innovative statistics such
as conjointanalysisto identify consumer demand) than operators not exposedto
competition. The interviews also revealedthat the use of price modelsis very low in
countries without competition, whereas in countries with competitionthey are used to
identify sales potentials, to evalua te pricingdecisions andto forecast competitor rea
tions.

Discounts were found to be strictly performance based in all countries. However, in
countries with competition, incumbent postal operators perceived that discounts were
capped by regulation, which was seenas a disadvantage compared to new entrants
after full market opening. Similar comments also applied to restrictions on the stru

ture of access pricing, which operators believed would be a fundamental determinant

of entrant strategies and market s hares after full market opening.

measures of strategic or

Cc-

Source: Kleindorferand Szirmay (2009)

The inverse elasticity rule prescribes lower prices for mailers who can switch between
operators, but high prices for captive users withoutalternatives to the USP. Since FMO
has mainly led to entry in business mail marketsegments, competition has mainly had an

mpact on pricing strategies towards

arge

would expect firm specific elasticity to be high for business mailers compared to individ u-
al mailers, and therefore that business mailers would pay lower prices than individual
mailers.

This hypothesis is supported by our earlier observations showing thatindividual mailers
face significantly higher prices than business mailers. For example, sending one 2Ggram
letterisonaverage 31 percent more expensive for an individual consumer compared with

a business mailer where the letter is part ofa bulk consignment of 10,000 items. This

difference is unlikely to reflect cost savings obtained from handling 10,000 letters instead
of one letter. The reason for this is that the only cost difference between single piece and
bulk letters occurs in administrative overheads and in the sorting phase, which merely

ma i

| er s
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represents around 15 per cent® ofthe cost of mail delivery. Furthermore, the factthat
larger volume discounts are applied in countries with actual competition and/or existence
of mail consolidators, cf. Chapter 3, indicates that postal operators do take competition
into account when setting their prices.

Whereas the level of endto-end competition in the letter mail market has remained low,
competition in the parcel market is well developed. This is one the one hand due to the
fact that parcel services never have been covered by areserved area. On the other hand,
competition inthe parcel segment has also been promoted by the rapid increase in parcel
volumesin recentyear3134, due to increased ecommerce (primarily B2C) and low substi-

tutability wit h electronic solutions. 135

In 2008, seven multi -national firms, including the former German and Dutch postalm o-
nopolies, held 66 per cent of the European domestic and crossborder markets for couri-
er, express, and parcel (CEP). In comparison, other nationa postal operators held 4% of
the market, and other national delivery firms 30 per cent. 13 However, levels of compei-
tion differ across Member States and across product segments. Competition seems to be
more pronounced in Western Europe 137thanin Southern and Eastern Europe138and
more for bulk parcels than for single piece parcels. This might be explained to some ex-
tent by the high share of parcel turnover generated in Western Europe,lsgthe fact that
several Western incumbents such as Deutsche Post have evolverhto multi -national play-
ers, and the fact that Scandinavian incumbents such as Postnord, Norway Post and Itella
have expanded their parcel and logistics operations to neighbouring countries. Western
Europe has also attracted operators like FedEx* and UPSand smaller, niched operators.
In contrast, many Southern and Eastern European incumbents are still primarily active
ontheir domestic markets.

Against this background, we would expect parcel prices to decline, or at least grow less
rapidly, inthe Weste rn parts of Europe compared with the Southern and Eastern parts.
The data confirms this. Between 2001 and 2011, real prices for bulk parcels* increased by
7 per centin Western Europe, whereas prices in Eastern and Southern Europeincreased
by 57 per cent}*?This trend was less pronounced for single piece parcels. Between 2001
and 2011, pricesincreased by 21 per centin Western Europe (threetimes more than bulk

133 NERA (2004),p. 72.

134From 1998-2008 the EU27 parcel market had an annual increase of 6,1% in contrast to a corresponding increase in the mail
market of 0,4%. Source: ITA Consult & WIK (2009).

SRAND Europe (2010).

13ET] (2011).

137For example inthe UK, Netherlands, Finland, Norway and Belgium.

18For example Spain, Slovenia, Romania, Portugal, Malta, Lithuania and Estonia.

1%ET| (2011) In 2011, Austria, Belgium , Denmark, Finland , France, Germany, Ireland, Luxembourg, Netherlands, Norway,
Sweden and the UK accounted for 81% of EUO6s total CEP

140 FedEx has a small presence in Europe with 3% of market share compared with United Parcel, which would be enjoying
around 16% market share in Europepost-TNT acquisition. Source: Zacks Equity Research (2012)

14110.000 pieces, 1 kg

142Copenhagen Economics, information from incumbent and NRA questionnaires.
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parcels) whereas they increased by 35 per centin Southern and Eastern Europel.43These

figuresreflect the fact that the small customers either have no alternative to the USP, lack
relevant information about possible alternatives, or cannot enjoy quantity discounts that
are often being offered to large volume customers.

Price strategiesin response todemand -sidedrivers

Postal operators use discounts to give customers incentive to buy more. In practice this
means different dicounts to costumers with different price sensitivity. This means that
prices will not fully reflect differences in underlying costs. If postal operators can distin-
guish between customers with low and high elasticity of demand, granting all customers
the same discounts will not be a profit maximizing strategy. Instead, postal operators will
have anincentive to offer customers different prices, although the underlying costs are
similar. We refer to this as demand-driven or non-cost-oriented pricing .

The incentive to apply nhon-cost-oriented pricing is largest in industries characterized by
high fixed costs but low marginal costs, such as the postal sector. In these industries,
firms have to set prices above marginal costs to recoverthe fixed costs incurred. Cons-
quently, it makes sense to differentiate prices according to elasticities ofdemand, mean-
ing that customers who have substitutes available (competing postal operators, substitu t-
able postal products, or electronic alternatives) will pay prices closer to marginal costs
whereas captive customers without sufficiently close alternatives will pay higher prices, cf.
Figure 80.

143Copenhagen Economics. Western Europe includes Belgium, Denmark, Finland, France, Germany, Irelard, Lux embourg,
Netherlands, Norway, Sweden, Switzerland, and the UK. Eastern and South Europe includes Cyprus, Czech Republic,
Greece, Hungary, Italy, Latvia, Poland, Romania, Slovakia, Slovenia, Spain, Portugal, Malta, Lithuania and Estonia
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Figure 80 Non -cost based pricing
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Since non-cost based pricing allows the firm to efficiently recoverits fixed costs, it pr o-
videsincentives to make investments. Moreover, compared to a situation where the ope-
ator must set a uniform (cost-oriented) price for two products (P v in the figure above),
customers with low willingness to pay are able to acquire a productwhich they would not
have been able to afford otherwise. However, there is also arisk that postal operators
recover more than their fixed costsand thereby generateunreasonably high profits. A
detailed description of positive and negative effects of non-cost-oriented pricing is pr o-
vided in the next section.

Examples of pricing behaviour driven by differing elasticities ofdemand are:

A

>

> > > >

Non-cost-oriented price relativ ities between transactional bulk mail (high value
product) and addressed direct mail (low value product)

Non-cost-oriented price relativities between single piece and bulk mail (1 vs.
10,000items)

Non-cost-oriented discounts granted to customers buying an integrated service
offerings, i.e. printing, franking and delivery

Higher prices targeted at captive users

Lower prices targeted at consumers who can switch between operators
Non-cost-oriented zonal pricing

Non-transparent pricing

Nextwe assess the effcts on total welfare of the identified pricing strategies. The more
detailed effects on postal markets and users are examinedin Chapter 8.

Copenhagen

Economics
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5.9 Assessment of welfare effects

Postal operators can choose different ways to cope with falling mail volumes and in-
creased competition. On the one hand, postal operators maychoose notto actor they may
chooseto cut costs internally. On the other hand, postal operators may choose toincrease
or decrease the costorientation ofthe prices applied, e.g. apply volumediscounts or oth-
er price incentives to stimulate demand. We observethat postal operators use a mix of
these strategies. We also observe that demand seems to be the main driver of pricing deie
sions. The effects of these strategies on total welfare are noalways clear.

If prices reflect the marginal costs of provision (i.e. cost-oriented pricing), the outcome
will be efficient from the perspective from society as a whole. The reason for this is that
price differences aligned to differences in marginal costs will allow users of postal services
to make efficient decisions about what postal services to buy and in what quantities.
However, since postal operators haveto covertheir total costs, pricing all products at
marginal costis not a viable alternative. The question thus becomes how to ensure prices
above marginal costs thatdistort the use of postal services as little as possible.

From an economic point of view, the welfare effects of non-cost-oriented pricing have
been examined in several earlier studies. In a paper from 2005, Simon Bishop states that
the welfare implications of non -cost-oriented pricing are ambiguous, both froma co n-
sumer welfare perspective and from a total welfare perspective. The ability to set prices
based on elasticities of demandis likely to improve consumerwelfare in cases where this
(relative to uniform prices) leads to anincrease in total sales and a wider selection of
products for users. This view is also supported by economists like Schmalensee (1981) and
Varian (1985). Consequently, prohibiting firms from setting non -cost-oriented prices may
not benefit usersifit creates afall in total output and reduced choice of products and
services for mailers. This might happen, for example, if prices rise above the thresholds
someconsumers are willing to pay, who therefore stop buying the product in question.

From a legal point of view, article 102 ofthe TFEU deals with the welfare effects of non-
cost-oriented pricing strategies used by dominant firms. * Historically, the European
Courts and the Commission have applied aratherrestrictive per seapproach, requiring
prices to be strictly linked to underlying cost differences. However, the EC Guidance Pa-
per from 2009 indicates that an effects-based approach should be applied, wherethe
actual anti-competitive effects should be examined on a case by case basi¥ We return to
this in Chapter 6.

An example of non-cost-oriented pricing is the provision of bulk mail at prices 30 -35 per
centlower than single piece mail. Taking into account that the only cost difference b e-
tween single piece and bulk letters occurs in thecollection and sorting phase (represent-
ing at mostaround 25%"¢ ofthe cost of mail delivery), requiring strictly cost -oriented
prices might imply anincrease in bulk mail prices. Such a price increase may, in turn,

144 similarly article 101 of the TFEU deals with cartels and their anti-competitive effects.

14%5However, accordingto the caselaw of the CJEU, effects as such do not have to be proven. So even in cases where itis likely
that anti -competitive effects may arise this may be covered by Article 102(c) TFEU.

146 NERA (2004). Costs for sorting have likely decreased since 2004 due to more mechanical and thus more cost efficient sot-

ing
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imply that some customers that currently buy bulk mail would stop buying the product
since itnow is too expensive. Similarly, reducing the price difference between direct mail
and transactional bulk mail may im ply that some mailers who used to buy direct mail
switch to other means of communication (provided that the increased cost-orientation
resultsin a higher price for directmail and not a lower price for transactional bulk mail).

Positive welfare effects ~ ofnon -cost -oriented pricing

Introducing non -cost-oriented prices may enhance welfarein at least three waysFirst , it
may allow the firm to efficiently recover its fixed costs and thus it may protectits ex ante
incentives to make investments and bring new services to the market. Second, customers
with a low willingness to pay might be able to acquire a product or service thatthey may
not necessarily afford under a cost-oriented price. Third , ifnon-cost-oriented pricing
increases total demand in the market, this can lead to increased economies of scale and
lower prices for all usersinthe long run. This logic can be shown in a simple numerical
example,cf.Box 10.
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Box 10 Welfare enhancing non -cost -oriented pricing

Consider a postal market with two groups of customers, group H with a high willin g-

ness to pay and group L with a low willingnessto pay. A profit maximizing postal o p-

erator will try to maximize profits according to consumer response.

P
10 (H)
Uniform No n-cost
price based price
5(UL) F----- ! Price 10 5and 10
pPS=7 : DWL=2 Users served H only Land H
3 F-—---- il bbbtk bl Producersurplus 7 9
: Consumersurmplus 0 0
: Total welfare 7 9

Assuming that the total market sizeis 2 units, high willingness to pay (H) is 10 and
low willingness to pay (L) is 5, and marginal costis constantat 3, we are presented
with the following situation:

Atuniform prices, selling to both customer groupsrequires a price of P L (5)andge n-
eratesaprofitof (5 - 3)*2= 4. Selling only to customers with high willingn essto
pay allows for a higher uniform price of P 1 (10), whichgenerates a profit of (10 -3)*
1=7.

Consequently, with uniform prices, a profit maximizing postal operator will charge the

higher price and only serve customers with a high willingness to pay. Ifthe postalo  p-
erator is allowed to charge the two customergroups non -cost - oriented prices, itcan
charge each group its maximum willingness to pay (or atleast prices closer to these

levels), which generates a profit of (5 - 3)*1forthelowerpa  yinggroup,and (10 7
3) * 1 for the higher paying group, adding up to a total surplus of 9.

This example shows that non -cost -oriented pricing can improve both profits and total

welfare simultaneously. However, itis based on the assumptionthat the producercan

separate consumerso6 willingness to pay, and ch
case the entire surplus goesto the producer. If the firmis limited to making zero pro f-

its (Ramsey pricing)total surplus is distributed between consumersand producers.

Source: CopenhagenEconomics

Non-cost-oriented pricing can also be pro-competitive by providing incentives for the
supply of complementary services and by inducing operators to lower prices. The motiva-
tion is that the ability to unlink price from cost provides firms with a set of strategic pri c-
ing options which helps them fine -tune prices according to buyer characteristics. Another
argumentis that non -cost-orientation makes it cheaperto engage in price wars because
firms can do so without lowering the price for all customers. When all sellers apply non -
cost-oriented pricing, the over all intensity of competition can be increased. Inconse-
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quence, all operators inthe industry are hurtby lower margins, whereas the users benefit.
In this case, non-cost-oriented pricing can be considered to be inthe interest of users:

In conclusion, when evaluating positive effects on total welfare of non-cost-oriented pri c-
ing, the focus should be on whether it creates:

A wider selection of products for users
Better products or offerings for users
Increased total demand

Greater total surplus

=a =4 -4 =4

If welfare can be enhanced by noncost-oriented pricing, the question becomes whether
the benefits accrue to producers or users. From an economic point of view, a scenario
where the producer retains the entire surplus from non -cost-oriented pricing is effi cient.
However, itmay not be regarded as fair, in which case a welfare maximizing pricing strat-
egy distributes the surplus between producers and users, with the producer still being
allowed to recoupfixed costs but not realise unreasonably high profits.

With welfare maximizing pricing (Ramsey pricing), price -cost margins are setinversely to
usersd demand el asti ci t i maximisiighpeices“almmactices, t
this means high price for services with low price sensitivity (low elastic ity ofdemand) and
low prices for services with high price sensitivity (high elasticity of demand). Ramsey
Pricing is thus very similar to the price structure chosen by a profit maximising postal
operator. However, whereas Ramsey pricing only implies costrecovery, a profit maximi s-
ing operator has incentive to increase prices further to generate profit, cf. Box 11

147 See e.g. OFT (2006).This hasalso been investigated by Gherigand Stenbacka (2005) who showwhy non-cost-based pricing
tends to intensify competition in oligopoly markets.
148 See e.g. Jamison et al (2008).
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Box 11 Relation between Ramsey prices and prices chosen by
profit maximising operator

The purpose of Ramsey pricingis to find the prices that maximise consumer welfare
(i.e. the difference between the value of the services and the prices paid forthe se r-
vices ), while allowing the operator to break even.

Ramsey pricing meansthat price -costmarginsare inversely relatedto the elasticities
of demand

"QCOEE B @1 "R 1 & O dba Oi EOHD GNEN | £ QO 0o
"QUUEE B @1 "B 1 £ Qp ada Oi oE'ODWD GREN | £ QB o

0i
0 i

Mathematically this canalso be expressedas:

This implies that some products (accordingto a fully allocated costs perspective) may
be providedat a deficit, whereas others may be provided at a high profit. From a we

fare economics point of view, high profitsin some market segments are not proble m-

atic as long as overall profitlevels are not excessive.

Since postal operators do not set price -cost margins proportional to costs, applying
cost-oriented pricesbased on Equi  -proportional Mark -Up on direct andindirect costs
(as prescribedinth e Postal Directive  **°) will not maximise social welfare.

A profit maximising operator would also setits prices so that price -costmargins are
inversely relatedto elasticities of demand, but the resulting priceswould generally be
above the Ramsey prices. Mathematically the profit maximising prices canbe e X-
pressed as . .
v 06 v 00
T T °

Hence the key difference liesin the price level.

Another differenceis that Ramsey prices are defined from market demand, whereas
an operator considers its own firmdemand. Firm demand is much more elastic (impl
ing lower prices) where customers substitute between competitorsin the market. 150

Source: Train(1997)

In other words, the implication ofthe zero profits condition in Ramsey pricing is that
some ofthe surplus from profit maximization is shifted from producers to users, cf. Table

15. This enhances consumer welfare relative to producers.

149 See recital 29 to Directive 97/67/EC.
%0 The distinction between firm elasticity of demand and market elasticity of demand is described in chapter 5.
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Table 15 Welfare maximizing vs. profit maximizing pricing

Welfare maximization

o Profit maximization
(Ramsey pricing)

Non-costbasedpricing Yes Yes
Higherprice forcaptiveusers Yes Yes
Lower price forprice - sensitive users Yes Yes
P ositive profits No Yes

Source: CopenhagenEconomics

Consequently, requiring strict cost -orientation of prices is in line neither with profitma  x-
imizing nor welfare maximizing pricing, since both types of pricing require price -cost
margin to be setaccording to elasticities. Therefore, prices will not only reflectunderlying
costs, but will also reflect demand characteristics.

Negative welfare effects ofnon -cost -ori ented pricing strategies
There are four circumstances where non-cost-oriented pricing can reduce total welfare.
The four circumstances are:

If creating unreasonably high profits (exploitation)

If discouraging postal operators from improving efficiency

If creating affordability problems for users

If used to target customers of competing operators as part of an anti-competitive
strategy (anti-competitive foreclosure)

=a =4 -4 =4

Unreasonably high profits
The general motivation to avoid unreasonable (excessive) profitsis to prevent the exploi-

tation of consumers. Ifprices are setat alevel thatis too high, this will reduce demand to
a levelthat does notprovide for efficient consumption of postal services. Forexample, too
high stamp prices meanthattoo few letters are sent. This may resultin an inefficient use
of postal services and excessive profits generated by the operator.

However, the concern about unreasonable high profits is only relevant for non -
contestable segments, as any unreasonably high profits woull be competed away in can-
testable marketsegments. Thus, as postal market segments getincreasingly exposed to
competition, the risk of firms making unreasonably high profits declines. ' The present
trend of falling mail volumes also reduces this risk of e xcessive profits, as in this context
there are fewer profits to be made.

151 The concern about unreasonable high profits may still be relevant, because competition is not presentin all markets. As a
result, prices and profits may increase for market segments such as single piece products for individuals and small
enterprises where competition is less likely to develop.
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Discouraging efficiency improvements

The ability to increase prices far above costs allowed by noncost-oriented pricing might
discourage postal operators fromimproving efficiency to gain a higher profit. Low eff i-
ciency may be a problem in markets where a dominant operator does not face suffcient
competitive pressureto encourage efficient provision of services. Therefore, efficiency
incentives depend on the level of competition in the market. Private ownership also pr o-
vides further incentives to improve efficiency to generate high sharehold er value. Moreo-
ver, ifthe same networkis used for the provision of products subjectto competition and
products not subject to competition, this leaves less room for inefficiency.

Affordability problems

The motivation to ensure affordability is to guar antee reasonable prices for all consumers.

This motivation is thus to some extent independentofthe level of competition inthe

regul at ed mar ket, as a requirement of Aaffordableodo pri
some products at prices below cost. Afbrdability is often the motivation behind regul a-

tion of end -user tariffs in markets where there is no competition and where consumption

of the regulated product or service makes up a signi
expenditures. However, as traditional letter mail loses its relative importance as a means

of communication and the share of household expenditure spenton postal services ce-

creases, affordability also loses its importance as a motivation for the regulation of postal

tariffs. In2005,th e average European household spent a yearly
services, corresponding to 0.11 per cent of household expenditures? In comparison, 2

per centofhousehold expenditure was spent on telecommunication.

Anti -competitive strategies

The general motivation to avoid anti -competitive strategies stems from a fear that non-
cost-oriented pricing will be used to foreclose competition in contestable market se g-
ments and lead to higher prices and/orlower quality for consumers in the long run. These
pricing behaviours, such aspredatory pricing , conditional rebates, margin squeeze and
anti-competitive bundling aretriggered by long-term strategies to exclude efficient com-
petition. However, the concept of anti -competitive pricing goes furtherthan ju st explicit
price setting. Forexample, non-transparent conditions for discounts can also be consd-
ered anti-competitive ifthey increase switching costs for consumers and make it difficult
for equally efficient operators to compete. We describe these aspets in chapter6.

Thus, when evaluating the welfare effects of non-cost based pricing, welfare increasing
and welfare reducing effects must be weighed against each other, cfFigure 81.

152 Eyrostat (2005), Household Budget Survey.
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Figure 81 Impactonnon -cost -oriented pricing on total welfare

Indicators of Indicators of
increasing decreasing
welfare welfare

Increasing Excessive profits

volumes

Affordability
concerns

Better access to

products/services

Inefficiencies

Improved

o Anti -competitive
efficiency P

foreclosure

Source: CopenhagenEconomics

To minimize the risk of welfare reducing
behaviour, regulation is usually put in place. On the one hand, sector-specific regulation
often has the following objectives: to ensure affordable prices for end-consumers, to en-
sure cost-oriented pricing to prevent foreclosure on competitors, to guarantee equal ac-
cessto infrastructure, to promote efficient competition, and to sustain the efficient prov i-
sion of universal services. On the other hand,general competitio nlaw aims at preventing
anti-competitive pricing behaviour and exploitation of consumers. In the next section, we
show how regulatory frameworks affect the pricing decisions made by postal operators.

5.10 Regulatory framework

The pricing decisionsofpostalo per at or sé are affected by
Competition law

Price regulation

Access regulation

Costallocation requirements

VAT regulation

USO scope

=A =4 =4 -4 A -9
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We find

t hat

regul atory
sions.In other words, the constraints provided by the regulatory frameworks putin place

framewor k

has

to preventnegative welfare effectsdo seem to restrict postal operators from pursuing
their preferred pricing behaviour, cf. Table 16.

a
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Table 16 Responses to regulatory drivers

Driver

Expected finding

Observation

Implication

C ompetition law

Priceregulation

Accessregulation

Transparency and
costallocation
requirements

C ompetitionlawpr e-
vents postal operators
from excessiveorbelow
costpricing

Pricecaps A lowprices

Favourable access
conditions A lessE2E
competition A higher
price

Toolowtransparency A

high price
Toohightransparency
A high price
VATexemption A
inefficientincourcing +

Several competition cases concer
ing price - based exploitative or
exclusionary abuse. Riskthatnot
allabuses are detected.

P ostal operators often us e the full
room for price increases provided
by the cap

Access prices determine whattype
of competitionthatemerges

Differentdegrees oftransparency
acrosscountries

V AT exemption provides USPs with

E ffective enforcement of
competitionlawi m-
portant

Drivermostlikely dec
sive forpricing

Drivermostlikely dec
sive forpricing

Ambigousimpacton
prices

Drivermo stlikely dec
siveforpricing

V ATregulation reduced price compet i competitive advantage overco m-
. ; . petitors
tion A highprice
USO scope No clearrelationship No clearrelationship Noclearrelationship
Source: CopenhagenEconomics
Competition law
When faced with competition, a firmds

low on segments facing competition or adopt rebate schemes excluding rivals. Inthe

longer run, such strategies could squeeze out efficient competitors fromthe market, leav-

ing room for price increases to the detriment of consumers.

To prevent these kinds ofanti -competitive pricing strategies, general competition law
prevents dominant firms from engaging different abusive strategies such aspredatory

pricing, margin squeeze, conditional rebates etc. In this way, competition law may restrict

the pricing behaviourofincumbent postal operators, which often hold dominant pos i-
tionsin c ertain product markets. The role of competition law and the cases concerning
price-based abuses are further analysedin Chapter 6.

Price regulation

Universal service providers are subject to five types of sectorspecific obligationsinr e-
spectofpricing: Cost-orientation, price uniformity, affordability, transparency and
non-discrimination.

According to Directive 2008/6/EC, a USP must apply cost-oriented prices. As the princi-

ple of cost-orientation takes neither competition, nor substitution with other means of
communication (i.e. demand side factors), into account, cost-oriented prices do not al-

way s

correspond

t o

fimar ket or

entedo pr

natur al
shares through different strategies. For example, an incumbent may choose to price very

ces.

mpact

react
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As we will show in Chapter 7, there may be circumstances where operators and regulators
do nothave acommon understanding of what cost-orientation means in practice. The
responses from NRAs to our questionnaire showed that at least 18 NRAs lack a clear def
nitio n of cost-orientation. Moreover, NRAs measure cost-orientation at different levels of
aggregation. If postal operators are uncertain about regulatory requirements, compliance
costsincrease and price setting may become difficult. To solve this problem, clearand
consistentrules about costorientation have to be established.

In addition to cost -orientation, Directive 2008/6/EC also allows Member Statestor e-
quire geographically uniform prices for single piece mail. However, zonal prices onsingle
piece letters would most likely be rather difficultto administer. 5:Consequently, there-
quirements of uniform pricing of single piece mail are notlikely to affect the pricing dec -
sions of postal operators.

The Postal Directive also requires prices of universal postal services to beaffordable .
However, the Directive does not provide any guidance to determine the affordability of
prices. As we will show in Chapter 7, countries vary significantly with respect to theirap-
proachto the affordability requirement. There are 7 NRAs (Switzerland, Greece, Finland,
Hungary, Lithuania, Latvia, Romania) which do not carry out any affordability tests. In

Copenhagen
Economics

these countries, affordability requirements do not r

remaining countries, affordabil ity is ensured through the implementation of price caps
(Belgium, Germany, Estonia, Italy, the Netherlands, Norway, Portugal, Sweden, UK) or
through other tests, e.g. through approval of price changes (e.g. Austria, Poland) or ad
hoc, multi -criteria assessments and consultations (e.g. Czech Republic, Malta, Ireland). In

these countries, affordability requireiments may rest

sions.

As for countries where price caps areimplemented, these may have both adirectand an
indirect effect on postal operatorsdé pricing
capped products, the indirecteffect is on substitutes to the regulated product, since cap-
ping the price of a productcreates an upper price limit for substitutes. See discussion
about the effects on prices of substitutability and complementarity. For example, capping
the price of single piece priority letters has an effect on the maximum price that can be
charged for single piece nonpriority letters.

We observed that prices of single piece mail tended to increase slower in countries with
price cap regulation on these products from 2004-2011in Chapter 3. This finding sug-
geststhat price caps are likely to havethe most noticeable effect in terms of slowing in-
creases in prices compared to otherforms of price regulation, including ex -ante approval
and ex-post regulation. We also observed that atleast 4 USPs (Estonia, Germany, Sw-
den, UK) apply the maximum price stipulated by the price cap. This may indicate that the
price cap fulfils its aim of protecting consumers from higher prices. However, if customers
have access to good substitutes or alternative means of communication, the threat of s-

153 For example, a system with zonal prices would require every sender to know in which price zone the recipient lives.

decisions.
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stitution may be enough to prevent the postal operator from increasing prices significant-
ly. Thisis the case in France, Portugal and the Netherlands, where USPs have refrained
from using the entire room for price increases due to the threat of extensive e-
substitution.

Last but not least, the Postal Directive requires tariffs on products within the USO to be
transparent and non-discriminatory . Generally, rebate regimes that are opaque (i.e.,
have unclear terms and conditions) are more likely to be anti-competitive than t ranspar-
ent rebate schemes® In addition, the requirement of non -discrimination implies that
similarly situated users of mail cannot be treated differently with respectto prices or ot h-
er contract conditions, as this might distort the competition between th em.

Our survey among NRAs revealed that 12 out of 25 NRAs follow defined criteria for trans-
parency, most commonly related to the publication of public pricelists. Only 4 NRAs pu b-
lish the pricing principles ofthe USP, such as principles for discounts, and 2 NRAs re-
quire the details ofall individually negotiated prices.

With respectto non-discrimination, halfofthe responding NRAs report to have defined
principles for ensuring non -discriminatory tariffs. Countries not having defined non -
discriminator y tariffs may nevertheless follow procedures.NRAs ty pically ensure non-
discriminatory tariffs by means ofa combination of ex -ante instruments and ex-post test-
ing. Requirements on transparency and non-discrimination may thus affect postal oper a-
t or s &g gecisionsiby reducing their flexibility to adjust prices to differencesind e-
mand elasticities.

Access regulation

According to the postal directive, Member States have the possibility to introduce access
regulation. Access regulation may be imposed inrelation to the postal network, e.g. access
to sorting and delivery facilities, and in relation to the elements of postal infrastructure,
e.g. mailboxes.

Inthe following, we focus on access to the postal network. The reason is that access allows

newoper ators to build client-howd asanadnlsrand vmageehebéan

investing and expanding into end -to-end services. Consequently, pricing of network ac-
cess may affectincentives for new postal operators to enterthe market and to investin
their own infrastructure for sorting and delivering mail. This, in turn, may affectthe ty pe
of competition that develops and thereby the pricing behaviour of postal operators.

As a generalrule, the more favourable the access pricing terms stipulated inregulation,
the less likely competing operators are to investin their own networks and engage in end-
to-end competition. This affects competitive pressure downstream and thereby the elas-
ticity of consumer demand and end user prices. Ina 2008 paper, Crewand Kleindorfer
describe three generic types ofaccess pricing strategies and their effects on market deve
opment, cf. Table 17.

1%4Case 322/81 NV Nederlandsche Banden Industrie Michelin v Commission (Michelin 1) , [1983] ECR 3461 at para83.
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Table 17 Access pricing and market development

Accesspricingregime

Example

Effectonmarketdevelopment

Avoided cost: Pricing determined by avoi d-
ed costs,i.e.thelevelofwork -sharingthat
the new entranttakes overinthe mail
preparation

Delivery -areaaccess:Pricingtakesinto
accountthe actualdeliver ycosts,inadd i-
tionto thework -sharingtakenoverby the
new entrant

Negotiated access:Pricingdepends only on
the agreementbetweenincumbentand new
entrant,subjecttonon - discriminatory
constraintsand underconditions specified

in partby the regulator

LaPoste i Accesstothe
network is not mandatory
but granted de facto.

Royal mail (until 2012) ]
Accesstodeliveryisma n-
datory and gearedto costs.

PostNL i Noobligationto
provide network accessto
new entrants.Subjectto
negotiation.

80% ofdirectmail and 36 % of
bulk mail market prepared by
consolidatorsin2007.Stillno
end - to - end competition.
Three years after fullmarket
opening,20% ofcompetition
accessbased,only 1%end
end.

C ompetitors developed theirown
nationwide networks,inpartas a
response to availability ofaccess
or the terms they believed they
could negotiate.

-to-

Source: Crewand Kleindorfer(2008)

Our questionnaire revealed that downstream accessis regulated in 7 member states®,

while downstream access prices are regulated in 5 of them s

One example illustrating the importance of access regulation design is the UK, where
previous regulation did not provide incentives for end -to-end competition and where
Ofcomrecently has removed the system oheadroom control infavour of ex-post margin
squeeze tesprotection. The aim ofthe new regime is to grant Royal Mail greater flexibi |-
ity inits pricing (allowing for a sustainable universal service) witho ut hampering the d e-
velopment of efficient competition, cf. Box 12.

%% Germany, Estonia, Lithuania, the Netherlands, Portugal, Slovenia, the UK.
156 Germany, Lithuania, the Netherlands (where only general principles are stipulated by law. And the prices are set in individu-

al agreements), Slovenia, the UK.
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Box 12 Access regulationin the UK

Royal Mail déds (RM) first access contract was si
RMprovidedthe lastmile services ata uniform regulated price to the whole UK under the

condition that they followed RMs national distribution profile. Access pr iceswere setfora
number of product variants (differentiated by format and level of pre -sorting).

In 2006 Postcomm enacted a new regulation, including a zonal system in addition to the

uniform price system. This wasto enable RM to offeraccess services to operators without

the same national profile as RM. The new regulation paved the way forregional operators

and led to an increase in competition in the upstream market whereas competition dow n-
stream did notdevelop atall. The regulation was time -limit ed to 2010 butwas rolled -overto

encompass 2011 by an interim agreement.

The lack of downstream competition suggested that the headroom margins set by regulation
were somewhat arbitrary and that there was a needfor adjustment. New regulation was
therefo redecidedupon andmade public by Ofcomin March2012.

The new regulation imposes an access condition on RMto oblige access atinward mailce n-
tres. However, to enable RMto set pricesin a way that coversthe costs of the network, the

price ofaccessi s notregulated. To preventproblems in terms of undue discrimination and

margin squeeze, Ofcomimposed three safeguards. First, termsand conditions foraccess
(including prices) must be set ®&acom, 6f héereainsg ¢
discrimi nati on obThidgaan-@p®d&x margin squeeze testod v
Of com where the margin between RM&s whol esal e ¢
on RMés |l ong run incremental costs (LRI C)Offomr |
foresees that RM should setits prices with reference to LRIC costs such that a minimum of

LRIC margin is maintained between the access price and the equivalent retail price. Compl i-
ance is monitored by Ofcomthrough the regular provision of informati on fromRoyal Mail.

Source: Royalmail (2005),0 fcom (2012), Frontier Economics (2010),Hooper,Hutton & Smith (2010)

We make several interesting observations in relation to the UK example. First , fixed
headroom margins may help competition develop upstream, since competing operators
know what to expectinterms ofaccess prices. It may also help competition develop
downstream ifthe level of headroom is set atthe correct level.Second, fixed headroom
margins in a changing market environment may cause access services to be undepriced
in some areas (geographic or product) and overpriced in others. This may encourage
inefficient market entrants in some areas and discourage efficient marketentrantsin
other areas.Third , having a fixed headroom margin may reduce the incentive for efficien-
cy improvements at the USP since the margin between wholesale and retail prices is fixed.

By allowing Royal Mail more freedom, while at the same time requiringn on-

discrimination and imposing measures to control for margin squeeze, the regulationin
place from 2012 is designed to tackle these challenges.
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Cost allocation requirements

The Directive provides clear guidance about how USPs should allocate costs to prducts

and services? Many NRAs use the regulatory accounts prepared by USPs to test whether

the USPs comply with requirements on cost-orientation. However, since NRAs differ sub-

stantially in the way they check compliance with cost-orientation requirements (see Cha-

ter 7), the actual effect of cost alloc-ation require
sionsis notclear.

Regulation of VAT

A recognized key problem area in postal regulation isVAT. VAT exemption of universal
service providers gives rise to distortions, both in relation to inefficient sourcing (e.g. too
little outsourcing relative to insourcing) and competition. In otherwords, the current VAT
regime impacts both costs and prices.

On the cost side, VAT exemption may encourage the use of inefficient arrangements le-
cause the cost of outsourcing will be inflated if all or part of the VAT charged cannot be

recovered. Ifitis possible for the USP to pass on inefficiencies to consumersthis situ a-
tion may resultin higher prices.

On the pricing side, VAT exemption of USO products reduces the competitive pressure
between the USP and its competitors and makes mailers who can/cannot recover VAT
less sensitive to priceincreases. Forexampe, to attracta VAT exempt business mailer
(which represents a significant minority of mailers), a new entrant or competitor to the
USP hasto match the (VAT exempt) prices provided by the USP, cfBox 1 3. In thisway,
VAT exemption of universal services creates a barrier for new operators to enterthe pog-
al market to compete with the established USPs.

157 We give a thoroughanalysis of the implementation of Article 14 of the Postal Directive in Chapter 7.
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Box 13 VAT exemption and pricing

The distortions from VAT exemption on posteal op
cause VAT -eligible users of postal services have a preference for VAT -eligible oper a-
tors,and VAT -exemptusers have a preference for VAT -exempt operators. If the

maileris VAT -taxable, he will not be able to deductany hiddenVAT. Thus, the mailer

will prefer the services oftaxable postaloperatorswhose VAT can be deductedin full.

This requires, of course, that the full price excluding VAT offered by the VAT -eligible

operato ris lower than the full price offered by the USP. The taxable mailer will then

pass on this hidden VAT in its own prices and the final consumerwill end up paying

Afdouble VATO. As a result, the net VAT price o
thant he USP price withnon -deductible VAT (on costs).

If the maileris VAT  -exempt(e.g. banks, insurance companies, and charities) he will
prefer the USP despite the hidden VAT (assumingthe USP price is lower than the price
of the alternative provider with t he VAT).

From the perspective of the operators, the two effects will partly offset each other.

However, from the perspective of the customer, the effects will not offseteach other,
as only one of the effects will be relevant. The resultfroma custome r perspectiveis
thus thatthere is less competition.

The significance of the distortions on the output -sidein the different VAT regimes di f-
fers. The regime with full VAT taxation of all economic activities is the least distortio n-
ary system; cf. e.g. Copenhagen Economics (2010). Thisis because VAT cascading

does nottake place andthe entire burden of VAT falls effectively on the end consumer

i rather than intermediaries i whichisinline with VAT being a consumption tax. VAT -
eligible firms donotha  ve preferences forthe services of either public or private oper a-
tors.

Regimes offering exemptionsto certainservices of national public operatorsintroduce

distortions. The more products subject to exemptions, the greater the output side di s-
tortions. Thus, regimes exempting only the reserved area are relatively less disto r-
tionary than regimes exempting the entire USO. With regard to the USO exemption,

we note that distortions increase the broader the USO s defined on the national level

1 thus the actual distortions may be different within the group of countries exempting

USO products from VAT.

Regimes offering exemption from VAT on all national postal operator activities are the
mostdistortive. This is because exemptions extend to the broadest possible product

range of the operators with the potential of interacting wit h the price offerings of a
large number of altemnative providers

Source: CopenhagenEconomics(2010)
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USO scope
The scope ofthe USO affects pricing strategies.

Firstly , the USO definition determines the mandate ofthe NRA. A broad USO will bring
many services under the sectorspecific regulation and enable NRAs to apply the remedies
defined in the Postal Directive (e.g. cost-orientation, non -discrimination, and transpare n-
cy). A broad USO would thus imply more monitoring and a lower risk of unjusti fied pric-
ing behaviour. This has been highlighted as very important by new entrants.

Secondly, abroad USO may impose morerestrictions on the commercial freedom ofthe
USP. The pricing flexibility may be reduced, and the USP may not be able to scale down
activities to cope with falling volumes. A broad USO may thus increase costs and reduce
the efficiency of postal service provision. Moreover, in most countries, the scope ofthe
USO also determines the scope of VAT exemption:®® This means that a broad USOwill
increase the VAT distortions.

%8 See Copenhagen Economics (2010).

165



Pricing behaviour of Copenhagen
postal operators Economics

Chapter 6
Competition law

InJanuary 2012, the European Commissionnotedthati [ w] i t h t he adeption and i
mentation of the [é] Postal Directive [€é], the EU I
mar ket openi ngthup érdated ddape fomcompetition through regulatory

reform, competition policy now must ensure that competition in the open postal markets

can actually develop for the benefit of citizens and
be eliminated or distort ed by other postal operators or government action. Thisis all the

more important since due to the presence ofincumbents, who are still heavily dominant

onthe markets, and high investment barriers, effective competition will not easily d e-

velopinpostalmar k e® s 0

In this chapter, we describe the differentty pes of price -related behaviour of postal opera-

tors, which can potentially raise competition concerns . We explain how competition law

has beenapplied to such behaviour and provide an overview ofthe Co mmi ssi ondés, t he
European Court tohfe Jruasttiioccreabls caonmdpet i ti on aut horitieso
regarding price-related behaviour of postal operators. A summary of price related compe-

tition cases handled by NCAs is provided in Appendix E.

6.1 Main findings
Competition law on the abuse of dominanceaims at protecting the welfare of consum-
ers® by prohibiting dominant (postal) operators from abusing their position through
exploitation practices by way ofexcessive pricing or by excluding equallyor reasonably
efficient operators through exclusionary practices, such as for exampleyredatory pricing,
margin squeeze, conditional rebates or price discrimination, etc. The Postal Directive
oftenimposes stricter requirements on designated USPs, with resped to the USO services
or the special tariffs that may be applied by the universal service provider(s). Competition
law applies to both USO and non-USOactivities.

According to the replies of 18 NCAs that took partin our survey, there have been 50 cases
dealing with exploitative or exclusionary pricing behaviour in the postal sector over the
past10 years. The numberofcasesremains at arelatively low level for tw reasons.First,
the long duration of an investigation and the costs it entails for complainants tend to di s-
courage smaller market players from lodging complaints with the NCAs. Second, the

159 Technical Memo on the Postal Sector, accompanying the State aid decisions regarding Deutsche Post/ Belgian Post (Bpost)/
French La Poste/ Hellenic Post (ELTA), MEMO/12/43, under IV(A), §1.

|1 n this chapter the term dconsumerod isasebahlddined¢t ner windi t@et EWs €osnpe t
products covered by the agreement, including producers that use the products as an input, wholesalers, retailers,
as well as f i Manallyctie tesnuconsumers has a morerestricted meaningioa natural person who
is acting for purposes outside his trade, business or profession. 0

161 |n the case of theprice floor the Post a | Directiveoirmeosasiandcobdti gati on whereas competition
ipredatory pricpricegedingst me t RosntsalofDi recti ve i mposes an fiaffordabilityo
competition | aw prohibits fAexcessive pricingbo.
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NCAs themselves appear hesitant to investigate casegx officio, i.e., without a formal
complaint.

Indeed, our survey has shown that competition cases are mainly (in approximately 85%
of all cases) initiated by market actors. Only seven cases (in Bulgaria, Denmark, Finland,
Hungary and Romania) have been initiated by the NCAs themselves. Moreover, NCAs
tookmore than ayearto reach adecision in approximately 50% of the cases. The dua-
tion of the procedure becomes significantly longer when the NCA decision is appealed.
Bearing the costs of alengthy competition law procedure can be burdensome for smaller
market play ers; sustaining business while awaiting a decision can also prove challenging.

Our survey shows thatthe most common competition cases handled by NCAs since 2001
have involved exclusionary abuses in terms ofdiscriminatory pricing (17 cases). Condi-
tional rebates (11 cases) have been the second most common subject of investigation,
closely followed by excessive pricing (9 cases). This indicates that both exclusionary and
exploitative practices have been of corcern in the postal sector.

The cases investigated relate to different market segments. The most commonly affected
segmentis mail preparation (12 cases, mainly involving discrimination of consolidators),
followed by distribution of unaddressed mail and add ressed direct mail (8 cases each),
and press distribution **? (7 cases). By contrast, in the parcels and packets segment, only 2
cases have beenreported. This may be explained by the fact that there has never been a
monopoly or AfAr eser v elknetheamay notbe anh dominantanarkee t
player.

The survey also led to useful observations on the methodologies used by NCAs for the
calculation of prices and costs. Inrelation to prices, many NCAs only take list prices into
account, instead oftaking into accountthe effective price (calculated on the basis ofactual
prices). As for costs, most NCAs use @aop-down approach, based on financial or regulato-
ry accounts. The alternative (bottom -up) approach is only used by two NCAs (Denmark
and Germany).

Finally, our survey demonstrated that NCAs hesitate to use data collected by NRAs in
competition cases. Thisis to some extent due to national legislation restricting data shar-
ing between the authorities.

6.2  Abusive pricing behaviour
The EU competition law rules applicable to the pricing behaviour of postal operators are
found in:

A Article 101 TFEU (collusive pricing behaviour);
A Article 102 TFEU (unilateral , or in case of collective dominance multilateral, pric-
ing conduct of dominant operator(s));

162 For example distribution of newspapers, periodicals and magazines.
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A Article 106 TFEU (State measures enabling anticompetitive pricing behav-
iour). 163
A Article 107 TFEU (State aid)x*

Inthe analysis that follows, emphasis is placed on Article 102 TFEU. For this provision to

apply to agiven firm conduct, two elements need to be present First, the firm % mustbe

dominanton one or several relevantmarkets. Second, it must have abused that dominant
position.

A description of how relevant markets are definedand how dominance is evaluatedinthe
postal sector is provided in Appendix D. Being dominantis not an infringementini t-
self.166To infringe Article 102, a dominant firm must behavein such a way to distort co m-
petitioninthe market by abusing its market power. Table 18contains an overview of abu-
sive pricing practices in the postal sectorwhich can restrictactual or potential compet i-
tion.

Table 18 Abusive conduct of dominant undertaking

Abuse under 102
Conduct by dominant undertaking
TFEU

The dominantundertaking imposes prices which have no reasonable relation to the
economicvalue ofthe productsupplied.

The dominantundertaking prices products belowarelevantmeasureofcostsinorder
to driveitsri valsoutofthe market.

The dominantundertaking grants incentive schemesto (some of)its customers or

Excessive pricing

Predatory pricing

di stributors/ retailers provided that the | at .
; . Conditional rebates*
certainthresholds formulated interms of volume targets,percentages oftotal r e-
quirements,orincreases inpurchases.
The (verticallyintegrated) dominant undertaking us es its control overaninputsu p- .
; . - X Marginsqueeze
pliedto downstreamrivals to preventthem from making a profiton a down stream

marketinwhich the dominantundertakingis also active.

The dominantundertaking sellsthe same productto differentcustomers at such price

thatleadto different price/marginal costratio fordifferentsales. The dominant

unde rtaking musthave the abilityto sortoutconsumers depending on theirwillin g- Discriminatory pricing
ness to pay for eachunit.Itmustalsobe able to preventorlimitthe resale ofpro d-

ucts by customers paying the lower price to thos e who pay the higher price.

Note: *Conditional rebatesinclude various s pecific types ofrebates,such as loyaltyrebates,selective r e-
bates and exclusivity rebates

Source: D.Geradin/A.Layne - Farrar/N.Petit(2012)

Article 102 TFEU prohibits two broad categories of abuses:exploitative abuses and exclu-
sionary abuses.

While exploitative abuse affects consumers directly in the final product market, excl u-
sionary abuse may impact competition in the upstream or downstre am market. Thus,
consumers are affected indirectly via reduced competition as they have less choice on the
market, cf. Figure 82.

163 Seewith emphasis on Articles 101, 102 and Regulation 139/2004, D. Geradin/ C. Malamataris, Postal services and compet-
tion law: An overview of EU and national case law, E-competitions N 0. 437 69.

164 Article 106 and 107 relate to the behaviour of Member States, and not individual undertakings and are thus not analysed
further in the report.

85 Or firms in case of collective dominance.

186 Case 322/81 NV Nederlandsche Baden-Industrie Michelin v Commission [1983] ECR 3461, para.10.
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Figure 82 Exploitative vs. exclusionary abuse

Exploitative _abuse Exclusionary abuse
4 I\
Upstream Upstream
dominant competitor
e N\ A J ‘
Dominant firm IS S
e B 4 \
A J Downstream : Downstream !
l dominant i competitor :
4 N ! |
_ J O ,
Final consumers 1
y
- J

Final consumers

Note: By upstream market we referto mail preparation activities (collecting and s oting), while the downstream

marketis the mail delivery.Ifthereis end -to -end competitionthe competitoris active inboth ma r-
kets and has own delivery network.Iftherei s only upstream competition, the competitor mustbuy
downstream access to the incumbentodés delivery network

Source: CopenhagenEconomics

With the adoption ofthe Guidance Paperin 2009 *°” | the Commission declared that the
core priority when assessing pricing abuses is those types of conduct that are most ham-
ful to consumers. Thus, when deciding whetheror not to take action, the focal pointis not
the dominance ofthe firm perse, but the effectofthe alleged abuse. The Commission also

declaredthatonly ¢ o mp edsefficentés d&s t he dominant opéerator

ed by competition rules.168However, in certain circumstances a less efficient competitor
may also exert a constraint which should be taken into account when considering whether
particularprice-based conduct leads to anticompetitive foreclosure .*®® The practical
implementation of an effects-based approach among NCAs is discussed in Section 6.5
below.

6.3  Exploitative pricing abuses
According to Article 102(a) TFEU, exploitative pricing abuses constitute conduct that is

Copenhagen
Economics

shoul

idirectly or indirectly imposing unfair purchase or
condi tainodn swohi ch seeks to take advantage of the

" Gui dance on the Commissionds enforcement priorities in ap
by dominant undertakings: http//eur -
lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:C:2009:045:0007 :0020:EN:PDF . This focal pointis also reflected
in the case law of the CJEU, for example inthe cases concerning Deutsche Telecom and Connect Ausa.

% The Commi ssi on Awill normal ly only intervene where the co

do mi

plying Article

nduct concerned

competition from competitors which are considered to be as efficient

19 1d . at § 24.
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exploit consumers. Exploitative abuses essentially include two forms of conduct by domi-
nant firms: (i) the imposition of fAexcessived prices
and conditions. In the developments that follow, emphasis is placed on excessive pricing.

Excessive pricing

Excessive pricingis highly controversial in competition law. For instance, there is a school
of thought supporting that NCAs and courts should not engage in price control as this
taskis better left to specialized authorities (e.g., NRAS). In the postal sector, there is sec-
tor -specific regulation that requires prices for postal products within the USO to be af-
fordable, transparent,non -discriminatory and cost-oriented. As we will show in chapter
7 ,the ways in which NRAs seek to ensure affordability and costorientation dif fer sub-
stantially across Member States. Whereas some countries (e.g. Belgium, Germany, Esi-
nia, Italy, Netherlands, Norway, Portugal, Sweden, and UK) have implemented price caps
or other tests to ensure affordability, others (Switzerland, Greece, Finland, Hungary,
Lithuania, Luxembourg, Latvia, and Romania) have no tests in place to ensure these
goals.

Turning to competition law, the assessment whether a price is excessive is no easy task.
The EU Courtsd case | aw has i ntofexcabsive pridest® i teria for
In addition, the CJEU has adopted a two-stage approach where one would have to:

T A[Examine w]l]hether the difference between the cost
actually chargeadd i s excessiveo,;

T a[1]1f the an s vioaisinthe afftmative, [dgtermisel whether a price
has been imposed which is either unfair in itself or when compared to competing

produt¢’t so.

Since the adoption ofthe Treaty of Rome, the Commission adopted only a handful of for-
mal decisions aboutexcessive pricest72This does not mean that the Commission is un-
likely to initiate proceedings against excessive prices but simply that it will do so cautiou s-
ly.

In the Deutsche Postllcase, the Commission investigated Deutsc
charging the full domestic tariff on mail coming from abroad but containing a reference to

Ger ma n yma ifilri &"3ghé Commission consideredthat the tariffcharged to foreign

postal operators to distribute incoming mail was above cost (the REIMS agreement used

inits seminal United Brands ruling, the CJEU held that a price is deemed 7
the economic value of the product suppliedo, cf. Case 27/76, United B
171 see Case 27/76United Brands v. Commission, [1978] ECR 207, at §252.
172 see, e.g., Commission Decision of 19 December 1974, COMP/28.851,General Motors Continental, [1975] OJ L29/14.The
cautiousness of the Commission with respect to excessive pricing can also be observerh statements made by Can-
mi ssi on of ficials. See D. Neven/ M. De {28l1lMano(20E®O®9nd8mi Revat wDGf Comp
Industrial Organization, 309.
178 See Commission Decision of 25 July 2001, COMP/36.915 Deutsche Post AGi Interception of cross-border mail, [2001]0J
L331/40. UPU has also introduced specific rules to prevent remailing practices. The General Court dealt with the
compatibility of these rules with EU Competition Law in Cases T-133 and 204/95, IEEC v. Commission [1998] ECR
11 -3645.
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80 % of domestic tariffs as a proxy for the costs of distributing incoming international
mail) and decided that an abuse of dominant position had taken place.*

Inresponse to our questionnaire, five NCAs (Cyprus, Finland, Latvia, Poland, and Roma-
nia) reported nine cases of excessive pricing. Seven cases concern prices for business-u
ers (direct mail, international outbound mail, subscribed press, letters with deferred
postage and postal money orders). Two cases are related to individual mailers (single
pieceletters and parcels and maxi letters), examined by the Polish and the Finish NCA.
While the former found that the pricing ofthe incumbent postal operator was excessive
(seeBox 14.), the latter closed the case, without finding an abuse.

Box 14 Excessive pricing of single piece letters in Poland

In 2000/2001, the Polish incumbent postal operator, Poczta Polska, was accused of

excessive pricing, becauseithad increased its price by 25% for ordinary letter items

up to 20g and 43% for addresseditems up to 20g (direct mail). The NCA confirmed

these allegations andordered the incumbent postal operator to change its price lists.

In 2002, Poczta Polskaintroduced a new price list, whichwas considered by the NCA

as putting an end to Poczta Polskads abusive

Source: CaseDOK -2/2010

6.4 Exclusi onary pricing abuses
Exclusionary pricing abuses, also known as anticompetitive foreclosure, are defined asfi a
situation where effective access of actual or potential competitors to supplies or markets
is hampered or eliminated as a result of the conduct of the dominant undertaking
whereby the dominant undertaking is likely to be in a position to profitably increase
prices to the detri®ment of consumers. 0

The Guidance Paper highlights that the Commission will seek to address exclusionary

pricing abuses bymeans of aneffects-based approach. In contrast to a per se approach,

this approach focuses on theactual outcome of the alleged abuse (effect on consumer

welfare), and not its formalistic circumstances (e.g., design/ structure ofrebate schemes).

The effects-based approach does not require that an anticompetitive behaviour has to be

determined i only thatthe behaviour is capable of having an anti-competitive effect. A

central tool in this c¢ont edAEC)test, whitleis gkplasnedcef f i ci ent
in Box 15below.

174 The higher price was applied to prevent so-called re-mailing practices (used to circumvent its domestic tariffs) w hereby some
German customers sent abroad mail intended to German addressees to benefit from cheaper rates offered by foreign
postal operators. In other words, Deutsche Post was not seeking to exploit its market power on the market for the
distribution of mail. Nevertheless, the conduct prevented customers from benefitting from lower tariffs abroad.
However,inthe end, the Commission only imposed a symbalic fine of 1.000, Euro because of the legal uncertainty
on the matter.

1752009 Guidance Paper, at § 19.
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Box 15T he AAs Efficient Competitoro

The Guidance Paper statesthatto preven tanticompetitive foreclosure, the Commi s-
s i owill ndrmally only intervene where the conduct concemed hasalready been or is

capable of hampering competition from competitors whichare considered to be as e f-
ficient as the dominant undertaking 0.

The Guid ance Paperaddsthatthe costbenchmarksthe Commission will normally use

to perform the AEC testare the average avoidable cost (AAC) and long -run average
incremental cost (LRAIC). The costbenchmarks to be used are those of the dominant

firm (the As Effi  cient Competitor principle). The cost benchmarks will be compared

withthe so called effective price (Pe), i.e. the price a smaller competitor has to set to

match the offer of the dominant firm. In practice, when the effective price  (Pe¢) is not
sufficient to cover the AAC of producing the good or service in question (P «<AAC), this
means that the dominant firm sacrifices profits in the short term and that an equally

efficient competitor will not be able to serve the targeted customers without incurring

alos s. Failure to cover LRAIC ( Pe < LRAIC) indicates thatthe dominant firm is not r e-
covering all the fixed costs of producing tfhe
ficient competitoro could be foreclosed from

Source: D.Geradin/A. Layne - Farrar/N.Petit(2012)

I n the context of AEC, the cost s produsttspeunificst be t aken
costs to the dominant operator of providing its own retail services on the downstream
market 0 ¢

An alternative tothe AECtestist he fAreasonably efficient competitor
has been developed in the telecommunications sector” Under this test, the vertically

integrated firm is expected to setits prices so as to allow room for a downstream compet-

tor thatis not as efficient as the vertically integrated firm, but is considered reasonably

efficient given its smaller scale, or ignoring other incumbency cost advantages. Contrary

to the AEC test, under REC, the costs taken into accountare the actual or estimated costs

of areasonably efficient downstream competitor.

Inthe Deutsche Telekomjudgment, the General Court referred to the AEC test and con-
firmed that, under this test it is Deutsche Telekon
account*The General Court pointed out that a focus on
legal certainty. Note, however, that the General Court also suggested the importance of
taking into account the fAhistoric differencesbo
t

betw
the competition law assessment**So me aut hors have argued-that e a

ot o—~+

h

176Case COMP/37 .451, 37 .57 8,37 .57 Deutsche Telekom AG[2003] OJ L263/9, para. 107.

177 Commission Notice on the application of the competition rules to access agreements in the telecommunications sector (98/C
265/02), para 118. See also, Case COMP/38.7 84, Wanadoo Espafia vs. Telefonica, [2008] OJ C 83/6, paras 31312.

178 Case T271/03, Deutsche Telekom v Commission [2008] ECR Il -47 7, para.192.

7% |d . para. 192. Authors have also recognizedthad| so, pl acing emphasis on the rivalés costs could r
and price fixing problems as it may encourage discussions between competiors concerning costs and prices?’® In
addition, the REC test can also lead to the protection of less efficient rivals.G. Faella/ R. Pardolesi, Squeezing Price
Squeeze under EC Antitrust Law, (2010) 6 European Competition Journal, 255, 270.

B The Court recogni zes need to apply competition |l aw rules to ensure ¢ equa
competition [é] can be guaranteed only if equality od& opportunity is
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petitor test and the fAireasonably efficient

the equally efficient competitor test seemsto provide a reasonable approach in thegen-
eral enforcementofArticle [L02] abuses, certain sectors [such as telecommunications]
warrantamoreproZa ct i ve ap motheawotus, they view REC as appropriate to
promote competition in newly liberalized markets where entrants with a higher co st
structure may not be able to achieve the economies of scale and efficiencies of the dora
nant incumbent firm.

Although the AECtestis conceptually correct, its practical application may be difficult.
For example, the testis sensitive to assumptions about the size of thecontestable market
share, i.e. the share ofthe market that can be served by the smallercomgtitor. The con-
testable marketshare affects the difference between theactual price offered by the domi-
nant firm and the effective price used as benchmarkin the test. Ifthe contestable market
share is small enough, the effective price may even become ngative, meaning that the
smaller operator would have to pay the consumers for serving them.

Exclusionary pricing can take different forms depending on the ty pe of competition in the
market. In the case of end-to-end competition, dominant firms may engage in offering
conditional rebates or predatory pricing . Inthe case of upstream competition, the con-
duct ofdominant firms may lead to margin squeeze. Price discrimination is an abusive
conduct that can come up under both scenarios. The different types of abuse are e-
plained in greater detail below.

Conditional rebates

While the granting ofrebates is a common commercial practice largely used by dominant
and non-dominant firms, the assessmentofrebates is one ofthe most complex and uns¢
tled areas of competition law. In the EU, the decisional practice of the Commission and
the caselaw of EU courts have been criticized as unnecessarily strict, following a form-
based approach that sits uneasily with modern economic theory.182In response, inits
Guidance Paper, the Commission promoted an effectsbased approach to the assessment
of rebates.

t or so +{682A8% €ontkct Austria [2003] ECR 1-5197, paragraph 83, and Joined Cases €27/03 and C-328/03
ISIS Multimediaand Firma O2 [2005]ECR | -887 7, paragraph 39).0 Al so note
Court considered that, prior to concluding to a restricti on of competition, the Commission must assess whether, in
the absenceof sites haring, ©O2 would have actually had the abil:i
is apparent from that presentation that T 2viobile is a major operator on the German mobile telecommunications
market, both as regards wholesale and retail markets and that 02, which was the last operator to enter the German
market, appears to be in the weakest competitive position. Even if O2 does have some infrastructure, as the Degion
indicates, its modest market share and its situation as the last entrant place it objectively in a less favourable pos-
ti ono ZBTBAZFE@2(Fermany)/Commission, Case TZ328/03,2006,ECR p.Il Z2.231,-107).

181 serge Clerckxand Laurent De Muyter,"Price Squeeze Abuse in the EU Telecommunications Sector: A Reasonably or Equally
Efficient Test?, Global Competition Policy, April 2009, p. 3.
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Hoffman -La Rochewas the first major judgment of the CJEU dealing with rebates. In
this case, the CJEU took a particularly strict position vis -a-vis rebates adopted by domi-

nantfirms. Iltadopted a perserule ofillegality againstso-c al | ed Afi delxd tyo
change of which buyers commit to buy all or alarge percentage oftheir requirement from

Copenhagen

Economics

the dominant supplier. fAVolumed r adhaffAdicte wer e

102, except when the rebate amounts to the cost savings a dominant firm was able to re&
ize by selling larger volumes** The CJEU did not analyse the effects ofthe rebates grat-

ed by the dominant firm on competition and consumer welfare.

The CJEU adopted a few additional judgments dealing with rebates in which the Court

found that:

Rebates with long reference periods (e.g, one year) are more likely to be anti-
competitive, compared to rebates with short reference periods (e.g.,three months). e

Rebate regimes that are opaque (i.e., have unclear terms and conditions) are more
likely to be anti-competitive, compared to transparent rebate schemes¥’

Retroactive rebates, which even if they only kick in after a certain volume is pur-
chasedbaiakod It o the first unit -pompettikiea® Ehd
anti-competitive effect of retroactive rebates derives from the fact that they make it
less attractive for customers to switch small amounts of demand to alternative suppli-
ers. In economic terms, aretroactive rebate implies that the marginal cost of purcha s-
ing extra units from the dominant firm is zero, or even negative, for some quantities

of demand. This effect is illustrated in Figure 83.

183 Roche had concluded exclusive dealing obligations with 22 |arge purchasers of vitamins. For some of the contracts at stake,

Roche also paid a rebate to those customers who had obtainedll or most of their requirements from Roche calculat-
ed on total vitamin purchases.

) ar
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B This requiremeinéenbéddcoehbates creates a | i ndpeciicrégwatienwhichealsopp et i ti on

requires prices of postal products to be cog-oriented, cf. Chapter 7).
185Case 85/7 6,Hoffmann -La Roche & Co AG v Commission1979] ECR 461at paras 89ff.
186Case 322/81 NV Nederlandsche Banden Industrie Michelin v Commission (Michelin 1) , [1983] ECR 3461 at para81.
1871d . at § 83.
1881d.at §81.
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Figure 83 Incremental vs. retroactive rebates

Incremental rebate

Retroactive rebate

Note: Withthe incremental rebate,priceis neverbelowcosts.Inthe case of retroactive rebates, the ma r-
ginaland average price ofthe dominantare below costs once the threshold is met,sincethe price of
e.g. the 100th unit implies that price on the previol
unit, the price ofthe 100th uni @ (U8 *®B82=85. The price ofi208¢tH'
= -u588

Source: Motta(2011)

Inthe postal sector, the Commission adopted a couple of decisions about anticompetitive
rebates. Two of them are theDeutsche Post Icase, which dealt with single productr e-
bates and the Hays case, which dealt with multi -product rebates.

In Deutsche Post |, a special price was granted for mailorder services to customers who
sent a high percentage oftheir requirements via Deutsche Post. The réate scheme pre-
vented competitors from gaining the critical mass ** necessary to enter the German mail

189Critical mass wasestimated at an annual volume of 100 million parcels.
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