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Summary

The Universal Service is a postal service available to everyone living in every part of the
United Kingdom, delivered at the same cost and with the same standard. It comprises of at
least one delivery of letters every Monday to Saturday, at least one collection of letters every
Monday to Saturday, at least one collection of other postal packages every Monday to
Friday, and a service of delivering postal packets and registered items from one address to
another, by affordable and geographically-uniform prices throughout the United
Kingdom. It is an essential service to many people and the majority of our evidence
highlighted the benefits of this service to people living in rural areas, to those less able to
travel, to older people, and also to blind and partially-sighted people, who benefit from a
free postal service.

Our inquiry concentrated on the concern expressed by many, including the current
Universal Service Provider, Royal Mail, that the Universal Servi\cgﬁ% under direct and
immediate threat. Given the fundamental importance of the ersal Service, we were
surprised that Royal Mail could not provide a regi%gl bredkdown of the cost of the
Universal Service, and that Royal Mail and Ofcom-~ghé pé§tal @nces regulatory—could
not agree on what constitutes the cost, revenuegdnd p s\@f the Universal Service. We
recommend that both Ofcom and Royal Mai,&lﬁlou}@ag egx%n an accurate costing of the
Universal Service, and that Royal Ma@idgg‘d %f\:l raphical analysis of where the
Universal Service is profitable, and wheg”it j\st,{\f e Secretary of State should direct
Ofcom to review the net cost of tk@%%&sa&ﬁervice, in accordance with the Postal
Services Act 2011. QS:)O Q‘\Q (,6
N

We do not believe that the ef$ide is under immediate threat, but we recognise
that market conditions argfcha‘(fgm&@pidly. Ofcom has the regulatory power to place
conditions on other postal gpeta @ in order to protect the Universal Service. These are
the General Universal Segface @,éﬂgation, which takes six to nine months to implement,
and the Universal Servi§2 %ensation Fund, which involves a much longer process. We
recommend that m should have in place both a timeline for implementation of
obligations that they can place on postal operators at short notice, and an assessment that
that timescale is fast enough to avoid a failure in the Universal Service, even in the short
term.

While we accept that Royal Mail has done much to improve efficiency, it still has to match
the technical innovations introduced by many of its competitors—innovations that more
clearly match the expectations of consumers, as well as contributing to the efficiency of
competing postal operators. However, while such improvements may increase costs, Royal
Mail should not increase postal and package prices simply in an attempt either to increase
its own profit levels or to protect the Universal Service Obligation, without increasing the
efficiency of its operations.

Royal Mail’s competitors either deliver post end-to-end, without any assistance from Royal
Mail, or they pay Royal Mail to deliver their post the final distance—what is known as ‘the
Final Mile’. Royal Mail offers two types of pricing plan for its competitors: either national
average prices (when competitors never deliver end-to-end) or zonal prices (when
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competitors ask Royal Mail to deliver in certain geographical zones only). We support
Ofcom’s consultation on the level of zonal pricing to be set by Royal Mail, and any
recommendations arising from that consultation must balance the need for Royal Mail to
retain the freedom to set its own prices, dependent on the cost of delivering in that area,
with the benefits of retaining an open market and increasing competition. Royal Mail is
free to set zonal pricing, but it should be based on actual costs of delivering to those zones,
and not as a device to deter, or even stifle, competition.

It is unacceptable that the delivery of the Universal Service should require downward
pressure on the terms and conditions of staff delivering that service. We are opposed to a
‘race to the bottom’ of postal sector employees” wages, terms and conditions, and such a
race should not be an inevitable result of greater competition in the postal sector. If
standards of pay in the postal sector, as in other sectors, decline, then the taxpayer is left to
make up the difference. We recommend that Ofcom investigates the impact on customers,
and the service provided to customers of any downward pressure on wages, terms and
conditions of postal sector staff. We also recommend that Of&@ﬁg’s remit should be
extended to include labour conditions and standards. g

We recognise that Ofcom has a difficult role in ensugng t d\?}\m\é’?ovision of a Universal
Service is both financially sustainable and efﬁcielq,ol" heSectéiyis changing quickly, and
Royal Mail has now moved from the public (&thq\&’ivgfe sector. Ofcom’s overriding
obligation is to ensure the protection of the 1v%§ah S@ce Obligation but, if necessary,
there should be changes in the regulato:@amq’%r enable it to do so. Ofcom should
provide our successor Committee with q{e:ﬁ%rl “wpdates on the state of the Universal
Service, and must be able to respm@@l 1@ 1£ (tob@ niversal Service is under threat.

The postal sector is working xQ&%\nébc\gm\‘l%\l\ﬂy changing market, with declining volumes
of letters, and a sharp incr@? i@rc@%olume arising from the rapid growth of internet
shopping. There is a fine bakfci Sact to be set between ensuring that the minimum
standards of the Universal é&v'c&hre maintained while encouraging a competitive market
in the postal sector. W]@@ évould not want to stifle competition, we are adamant that
the principle of theéﬁﬁve@‘% Service should be upheld. We are not persuaded that the
Universal Service i burden for Royal Mail, but is rather an obligation that brings revenue

and status to the organisation.
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Glossary

Access competition: The collection, sorting and transporting of letters around the UK
carried out by providers other than Royal Mail, on behalf of a company. Those providers
then pass the letters onto Royal Mail, and pay them to deliver to customers’ addresses. Also
known as ‘final mile delivery’.

Bulk mail: Business mail services, which are not subject to regulatory requirements.

Designated Universal Service Provider (DUSP): A status subject to conditions, such as
satisfying the Universal Service Obligation, meeting performance targets of each of the
specified services, and publishing certain information, including delivery and collection
times, and performance data. The current DUSP is the Royal Mail.

Direct Delivery: When postal operators other than the DUSP (Royal Mai) collect and
deliver letters themselves, without using Royal Mail’s network. (Als&mown as “end-to-
end delivery”, “bypass competition” and “downstream access”).

Downstream Access (DSA): Mail that has been collegted é\s@uted by a competitor,
but then handed over to Royal Mail centres, for ﬁntll(aehv

> X
End-to-end delivery competition: See D1rectqé€hvéf$“ @61
O

Final mile delivery: See ‘access compeut@ kQ fl/

General Universal Service Condi @ﬁ @chﬁbqulrements that could be imposed by
Ofcom on any postal operator, @m newSehtrants to deliver mail more days per week,
and/or over greater ge(:%@@%cag)are&o This condition would not replicate the
requirements of the Unive Se\@ﬁ?:e

Inward Mail Centre (IM }PAI(@ erator collects mail from the customer, sorts it, and
then transports it to RQ¥a ’s Inward Mail Centres, from where it is delivered to

addresses by Royal I\g@l"f QQ.

Ofcom: Ofcom is the Communications Regulator. It was established by the Office of
Communications Act 2002 and received its full authority from the Communications Act
2003. On 1 October 2011, Ofcom took over responsibility for regulating the postal services
industry from the Postal Services Commission (Postcomm), as a result of the Postal
Services Act 2011.

Outward Mail Centre (OMC): where mail is sorted for delivery, and mail destined for the
specific geographical area of the mail centre is retained, and mail intended for other mail
centres is dispatched.

Reported Business: The subset of the Royal Mail Group Ltd core UK business that is
regulated by Ofcom. It includes Network Access, and excludes Parcelforce Worldwide and
Royal Mail Property Unit. It is the part of the Royal Mail Group that uses the Universal
Service Network for collection, sorting, transportation or delivery of postal packets (both
letters and parcels).
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Royal Mail plc: A postal service company in the United Kingdom, which is also the
Designated Universal Service Provider. It was state owned, but following the Postal
Services Act 2011, the majority of shares of Royal Mail were floated on the London Stock
Exchange on 15 October 2013. The Government hold a 30% stake in Royal Mail through
Postal Services Holding Company Limited.

The Postal Services Directive 1997: Obliges all EU Member States to ensure that a
Universal Postal Service covering a minimum range of specified services is provided.

Postal Services Act 2011 (PSA 2011): Sets out Ofcom’s duty to secure the provision of a
Universal Service, in order to comply with the minimum legal requirements as set out in
EU law. Ofcom’s duty to secure the provision of the Universal Postal Service must be given
priority if there is a conflict with Ofcom’s principal duty set out in the 2003 Act.

Postal Services (Universal Postal Services) Order 2012: Sets out the universal services in
more detail.

The third Postal Services Directive 2008: Requires all EU postal @rkets to be opened to
competition.

Universal Postal Service: Postal products and asso service standards that
must be available to all addresses in the UK qun ry duty is to secure the
provision of a Universal Postal Service. Also ki fwn a&hs%wersal Service.

Universal Service Obligation (USO): @A Q@a%@ to provide the Universal Postal
Service, imposed on the Universal Se réd T}y Ofcom, under Section 36 of the PSA
Act 2011. Royal Mail (currently, t in K’;SC) vider) delivers to all 29 million addresses
in the UK, irrespective of whet tal company is delivering there as well. This
service is provided six days e (;zéb l@ specifies a minimum of five days a week).

Universal Service Prov1der\@8g§§Any postal operator designated by Ofcom as the
provider of the Universal &e%vl&e(%nder the PSA 2011. Currently, the USP is Royal Mail.

Whistl: A postal delw’%’ry @%pany, formerly known as TNT Post (and a wholly owned
subsidiary of the ¥itch company PostNL, which is the Dutch universal service postal
provider). Currently, Whistl is the only rival to Royal Mail, with regard to end-to-end
competition in the UK.

Zonal access pricing: Royal Mail can charge access operators different prices for
delivery to different parts of the country, according to four zones.

Zones: The geographical zones that Royal Mail divides the United Kingdom into, based
on the density of delivery posts, and the proportion of business delivery points of
postcode sectors: Zone A (Urban): Zone B (Suburban): Zone C (Rural): and Zone D
(London).
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1 Introduction

Post matters. It is important for the productivity of the economy and for social cohesion. [Richard
Hooper]'

1. The universal postal service has its genesis in the Penny Post—a stamp costing a penny,
which assured the postage of a letter anywhere in the United Kingdom—which was
introduced in the Postal Act of 1840. Today, the minimum requirements of the Universal
Postal Service—set out in the 2011 Postal Services Act—include the following:

o At least one delivery of letters every Monday to Saturday, and at least one delivery
of other postal packets every Monday to Friday;

e Atleast one collection of letters every Monday to Saturday;
<
e Atleast one collection of other postal packets every Mondag\(Z} Friday;

e And a service of delivering postal packets and r\igistered\l eg,%s from one address to

i
another by affordable and geographically—(J orﬁ\&' es>throughout the United

Kingdom.? O
g é(, '\Q’b Q}{f‘
2. The Universal Postal Service is vital to m h?pe@ple lifhng in the United Kingdom. The
majority of our evidence highlighted th ne{ﬂ@%f,&t@ Universal Service to many people,
including older people, people livingGn r{rﬁl and femote communities (where internet
connections can also be sporadi or r@é 'ib&ﬁ), and those less able to travel.®* The

Universal Postal Service also 3@ fi ﬁ)ostal service to blind and partially-sighted
people.* The National Fede cc&/ﬁational Pensioners (NFOP) wrote of the benefits
of the Universal Service to fs r[gﬁ? eQS.O
o>
The members of Qt}% P rely on postal communications to remain in
touch with relagves friends and it provides a vital lifeline and contributes

to avoidinégmelingss. Although there is an increased use and accessibility to
electronicNcommunications the elderly and most vulnerable are often
excluded from access either through cost or disability.*

1 Richard Hooper (USO 06) para 2

2 Section 31, Postal Services Act 2011

3 Written evidence highlighting the benefits of the Universal Service included: Cornwall Chamber; the Farmers’ Union
of Wales; the Scottish Chambers of Commerce; the Consumer Council; the National Federation of SubPostmasters;
the Welsh Local Government Association; the Scottish Council for Development and Industry; the South Wales
Chamber of Commerce; the National Federation of Occupational Pensioners; the Civil Service Pensioners’ Alliance;
the Institute of Directors Wales; the Countryside Alliance; the Rural Services Network; the Royal National Institute of
Blind People; the Campaign for the Protection of Rural Wales; the Council of the Isles of Scilly.

4  The Postal Services Act 2011, Section 31

5  The National Federation of Occupational Pensioners (USO 11) para 3


http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/14491.html
http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/14638.html
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3. The Citizens Advice Service also described the essential role that the Universal Service
provides to wide numbers of groups:

Consumers still rely on and value the universal service as a communications
tool and the USO acts as a critical safety net to avoid social exclusion and the
potential lack of services due to market failure. Traditionally, rural
consumers value and appear to have a greater reliance on postal services than
users in other geographical locations and recent research published by
Ofcom in their user needs review, also showed that other categories of users
such as older, disabled or housebound users, are more likely to use post and
to feel cut off from society if they could not send or receive post. Access for
vulnerable and rural consumers (at affordable rates) must be maintained as
this is becoming increasingly important for their effective participation in the
economy.®

4. Royal Mail is the only postal company currently designated to pgvide the Universal
Service. However, the postal sector as a whole covers more than t %niversal Service, and
Royal Mail is working within an increasingly competitive post%i\f?dustry, with competition
from many rival companies. We received evidence wiich @‘ued@at such competition is
driving down standards, driving down terms and itioys of ¥raff, and driving down the
quality of service to customers.” Indeed, durin (Efe c,o&@e Q@;ﬁis inquiry, the effects of this
competition were clearly demonstrated, wh e s}alQ&rator City Link was placed into
administration on 24 December 201 is Q’@s & in up to 5,000 of City Link’s
employees, employed drivers and thi @%rtyoﬁror&érs losing their jobs and contracts with
City Link.® We have held joint d@g}‘ s(g@’ﬁons on this with the Scottish Affairs

Committee.’ Qg) 6\0 ‘Q&
S A

W
The Social Market Founda@?\z@e abgt the current state of the postal services market:
NI

The postal services Q%r as seen substantial change over the past decade.
It has become ngite Q'bmpetitive. The regulatory regime has changed, and
with it, Royati\?ai@'s been given more flexibility to set its own prices. And,
most rece@r, Royal Mail has been privatised. In many ways, these changes
are similar to those experienced in other sectors such as telecommunications,
gas and electricity, although there are important differences too. So the postal
services market has started to look much more like a private sector market.
But in common with many other sectors that have followed the same path,
regulatory intervention has been needed to ensure that wider social
objectives continue to remain at the heart of the market.'

6  The Citizens Advice Service (USO 18) para 5.1
7  For example Unite the Union (USO 17) CWU (USO 18) Royal Mail (USO 37)

8  Scottish Affairs Committee oral evidence session, Impact of Closure of City Link on Employment in Scotland, 13
January 2015, Q67

9 Scottish Affairs Committee, inquiry into the impact of the closure of City Link on Employment, accessed 5 March
2015

10 The Social Market Foundation (USO 19) page 1



http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/14731.html
http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/14699.html
http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/14718.html
http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/15232.html
http://www.parliament.uk/business/committees/committees-a-z/commons-select/scottish-affairs-committee/inquiries/parliament-2010/closure-city-link-employment-scotland/
http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/14726.html
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5. There has been a decline in the volume of letters in the United Kingdom for several
years, with volumes falling by 6.3% per year from 2008 to 2013, at the same time as a
burgeoning parcels market, largely in response to the growth of e-trading, which according
to Ofcom increased by 3.7% per year over the same time period."’ Ofcom has been the
regulator of the postal market, including the Universal Service, since 2012, and Ed
Richards, the Chief Executive of Ofcom until December 2014, highlighted uncertainties in
the postal sector:

It is an unusual case. In some of the other areas we work, the story has been
just of growth and growth and more growth. This is an unusual and difficult
case, because you have obviously a decline of our propensity to send letters,
but you also, on the other hand, have the revolution of e-commerce and the
delivery of parcels, so it is a complicated beast with a very subtle balancing
act."”?

6. This balancing act—ensuring that the minimum standards of the {niversal Service are
maintained, while encouraging a competitive market—is the @Qn issue that will be
explored in this inquiry. It should also be noted that since pg\?&tisation, Royal Mail is a

private sector company. Q\” s\OJ\ Q.\(j)

O Y
7.0n 24 September 2014, the Committee asl%é,(f'or @%tt%ﬂi\evidence on the following
terms of reference: v% \:‘\Q N
N 2

uﬁ\“{y\ into Competition in the UK

The BIS Committee will cond@ 2(15{%
postal sector and the UnivergalS e Qkligation.
SR R

QO
The inquiry will consic@g> Q& \\{9
QI L A
e access and eﬁﬁo&ﬁ ,c{e&ﬁery of mail;
NS
e DParcel delivePQ%r\('m s and the impact of competition in these services on
the Unive&%@ SQGSJ.Z}'}'ce Obligation.

<
We received 59 &en submissions, and two oral evidence sessions were held on 26
November 2014 and 10 December 2014, where we heard representatives from: Royal Mail;
Whistl; UK Mail; TNT UK; Amazon; the Communication and Workers Union;
Community; the Mail Users Association; Citizens Advice; and Ofcom. We would like to
thank everybody who gave written and oral evidence, and who informed this inquiry.

11 Ofcom, Royal Mail access pricing review, 2 December 2014, para 3.3

12 Q204


http://stakeholders.ofcom.org.uk/binaries/consultations/rm-access-pricing/summary/Royal_Mail_Access_Pricing_Review.pdf
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2 The Universal Service Obligation

The ability to receive the same standard of service at the same cost in rural areas is of fundamental
importance to residents and, in particular, businesses in rural communities. The USO is a good
example of how ‘rural proofing’ of policies can work. It protects rural areas and effectively spreads
costs across all areas so that all areas experience the same service. [The Welsh Local Government
Association, Rural Forum]'?

Definition of the Universal Postal Service

8. Royal Mail has always provided a ‘Universal Postal Service’ (also known as the Universal
Service). The legislation that empowered the Government to privatise Royal Mail—the
Postal Services Act 2011—also named Royal Mail as the Universal Service Provider.
Section 31 of the Act included the following: @

e To abolish the criminal offence of conveying cert@etters without a
licence, which had been contained in th&.Posta{é‘er\%:es Act 2000;
QY

‘\
e Ofcom to take over regulatory res%@%bl Qgﬁ»ostal services, from
Postcommy;

’&,\
e Royal Mail’s and the Post Q}ﬁce géﬁlstegfl‘c pensions liabilities to be

transferred to the Gove@ eng N
\\\

cSfﬁce to became separate entities;

e Royal Mail Grougzg-ﬁ% tk\\

e The Governz(2 ’\ce plans to offer shares in the Royal Mail Group
before April OJ&\ é@\to move the Post Office into a mutual structure
before 2015. ‘Q ©)

‘Q
9. Section 31 of the 2¢91 @t'gdescrlbes the “minimum requirements” of the Universal
Services, which 1n@é

e atleast one delivery of letters every Monday to Saturday, and at least one delivery of
other postal packets every Monday to Friday;

e aservice of conveying postal packets from one place to another by post at
affordable, geographically uniform prices throughout the UK;

e aregistered item service at affordable, geographically uniform prices throughout
the UK.»

13 Welsh LGA — Rural Forum (USO 24) para 3
14 Postal Services Act 2011, Section 31

15 Postal Services Act 2011, Section 31


http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/14735.html
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10. Royal Mail’s own website provides more details on the Universal Service requirements,
set out in the 2011 Act:

e At least one delivery of letters every Monday to Saturday to every address
in the UK;

e At least one collection of letters every Monday to Saturday from every
access point in the UK that is used to receive letters and postal packets for
onward transmission;

e Dostal services at an affordable, uniform tariff across the UK;

e A registered items service at an affordable public tariff;

e An insured items service at an affordable public tariff;

e A free-of-charge postal service to blind or partially ssi\%h?ed people;

e Free carriage of legislative petitions and addresses™

S\ &
e Postal Packets up to 20kg.' (JOQ *s\o ,-LQ\'
G &S

. N
Who uses the Universal Postal Servi&Q?ﬁlPé)?Q @’b

Regional Mail Services Ltd; and Post&[Sor ghlighted the importance of customers

NI ORI PR . .
11. The PostalGroup—an organisation {o ‘%{& ,@mpames: Mail Matters Direct Ltd;
¥
when considering the Universal al i\ ce(‘ob
N

. MRS -
We feel it’s 1mp0§§83t i ;\h@ focus of the inquiry should be on the
customers of the f)‘ds ‘?erx{cgs and specifically on how the industry should
look in the futur@ Y5 to provide products and services that will
complement thegfee the country. A free flowing delivery network will
allow the UK 1®tal@®advantage of the country’s competence in e-commerce.
An indusi@fﬁﬁat is dogged by infighting will only stifle its potential."”

Customers are not only residential users, sending personal letters, presents, birthday cards
and Christmas cards. Customers of the UPS are also businesses that send communications
to their customers, including direct mailing, banking and financial mailing. The Federation
of Small Businesses described its members’ use of postal services:

The last survey conducted by the FSB on how members use postal services
showed that they are used for: ordering goods, mail shots and publicity,
delivering goods and services, information for employees, delivering
supplies, sending invoices, sending parcels and paying suppliers, among
others."

16 Royal Mail Universal Service Obligation, accessed 5 March 2015
17 ThePostalGroup (USO 38) page 4
18 Federation of Small Businesses (USO 12) para 5



http://www.royalmailgroup.com/about-us/regulation/how-were-regulated/universal-service-obligation
http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/14735.html
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12. TechUK—representing over 850 companies and technologies, the majority of which
are small and medium-sized businesses—stressed the need for such businesses to be taken
into account:

It is small and medium businesses which commercially underpin the USO
and make it viable, as opposed to residential users. The Select Committee’s
focus should be ensuring the requirements of such businesses are met and
the Royal Mail service to them is secure.”

The Mail Users’ Association, whose members “generate more than 10% of annual postal
traffic in the UK”,?° wrote of business Super Users:

Super Users of mail regularly spend in excess of £1 million a week on mailing
activities, and as such form the backbone of the UK’s postal system in terms
of contribution. One MUA member has quoted a spend in 2013 with Royal
Mail of £83 million, and another as delivering annualised postal volumes in
excess of 640 million items into the network. Members wo@ld therefore argue
that the future of the universal service is inextricably ligRed to the needs and
wants of these mailers, and they have a xital &tri&zption to make in
informing debate on the wider issue of @%Q@s‘s? t@'\ﬁstain the universal

. @)
service in the long term.?' & > &

S
The Universal Service and ConStitL@ pafits %‘K‘t e United Kingdom
\N

13. We received several submission&@ns@t%(ggéd parties in Scotland, Northern Ireland,
and Wales about the importange>of ersal Service to them, due to the high
percentage of rural addresses os@ﬁre@%he Scottish Chambers of Commerce (SCC),
representing a network of @MQ inggses throughout Scotland, wrote:
N &
It is imperative th llcggsinesses in Scotland have access to a universal
service with regagf¥s @mail. While SCC supports competition, it is essential
that this is notonddicted in a way which could threaten the continuation of
the universéd service and therefore add unfair cost burdens to businesses in
rural areas throughout Scotland.*

The Northern Ireland Chamber of Commerce and Industry wrote that: “the one-price-
goes-anywhere universal service has particular significance for Northern Ireland given the
high percentage of rural addresses and the fact that it is the only region to be entirely served
by air and sea”.”

19 techUK (USO 30) page 3

20 Mail Users' Association (USO 23) para 1.1

21 Mail Users' Association (USO 23) para 3.1

22 Scottish Chambers of Commerce (USO 32) para 2

23 Northern Ireland Chamber of Commerce and Industry (USO 36) page 1
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14. The Welsh Local Government Association made the point about how the USO is
subsidised geographically:

The ability to receive the same standard of service at the same cost in rural
areas is of fundamental importance to residents and, in particular, businesses
in rural communities. The USO is a good example of how ‘rural proofing’ of
policies can work. It protects rural areas and effectively spreads costs across
all areas so that all areas experience the same service.**

Regional differences, in respect of rural and urban populations, highlight the cross-
subsiding nature of the Universal Service, to ensure the provision of the same service for all
in the whole of the United Kingdom.

Cost of the Universal Service Obligation to Royal Mail

15. The USO comes at a cost. The Social Market Foundation argueg, that the USO was
sustainable as it was cross-subsidised, both geographically and by pﬁuct:

The USO is currently funded by Royal MaikWhi@\i@,)costs of delivering
across the UK vary substantially, from th(&ea ) densely populated
urban areas to the more expensive, spa ely;popydated areas, retail prices
must be the same, regardless of wheg aily® beiatg sent within the UK. The
USO is effectively funded throu%&%meg’&l‘s ers paying more to subsidise
others. This cross-subsidy occuigs b%(thy@‘ography and product type. But
the financing of the USO iéq; el$§to %c;ghe under substantial pressure in the
future.? RS
Lo
16. However, the Social M E bdg{ién noted the cost of the USO to Royal Mail was

difficult to quantify : « \O\\" A

There is little tr m%a;ggzy over the actual cost of the USO, and therefore
how much cggs “iscing imposed on different groups of consumers or
businesses, dhis mikes the sustainability of the current model hard to assess;
and without fully understanding where the costs fall also makes it difficult for
policy-makers to make well-informed choices about potential measures to
ensure sustainability, both now and in the future.*

17. Richard Hooper—the author of three reports on the future of the postal services sector
in 2008 and 2010 and currently an adviser to the CEO of Royal Mail—based his
assessment of the costs of the USO on the following definition:

The USO is also defined by Ofcom as that set of products which are inside
the USO, for example parcels up to 20kg. It is better in my view to look at the

24 Welsh Local Government Association — Rural Forum (USO 24) para 3
25 The Social Market Foundation (USO 19) para 3
26 The Social Market Foundation (USO 19) para 8

27 The challenges and opportunities facing UK postal services, May 2008; Modernise or Decline, Cm 7529, 16 December
2008; and Saving the Royal Mail’s universal postal service in the digital age, Cm 7939, September 2010
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USO as a total network embracing ‘first mile’ and ‘Tast mile’ with a strong
element of fixed costs irrespective of volume. Your postman or postwoman
has to deliver to your house or flat or business six days a week whether he or
she has one letter for you or twenty.?

This definition was used by Moya Greene, the CEO of Royal Mail, when she estimated the
cost to be £7.2 billion.”” However, Ed Richards, the then CEO of Ofcom, offered a different
method of calculating the cost of the USO:

We have taken a different approach to it. That is the cost of the whole
network, but of what goes over that network of that £7.2 billion, only 20% is
USO defined—80% of what is carried over the network is not. When one
then asks what costs should be associated with which area, the numbers are
quite different. For example, in the Royal Mail’s own regulatory financial
statements, which it has to submit to us, the allocation from the USO, or the
cost of the USO, is not £7.2 billion but £2.7 billion. They @e very different

numbers.* é\o
0
18. Ed Richards went on to describe the profits that Rayal M@'ﬁ\mages from the Universal
Service Obligation: OQ QY
gation: P QN

The audited 2013-14 regulatory ﬁna@fm s't&? egqgt\’(\from Royal Mail to us—
so audited externally—reports a,Qpr tingS'profit of £484 million on
universal service mail after tra I‘IQ&IO)?]}OStS, which are one-off costs. If
you omit transformation c%@, t@‘g erating profit on the universal service
was £556 million, so half Q@lli?é@pouiﬁg of profit on the universal service in
the audited regulato outs far2013-14.%

Ofcom’s written evidence %o h@lj&l@?VAT benefits and economies of scale and scope
for any Universal Service Pr@e@

It has econom{@\(gg@'l\é and scope in relation to its historical position as the
Universal §&vice \Provider and potentially benefits in relation to brand
recognitic@and trust. Royal Mail also does not have to charge VAT for any
of its universal service or access products and this gives it an advantage over
its competitors for VAT exempt business customers (such as banks and other
financial institutions and charities) and for consumers and small
businesses.*

19. We invited Royal Mail to explain the discrepancy between its figure of £7.2 billion and
Ofcom’s figure of £2.7 billion. Royal Mail’s supplementary evidence stated that:

28 Richard Hooper (USO 06) para 2
29 Q22

30 QiI55

31 Q156

32 Ofcom (USO 29) page 2
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Both figures are taken from Royal Mail’s 2013-14 Audited Regulatory
Accounts.”® Both numbers, £2.7bn and £7.2bn, are calculated in line with the
Regulatory Accounting Guidelines specified by Ofcom, which Royal Mail
must abide by. An explanation of what each figure represents is as follows:

£7.2bn:

This figure represents the cost of maintaining a network that is capable of
delivering the Universal Service, is the appropriate cost measure to focus on
when considering ‘the cost of the Universal Service’. This view is also held by
Ofcom, as it uses the margin earned on this £7.2bn cost when assessing the
financial sustainability of the Universal Service.

Ofcom defines the costs associated with the Universal Service network as the
‘Reported Business’. The ‘Reported Business’, as defined by Ofcom, includes:

“The costs and revenues of both regulated and unreg l@g’d products that
depend on the core universal service activities for their ient provision. This
includes all universal service products, [ani non Q; retail bulk mail
products and access products”.

£2.7bn: (jo @f\

The £2.7bn figure is the propor@% é e %n ‘Reported Business’ cost,
which is allocated to Umver NSer@ce ucts that are delivered through
Royal Mail’s network. \\\ 82)

Importantly this ﬁguMesent the full cost of running a network
capable of dehverl@h eJdgﬁv al Service.*

Cost of the Universal %‘h/lcéﬁ) Royal Mail, region by region

N}
20. We also asked RQ}& l@l for a more detailed analysis of the cost of the Universal
Service, broken d@% into geographical areas across the United Kingdom, region by
region. Royal Mail replied with the following evidence:

Royal Mail’s Universal Service network is designed and run to serve the
whole of the UK with a uniform service specification as efficiently as possible
and maximising economies of scale. Much of its cost is comprised of national
overheads which cannot be meaningfully broken down into regional costs.
For example, the overnight road and air transport costs that allow Royal Mail
to deliver the First Class service cover the whole of the UK.

Royal Mail is required, by Ofcom, to maintain a zonal costing model. This
model assesses the variation in cost of delivering mail in 4 zones (London,
Urban, Suburban, and Rural). It does not calculate cost by geographic region.

33 Royal Mail Group Limited Regulatory Financial Statements 2013-14, June 2014
34 Royal Mail (USO 56) para 1
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This model only considers downstream cost which may vary by zone. It
therefore does not include key elements of the £7.2bn ‘Reported Business’
cost base that enable the end-to-end universal service. For example, central
overheads, collection, sortation and distribution of mail around the country
are not covered by the model. The results from this model are therefore not
well suited to assessing an accurate regional cost of the universal service.

However, taking this model as an indication of delivery costs only, it shows
that rural deliveries have a significantly higher cost than suburban or urban
deliveries, as may be expected. Sustaining the Universal Service network
relies on revenues from some areas of the country contributing to its overall
costs.

Also, as Ofcom disclosed, London is the most costly area for Royal Mail to
deliver according to the zonal costing model. This is due to factors including
the higher costs attributed in the model to property in L@don, as well as

higher wages paid to staff in the capital. Q‘/\
0
21. This supplementary evidence did not help us to u.t\dersta:iﬁ thg regional variations in

the cost of the Universal Service, but did corrobor; @%he S we heard in a different
Inquiry. In our Inquiry into the Implications of éf ﬁ Pendence on Business, Higher
Education and Research, and Postal Service ﬁn %‘(& the Director of Postal Policy
and Regulation at Consumer Futures, Io albf&hlh(ég answered a question about the
cost of delivering mail in Scotland: \\

There are networks that(&beﬁ?}ee otland and England and Wales and
Northern Ireland an @3‘0163 \@z% do not disaggregate those. We have an
obligation to deli\@naﬂ(@t a gniform price everywhere across the UK. We
do not separate out' t 3% &fgr Scotland in doing that. [...] We have 10,000
post boxes in Scotlaﬁa we collect from, for example, and 6,174 delivery
routes. It is true ¥4t 6"5& more expensive to deliver in rural areas than it is to
deliver in urpaf a@s There are massive rural areas in Wales, for example,
and also qu England and Northern Ireland. So I could not give you a
breakdown of what it is in Scotland. We do deliver about three times as much
mail in Scotland as is posted in Scotland. So Scotland is a net importer of
mail and that mail obviously then is delivered throughout the 16 postcodes
that make up Scotland. But I am afraid I cannot say what the profitability of
Scotland is.”

22. Given the fundamental importance of the USO, we were concerned to note that Royal
Mail were unable to provide a regional breakdown of the cost of the Universal Service
Obligation (USO). In addition, given the responsibility of Ofcom to protect the USO, we
were surprised to learn that there is no consensus between Royal Mail and Ofcom over
what constitutes the cost, revenues and profits of the USO. We recommend that both
Royal Mail and Ofcom should, as a matter of urgency, agree a set of financial metrics

35 BIS Committee, The Implications of Scottish Independence on Business; Higher Education and Research; and Postal
Services, HC 378-1, June 2013, Q72
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against which the costs should be measured. If necessary, this should be carried out by the
National Audit Office (NAO) or a mutually-agreed body of experts.

23. We recommend that Royal Mail—the Designated Universal Service Provider—using
these figures, provides a geographical analysis of where the Universal Service is profitable
and where it is not. Such detailed analysis and financial monitoring of the Universal
Service would provide the evidence to assess the long-term sustainability of the Universal
Service. This breakdown of costs should be included in Royal Mail’s Audited Regulatory
Accounts. If Royal Mail declines to provide these figures, we recommend that the
Government should consider extending the remit of Ofcom, to enable Ofcom to enforce
this requirement.
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3 Access mail and Direct Delivery mail

End-to-end competition can present either a risk to the viability of the USO if managed poorly or,
conversely, an opportunity if competition is managed by Ofcom in a fair and reasonable fashion.
[techUK]%®

Introduction

24. There are two types of competition in the postal services sector, Access mail and Direct
Delivery mail. Access Mail, also known as Downstream Access or Access Competition, is
when mail is collected and distributed from customers by a postal company other than
Royal Mail, but is then handed over to Royal Mail, for the final processing (known as Final
Mile delivery). Direct Delivery, or end-to-end delivery, is when postal operators other than
Royal Mail collect mail from customers and also deliver them through their own network.

25. The following diagram sets out clearly the different routes s\letters and parcels can
take, from sender to receiver, by using either parf.or altQer (fone of Royal Mail’s
infrastructure: Q" «0O '\'

(,O N >

[N

Collect = Initial sort Final sort - Deliver

—]

Business bulk mail

POST
OFFICE

Royal Mail

network

Direct delivery mail =—————— Universal service mail e——

Access mail e ———— Royal Mail business mail

Ofcom: news release, 2 December 2014

36 techUK (USO 30) para 4.6
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Ofcom’s Royal Mail Access Price Review illustrates the same routes, but in more detail:

< Upstream > <. Downstream >
' E E &N N NS SN SNSNSNSNB H N NN EEEN H I N EEEEEE NN

1
Inward 1
:. Collection . Ol:ntvavia:rd . “Trunking . mail . Delivery :. Recipient
1 hubs G network” centre offices P
(IMC)

Regional
Distribution
Centre
(RDC)

Downstream

Sender access
operator

End-to-end Recipient

Sender operator

Ofcom: Royal Mail Access Price Review, 2 December 201437 ((,

Qrb K(\’Q
Direct Delivery—a threat to the @%5& ayesult of cherry picking?

26. ‘Cherry picking’ is a phrase fr 1 \gﬁd q}escrlbe the effects of Direct Delivery.
Richard Hooper wrote that Roy all“&es ss -subsidisation to support the financial
viability of the USO, and that @f'y 815 &g\\}ndermmes that cross-subsidy:

The USO’s ﬁnanc&&éﬁl @ built on cross-subsidies from higher volume
cheaper-to-deliver gh the UK to lower volume more expensive-to-
deliver areas of Ceherry picking happens when an alternative carrier
such as WhlSi;L@lr elivers to the higher volume, cheaper-to-deliver areas
and requir x‘Royaé\/Iall to take the rest of their letters to the lower volume,
more expensive-to-deliver areas.*®

Moya Greene told the Committee that conditions should be placed on competitors who
offer Direct Delivery:

In other countries we have seen Governments put conditions on end-to-end
players, saying things like, ‘they must cover at least 80% of the land mass in
all of the regions within a very finite period of time’. That helps, because it
signals that you shall not be allowed to just cherry-pick the high-volume,
high-density, low-cost-to-serve areas at the expense of the universal service.”

37 Ofcom, Royal Mail access pricing review, 2 December 2014, page 20
38 Richard Hooper (USO 06) para 3
39 Q41
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Royal Mail’s written evidence explained in more detail the principle of cherry picking:

The UK’s economic geography makes the Universal Service challenging to
sustain. It also creates an attractive environment for cherry picking. In the
EU, the UK has the highest concentration of large, dense urban areas. These
are very attractive to a cherry-picking strategy: the densest 15% of the
population live in just 1% of UK landmass. Conversely, the UK has a
significant proportion of costly-to-serve rural areas: just 15% of the
population live in low density areas equating to 63% of the total UK
landmass. Direct Delivery is not, therefore, level playing field competition. It
is cherry picking arbitrage that both exploits the Universal Service and puts
its future at risk.*’

27. However, others refuted the significance of action described as ‘cherry picking’. The
Citizens Advice Service wrote that the current level of Direct Delivery is of such
insignificance that the Universal Service could not be under threat: (@

O

The slower growth rate of end to end competition mea‘l&hat these operators
deliver less than 1% of total addressed mail and Ofa\ér}l gsfimates that end to
end competition is less than 0.4% (altho ck&sbw ng that the number
of items carried by alternative operagézs rem%seréh a six-fold increase on
2011 mail volumes). Royal Mail sgﬂ\\rema‘&s largest player in the UK
postal market and retains marke etters delivery market and in
the delivery of lower weig¥t pak § qa though it is becoming less
preponderant in relation %e&h@ar etlas a whole and delivery of higher
weight parcels is genera&ﬁi}no Comgetitive. !
Q,V“ b O
Royal Mail's subm:ss:dn*?o\éfcgmo

28. Royal Mail wrote to O c@m 1@ une 2014, highlighting its concerns over the future of
the Universal Service. ett@, 5> Direct Delivery: a threat to the Universal Postal Service,
stated that, as a resul& r competition from companies offering Direct Delivery, the
Universal Service *@ﬂas in danger, and that “Direct Delivery is in reality not level playing
field competition that brings benefits to consumers.*? Royal Mail’s written evidence stated

that “the Universal Service is precious. But, it is also fragile and is becoming more so”.**

29. Royal Mail’s submission highlighted what it believed to be the impact of Whistl’s** plan
to deliver letters to around 43% of UK addresses by 2017:

Direct delivery could undermine our ability to finance the USO: Direct
delivery entails cherry picking urban areas, easier-to-handle mail and

40 Royal Mail (USO 37) paras 1.15 and 1.16
41 The Citizens Advice Service (USO 20) para 3.4 and 3.5

42 Royal Mail plc, Direct Delivery: a Threat to the Universal Postal Service Requlatory Submission to Ofcom, June 2014,
extracts from executive summary

43 Royal Mail (USO 37) 1.9

44 Royal Mail's letter used the name of TNT Post, which was the former name of Whistl and the correct name at the
time of Royal Mail writing to Ofcom.
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offering a less frequent service. This removed from Royal Mail revenues that
are currently deployed to support the costs of the USO. It puts at risk the
current system of funding the USO.*

However, Nick Wells, the CEO of Whistl, refuted the claim of cherry-picking:

We are also a by-product of the liberalisation of the postal market and we
signed an access agreement in 2004. Where we started to do the collection,
trunking and sorting, but we handed over all our mail to Royal Mail. In 2012
we started doing our own end-to-end deliveries. [...] It is impossible for us to
cherry-pick because of an arrangement we made four years ago with Royal
Mail called zonal pricing.*

30. In its June 2014 letter, Royal Mail asked Ofcom to carry out a full review of Direct
Delivery and its impact on the USO, and wrote that regulatory changes would be needed in
order to protect the Universal Service.*” In evidence to us, Moya Greer@ set out the reasons
behind this position:

We are not asking for subsidy; we are asking for the \S lymg economics of
the universal service to be recognised anéﬁor th@ rt@\' of the game to be
fair.* (50 S \(\
However, Citizens Advice Service did not@ve{aﬂnat @yal Mail had made a sufficient
case for action to be taken: Q Q ’l/
N

VO«

Although Royal Mail’s rec%%/re@a bmission to Ofcom suggested that
the USO is under thr@ ncts‘he 1s of end-to-end competition in the
market, this submissi (&@b no{Provide compelling, robust evidence based
reasons for immedjate {@&veé’ﬁon to protect the sustainability of the USO.*

0@

Ofcom'’s response e Q\'

31. On 2 December Qﬁl4, C&com published its Review of end-to-end competition in the
postal sector, settifig-out the results of its review of whether the Universal Service was in
danger. It stated that “at the heart of Royal Mail’s submissions is its claim that that unless
Ofcom takes regulatory action in relation to end-to-end competition, Royal Mail’s ability
to finance the Universal Service will be undermined”.” It described the Review in the
following terms:

In this review, we have considered the evidence available to us, including the
most recent information from Royal Mail’s 2014 Business Plan, the latest

45 Royal Mail plc, Direct Delivery: a Threat to the Universal Postal Service Requlatory Submission to Ofcom,, June 2014,
executive summary

46 Q4

47 Royal Mail plc, Direct Delivery: a Threat to the Universal Postal Service Regulatory Submission to Ofcom,, June 2014,
executive summary

48 Q26
49 The Citizens Advice Service (USO 20) para 6.4

50 Ofcom, Review of end-to-end competition in the postal sector,, 2 December 2014, executive summary
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results from our ongoing monitoring programme and Whistl’s rollout plans.
We have also considered the argument in Royal Mail’s June 2014
Submission. We have assessed whether, in light of the evidence, the impact of
end-to-end competition from Whistl is likely to pose a threat to the provision
by Royal Mail of a financially sustainable and efficient universal postal
service. To this end, we have assessed the forecast financial position of the
universal service, and the arguments which Royal Mail and other
stakeholders have put to us about the likely impact of end-to-end
competition on that financial position.*!

32. Through its ongoing monitoring of the postal sector, Ofcom receives formal
notifications from Whistl, under the Notification Condition, which requires any operator
to give three months’ notice of its intention to enter or expand its letter delivery service.
Such operators are also required to provide Ofcom with their future volume forecasts,
operational and business plans, and any future geographical areas to be entered, with a
timetable for such entry or expansion, subject to minimum additionak¥olume requirement

of 2.5 million items per quarter.”* Ofcom’s review stated that it ‘informed itself of the
developing position regarding end-to-end letter comp&tltlon che Whistl commenced its
trial”.% Q
&S & >

33. While assessing the evidence, Ofcom wrote @t it 6&31({&% ‘whether the legal tests in
the Postal Services Act 2011 for imposing (@&tlons on end-to-end operators
are met, and/or whether we should be u ? ﬁ’y\other work in light of our duty to
secure the universal service”.>* The r dQ‘aJ\l éhrt is littered with redacted paragraphs,

due to commercial sensitivity. Ho ) @E m&@l ed that:

While the significa a]o y \}ormatlon provided to Ofcom by Whistl
is commercially cg%deﬁualéf* has publicly stated that its rollout plan is
behind schedule. By‘me Qd of 2014, it had expected to be delivering to
around 15% of th ‘&)urﬁﬂ’y but it is currently only delivering to around 7%.
(For example, gqia @'}énned to also be delivering in Edinburgh, Glasgow,
Birmingha a1d K35t London by now). As set out in our annual monitoring
update, VRitist] only delivered around 0.5% of the total addressed letter mail
market in 2013-14.>

34. Having considered the relevant evidence cited above, Ofcom decided that, for the time
being, the Universal Service Obligation was not under threat:

For the reasons set out in this document, we do not consider it necessary at
this time to exercise our regulatory powers under the Postal Services Act
2011 to impose regulatory conditions on Whistl in order to secure the
ongoing provision of a universal postal service. We do not consider that the

51 Ofcom, Review of end-to-end competition in the postal sector,, 2 December 2014, para 1.7
52 Ibid, para 2.17 and footnote 11
53 Ibid, para 2.17

54 Ofcom, Review of end-to-end competition in the postal sector,, 2 December 2014, para 1.8

55 Ibid, para 2.18
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provision of the universal postal service is under threat, and as a result we do
not consider that the legal tests for imposing such regulatory conditions are
met.*®

However, Ofcom included the following caveat:

Our decision not to intervene at this point does not imply that we are ruling
out such a course of action at some point in the future, if circumstances
change. As we set out in our March 2013 end-to-end Guidance, we consider
we could implement GUSCs within six to nine months if it was necessary to
secure the provision of a universal postal service. To this end, we will
continue to monitor the situation closely.”’

Regulatory intervention

General Universal Service Obligation

35. Although Ofcom concluded that the viability of the USO
threat, it was not beyond the remit of Ofcom to place ¢

<
Ok

23

N
\(ﬁs not under immediate
\Qr,lditiq@ oa)other postal operators

at any point in the future. Ed Richards told us of (1;@? tw&\%a}@()nditions that could be
. . Q
imposed: (50 ' X

NN
There are two most obvious ong?%ne(\is\ an&%ligation to deliver over a
specific geographic area and thédth 1erbs bﬁﬁé\eliver on a specific number of
days. In other words, thergQre {e‘ﬁncgﬁbligations, which would have an
impact upon the underly@ coc\tb\strqo&b,are of the new entrant. Those are the

t t obvi d .58 O
wo most obvious anQ?&’a\r 8& si\ \\\\

<
36. In supplementary eviéeﬁc%ﬁf oDt wrote that such a General Universal Service
Condition could be imposeds%n@q postal operator (under Section 42 of the Postal
Services Act 2011) within ‘6@80 ,gﬁ?e months:
Q

In our March\%OQquidance on end-to-end competition we said that the
most likefequirements of such a GUSC would be to require new entrants
to deliver mail more days per week and/or over a greater geographic than it
had planned.

However, a GUSC cannot replicate the requirements of the Universal Service
i.e. they may not require a person to:

e Deliver or collect letters six days per week (packets five days per week);

e DProvide a service throughout the UK; or

56 Ibid, para 1.9
57 Ibid, para 1.12

58 Q153
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e Provide a service at an affordable price which is uniform throughout the
UK.”

Universal Service Compensation Fund

37. The other regulatory intervention available to Ofcom, in accordance with Section 44 of
the Postal Services Act 2011, is the creation of a Universal Service Compensation Fund.
Ofcom’s supplementary evidence described the longer process required to create such a
fund:

First, prior to October 2016, the Secretary of State for Business would need to
direct Ofcom to review the net cost of the universal service (after this time,
we could choose to undertake a review at our discretion);

Second, Ofcom would need to review the net cost of the universal service;

Third, if that review established that complying with g{e&umversal service
obligations imposes a financial burden on Royal Mailxfcom would have to

determine whether it considered that ﬁnancmlburdéfl\ to@e unfair, and if so,
to what extent it was unfair; <0
(JO Q ’19

Fourth, if Ofcom did determine that <<'un\wz:brs%\%‘ewlce imposed an unfair
financial burden on Royal Mail, QWourleVhav&&o report to the Secretary of
State setting out recommendagtons e@ t e action, if any, that Ofcom
consider should be taken to @l tf’Ptth'}irden,

Fifth, the Secretary of Sé@t(g wquld }@ve to direct Ofcom to set up a fund; and
Finally, Ofcom wo@ﬁ ha&% to 6@51gn, consult and then establish the fund.®

38. However, Royal Mail wa@%o@nvmced that Ofcom could intervene as quickly as it
had suggested: \Q Q’\«

Ofcom ha &ﬁd th?t it could intervene quickly if needed. However, even to
undertake*a review of direct delivery could take a year or more. Any
subsequent interventions could take many years to design, implement and
take effect.!

In particular, Royal Mail argued that any compensation fund “could take at least 3-4
years to put in place” and would be of “doubtful value thereafter”.®* This point was
supported by techUK, which argued that a universal service compensation fund
would take too long to set up and “does not effectively mitigate the threat to the
Uso”.s

59 Ofcom (USO 54)

60 Ofcom (USO 54)

61 Royal Mail (USO 37) para 1.4
62 Ibid

63 techUK (USO 30) para 4.15
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39. Cherry picking is a phrase often used in postal services to describe the easy, most
profitable sections of mail services taken by Royal Mail’s competitors. Cherry picking is
available to Royal Mail competitors but, at the moment, affects only a very small
percentage of Royal Mail’s total business. This could change quickly, given the ambitions
of some of Royal Mail’s rivals in the market. Both Royal Mail and Ofcom need an
evidence base upon which to gauge the potential threats to the sustainability of the USO
in the event of a higher level of market penetration by other providers. We note the
decision by Ofcom that, currently, the level of the threat does not justify intervention. We
also note that Ofcom is mandated to monitor the situation.

40. Ofcom has the power to impose a General Universal Service Obligation on postal
operators other than the Universal Service Designated Provider (Royal Mail), in order to
protect the Universal Service. We have yet to be convinced that Ofcom could impose the
General Universal Service Obligation within the predicted six to eight months. We
recommend that Ofcom publish a more detailed timeline for its implementation and an
assessment that the timescale is fast enough to avoid a failure 1r§\g¢% Universal Service,
even in the short term. g

41. The alternative regulatory condition—the Univq&)l {évicaé@ompensation Fund—
involves a lengthy delay in implementation. To a@d W aYelay, we recommend that
the Secretary of State directs Ofcom to review fhe, Q?,P coqt)((\)f the Universal Service, in
accordance with the Postal Services Act 20@ (\,\\ G

S P
Views of the Universal Servi@s@%ﬁd iPchange?

O & J°

42. A number of our witnesses sggosoge scope’in reviewing or changing the requirements
of the Universal Service Ob@%nqjﬁicw ells, the CEO of Whistl, had an open-minded
view: < &\f;(\ oo
NN
Most countries in tRe ern world are currently reviewing their universal
service obligatig}%. F@\éxample, Italy and the Netherlands have reduced that
to five daysx®we@® I am not advocating this. In Moya’s own country,
Canada, they will stop delivering to letterboxes in the next five years and only
go to community post-boxes. That is certainly not something that we would
want to see, but the point here is that it will need reviewing.**

43. Adam Scorer, Director of Consumer Futures at Citizens Advice, also saw the possibility
of reducing the current six days a week service,* while Alan Halfacre, Chairman of the
Mail Users Association, argued that the first-class postal service was not as important as
some would suggest:

If you need to get something to an individual the following day, there are
mechanisms. They are expensive for physical items, but are they the only way
the citizen can communicate? We come down to, ‘T want to send my birthday
card’. Well, try to remember to do it the day before rather than the last day.

64 Q37
65 Q115and 116
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You have been getting round to it for a long time, but, no, you have to do it
two days before instead of one day before. [...] It is not a social stigma to put
a second class stamp on a letter.*

44. However, despite emphasising the cost of the USO to Royal Mail, Moya Greene said
that Royal Mail was “very committed to the universal service in its current form” and did
not see the need to change it.”’

45. There has already been an extensive debate about the requirements of the Universal
Service Obligation. The Committee strongly believes that it would be inappropriate to
change the current requirements of the Universal Service Obligation.

Price to customers

46. In March 2012, Ofcom introduced a new regulatory framework and provided Royal
Mail with greater freedom on pricing for the majority of its services,&fcom’s Royal Mail
Access Pricing Review described the intention and risks attached to gﬁ% decision:

Our objectives were to grant Royal Mail sufﬁg{ent p(ié\\gg,;lemblhty to ensure
it could continue to provide the unlversal Stistainable basis and
sufficient commercial freedoms apg(\ towﬂg changing market
environment. We also aimed to mé‘ftam\(\th fﬁeneﬁts of competition in
supporting the efficient pr0v15101b~9¥v[he,b$nw§(§ service.

We recognised that rem0v1 r er 'B’ls would come with serious risks.
We considered the mos ni shnt ,qhese to be the risk that Royal Mail
would not take on the ll oﬁéprovmg efficiency and would rely solely
on pricing to retu@\ 1\3@% itability, potentially excluding vulnerable
customers and pre plg‘tf?n %ore rapid decline in the mail market.®

47. Safeguards were ther @€ place by Ofcom, including capping the price of second
class letter stamps at 5@ a %appmg large letters and small parcels (up to 2kg) at a 53%
increase, to ensu é&' baste universal service is available to all® In its latest annual
monitoring update; Ofcom wrote that customers were generally satisfied with the cost of
stamps and service, stating that “the latest ONS data shows weekly household expenditure
on postal services to around 0.1% (60p) of total expenditure based on 2012 prices. This is a
little less than the current price of a single First Class stamp”.”° It also wrote that:

In terms of customers and consumers, our research indicates the vast majority
of consumers are satisfied with their postal services and that prices remain
affordable for almost all consumers. Whilst First and Second Class stamp
letter and large letter prices did not increase in 2013, prices of these increased

66 Q119
67 Q37

68 Ofcom, Royal Mail access pricing review, 2 December 2014, paras 3.24 and 3.25

69 Ofcom, Royal Mail access pricing review,, para 3.25 and Annual monitoring update on the postal market, 2013-14,

para 5.9

70 Ofcom, Annual monitoring update on the postal market, 2013-14, para 5.30
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above inflation in 2014. However the safeguard cap on Second Class stamps
will continue to protect vulnerable consumers in the future. Royal Mail
significantly improved its quality of service, following a number of failed
targets in the last year. First and Second Class national targets were met,
however the Postcode Area (PCA)target was missed, albeit narrowly. We will
nonetheless continue to monitor Royal Mail’s progress on quality of service
performance.”!

48. Ofcom’s Annual Report also highlighted its monitoring of affordability in the future:

We will continue to use our quantitative consumer survey for residential
consumers and businesses [...] to enable us to monitor use of postal services,
and to assess the affordability of services in the universal service, value for
money and satisfaction with post and postal prices.”

49. We note that Royal Mail has again increased its prices this year, Royal Mail should
not increase prices in an attempt either to increase its own proﬁl;@ﬁzels or to protect the
Universal Service Obligation, without continuing to increds¢ the efficiency of its
operations, thereby reducing its costs and enabling it tz\‘im{gq@ Qi&c—;tandank of service.

R

O
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&

71 Ofcom, Annual monitoring update on the postal market, 2013-14, para 1.6
72  Ibid, para 5.31
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4 Competition and efficiency

Royal Mail is the dominant incumbent and has huge efficiencies of scale. It has a massively trusted
brand. It has so much going for it. The extent to which it will maintain that level of dominance or
market power will depend on how it is able to deliver products [...] that will enable it to win in
what will become a very competitive market. [Adam Scorer, Citizens Advice Service]”

Competition in the postal sector

50. The third Postal Services Directive 2008 requires all EU postal markets to be opened to
competition, and the Postal Services Act 2011 reflects that requirement. Our written
evidence highlighted the benefits of such competition. BBC TV Licensing wrote that:

Continued development of competition with the proviso the universal service
is not impacted, will lead to continued improvements igoq%ality of service,
continued downward pressure on prices, greater Q%@ICC and continued
product innovation. As a mailer who mails agross t L() on a regular basis
such developments are vital to our acti)ﬁﬁty @: go some way to
protecting our budgeted expenditure%@n M. Si¢h a development is
extremely important as our activity i@nde@frong\%he public purse.”
Ko

The Mail Users’ Association wrote th t@AanI@Siti,c{lﬁ\in the postal sector had enabled
sustainability in the market and tha @k{e@iﬁo "had benefited “an otherwise declining
commercial scenario”.”” Not su mg@; thif® view was supported by Royal Mail’s
competitors. Nick Wells, the of Whistihargued that without competition there was
“no catalyst to keep prices loW",’® gtiile Mail believed that competition was “a vital
spur to improved choice “¢or fail ,QQ s, and to increased efficiency by all operators,
including Royal Mail”.”’ Q\\}o (:>®

%
51. Ofcom also highlig}&tf\g t&é;h?éneﬁts of competition in the postal sector:
Q

X
There ar%g number of potential benefits from other postal operators
competing with Royal Mail in the delivery of mail. Most importantly entry
can strengthen the incentives on Royal Mail to improve efficiency and reduce
its costs.

In addition, if end-to-end competition results in lower prices for certain
types of users, it may reduce the rate at which volumes decline for the whole

73 Q135

74 BBCTV Licensing (USO 16) paras 3.1.1. and 3.1.3
75 Mail Users' Association (USO 23) para 2

76 Q27

77 UK Mail (USO 27) para 1.4
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industry. Competition may also benefit customers through increased
innovation and value added services.”

Royal Mail efficiency

52. Under Section 29 of the Postal Services Act 2011, Ofcom has to have regard to: “the
need for the provision of a Universal Provider Service to be efficient before the end of a
reasonable period and for its provision to continue to be efficient at all subsequent times”.”
In its discharge of that duty, Ofcom monitors both those services provided by the USO and
Royal Mail’s so-called ‘Reported Business’, which means that it has a duty to comment on
the efficiency of services that are in Royal Mail’'s Reported Business, but not necessarily
within the USO.

53. In evidence to us, Ofcom clarified what the term ‘Reported Business’ covered:

The ‘Reported Business’ is that part of Royal Mail Grogp that uses the
universal service network (also known as the core net H() for collection,
sortation, transportation or delivery of postal packéts (both letters and
parcels). As such it includes both UniversgNSeryij éducts such as First
and Second Class letters and parcels, Spe i€) De S%ry xt day, etc. and non-
Universal Service products such as R §tae1 eﬁ} ref@M bulk mail, access mail,
unaddressed mail, etc. The Repo&%ﬁ‘ Bl,u}le part of Royal Mail's UK
Parcels, International and Lett ’B Lybusiness unit but excludes the

activities and products of Pagg nt*e hational and Royal Mail Estates
Ltd.® \\‘ >
@O $
@Q’v >
© '\
X
Q C:>®
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78 Ofcom, End-to-End competition in the postal sector: final guidance on Ofcom’s approach to assessing the impact on
the universal postal service, 27 March 2013, paras 3.15 and 3.16

79 Section 29, 3b, the Postal Services Act 2011
80 Ofcom (USO 57)
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54. Royal Mail’s regulatory financial statements for 2013/14 provides a graphic of its
products included in the Reported Business:

Revemge
100% Royal Mail plc
GLS and other non core (RoMEC)
0,
82% UKPIL
Parcelforce Worldwide, Royal Mail Property Unit
and Inter company eliminations
78%
Key products End to End
Parcels >2kg, Unadressed, Specialist Services, Stamps
& Collectables, Special Delivery 9.00am & Account
70%
49%
Network Access
All products
33%
uso )
Key products

1st & 2nd Class single piece Account
letters & parcels

Special Delivery Stamp & Meter
Redirections

Royal Mail Signed For

Local Collection & Keepsake social
International Airmail & Surface letters
& parcels e.g. International Standard,
International Economy

v\S\ .\\\ 0\
%Rep ed Business ———> |
4—‘6—@\\—6(\— UKPIL >
< \‘)Q @evant Group (Royal Mail plc) >
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55.In its Report, Review of end-to-end competition in the postal sector, published in
December 2014, Ofcom returned to the matter of Royal Mail’s efficiency in relation to the
viability of the Universal Service:

~/

Beyond the next few years, our assessment of the sustainability of the
universal service becomes less certain. However, to a significant extent, this
uncertainty is due to factors other than end-to-end competition, including
Royal Mail’s ability to reduce its costs to reflect the reduced workload, and
deliver efficiency savings, and the success of its parcels strategy. Relatively
small changes in parcel volumes, hours worked, pay increases or pension

81 Royal Mail, Regulatory financial statements, 2013-14
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costs could significantly affect its future EBIT margins by as much as, or
more than, the impact of end-to-end competition.*

UK parcels market

56. Ofcom described the three priorities contained in Royal Mail’s overall strategy: being a
successful parcels business; managing a decline in letters; and being customer focused.®
The chart below, included in Ofcom’s written evidence, highlights the competitive nature
of the UK parcel market:

UK domestic parcel revenue market share

Others
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57. Ofcom cited RBC Capi ?@t in July 2014 describing ‘parcels, not Ofcom, as its

biggest concern’® and \éé’sc%‘bfa Royal Mail’s own uncertainty surrounding parcel

. (@) .
revenues: &&, QQ

O
As notedﬁ)y Royal Mail, the parcels market is very competitive and
competition has recently intensified, particularly from UK Mail, DPD,
Hermes and Amazon’s roll-out of its own delivery service, which started in
January 2014. [...] Parcel operators compete with Royal Mail both on price,
and technological and service innovations. Many operators are using digital
technology to drive innovation. Royal Mail notes, in its June 2014
submission, that innovation is a key feature of the UK parcels market. For
example, earlier this year, Parcelforce launched an interactive service
enabling customers to arrange for a parcel to be delivered on a different day
or to a different address by SMS or email. In March 2014, parcel operator

82 Ofcom, Review of end-to-end competition in the postal sector, 2 December 2014, paras 3.105 to 3.107
83 Ofcom (USO 29)

84 BIS Committee analysis of UBS data, Ofcom (USO 29)

85 Ofcom (USO 29)
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DPD also announced enhancements to its ‘Predict’ service, which notified
recipients of the time of delivery to within a 15 minute window.®

58. But Royal Mail’s competitors have gone further, as explained by evidence from the Mail
Competition Forum:

Competitors to Royal Mail have also brought innovation to mail services in
vital areas such as hybrid (physical-to-electronic) mail. Hybrid mail
combines electronic communication (including mobile telephony and the
internet) with physical communication to allow business and social users to
send items using the electronic devices common in everyday life. [...] The
MCF believes these benefits from competition have had an important (if
unmeasurable) impact in mitigating the decline in mail volumes, by
encouraging continued or even new use of mail.*

59. Royal Malil is free to respond to competition in the bulk-mail m@rket and the parcel
market (over 20kg) in any way it sees fit, as those areas are not 1rxg®1ded in the Universal
Service Obligation. However, in November 2014, Royal Mail pubh!?hed its Financial Report

revenue was down by 1 per cent: (JQ (\* Q
At £1,461 million, UKPIL parcel re ﬁ%‘éﬁ one per cent. This was
primarily due to the impact of a chak“ge ’\the of the parcels we carry and

Its trading update for the %nexgﬁ?og{l@onded 28 December 2014 showed an increase i

the highly competitive env1ron@nt {thh} parcels market. We estimate
Amazon’s own delivery net\@k \(1‘9 redyice the annual rate of growth in the
UK addressable market t@@ 2 ‘g‘ér cgﬁ? for approximately two years. UKPIL
parcel volume grew b%‘%\o gﬁg{(@

R\

volume of UK parcels by 3%@ @Q&nue stayed flat.®8

60. Written evidence fr@\l?t}gﬁéll Competition Forum (MCF) stated that:

The Mail Q&npetmon Forum believes and provides evidence that Royal Mail
has persistently failed to achieve reasonable productivity improvement and it
is that inefficiency, rather than the commercial effect of efficient competition,
which represents the major threat to USO provision.*

61. The Citizens Advice Service told us:

Competition has not benefitted all groups of social consumers equally,
particularly those in rural and remote areas who have limited choice and are
more reliant on the USO. We have a significant body of evidence of
detriment to rural and remote consumers in a parcels market including non-

for the half year (from April to September 2014), sn\d }}igkﬂﬁ\gh@d the fact that parcel

86
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Mail Competition Forum (USO 01) paras 2.4 and 2.5
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deliveries, delivery surcharges and lengthy journeys to collect undelivered
items.*

UK Bulk Mail

62. Ed Richards, the then CE of Ofcom, told us that bulk mail was not supervised by the
regulator and that it was “a commercially-determined service”,”* which was determined by
business decisions:

When they go to Whistl, for example, or others, they say, ‘We are content
with a three-day-a-week service’, which is precisely why Whistl has offered a
three-day service. If business users wanted a six-day service for their bulk
mail, Whistl would have to offer it, so there is a big difference.*

Chris Rowsell, Competition Policy Director at Ofcom, highlighted the fact that this
approach worked efficiently in the Netherlands and Denmark, whergthe USO items are
delivered on the required days, but non-USO items were delivereg}@ larger quantities, on

fewer days.”” Ed Richards summarised this point: "
KRNI
Business users can determine their needs i@?he 9 Whormal commercial
arrangements are determined, and we to¥halsesure that developments
in that area are consistent with the Ug&’andﬁhe x-days-a-week delivery.*
Av rb&\o\

63. The evidence that we received s st that nggyal Mail still has to match the
technical innovations introduced byo@lanz‘ itg\'&')mpetitors. These innovations more
clearly match the expectations on’le rs,oﬁ‘.?well as contributing to the efficiency of
competing postal operators. ?g‘ & \\&
I O R
IR S .
Royal Mail’s price str%ctg?eé(anatlonal average prices and zonal
: >
prices IO
¢ QY
64. Royal Mail’s price stfuctyxe varies depending on whether the postal operator asks Royal
Mail to deliver the &irral Mite, across the United Kingdom, or whether the postal operator
asks Royal Mail to ‘deliver to certain parts of the United Kingdom only. Written evidence
from Ofcom explained the difference between the pricing:

Royal Mail offers two types of pricing plan for access: national average prices
and zonal prices. To qualify for national average prices an access operator
must be asking Royal Mail to deliver mail across the whole of the UK, in the
same geographical pattern as Royal Mail delivers. If an access operator is
asking Royal Mail to deliver in just certain areas or geographies of the UK,

90 The Citizens Advice Service (USO 20) para 4.4
91 Q178

92 Q174

93 Q183

94 QQ 186 and 187
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Royal Mail can set zonal prices which reflect the costs in those geographic
areas.”

65. Zonal pricing helps to protect Royal Mail against any artificial competitive advantage
from its competitors. For example, it ensures that Whistl must have a genuine source of
competitive advantage over Royal Mail in the areas it chooses to enter. While this is a
useful safeguard, Adam Scorer, from Citizen’s Advice, cautioned that it should not be used
for restrictive reasons and that “Royal Mail does not protect its incumbent position in
unfair ways”.*

66. In January 2014, Royal Mail proposed several changes to its zonal charges which
reduced the charges for the Urban and London Zones, while significantly increasing
charges for the Suburban and Rural Zones. Moya Greene, the CEO of Royal Mail, told the
Committee:

What I will say about the zonal pricing that we had attempted to put into the
market is that it was meant to partially offset this threat Qﬁ%iphoning off the
very, very high-volume urban mail, siphoning it owiof the Royal Mail
system, so that neither that traffic nor the{e.venqé\tkgt go along with it
would be available to underpin the econo@ of& niv% sal Service.”

QO

67.On 2 December 2014, Ofcom announceé(%at\ﬁ‘rb oﬁ‘d be reviewing Royal Mail’s
proposed increase in zonal access pricing h@’usgb&'w s&ncerned that the changes could
“act to discourage and potentially prevelQ&ntQQa déxpansion into bulk mail delivery by
another operator” and therefore haveo@nagg‘ e inpact on consumers.” Ed Richards told
us that Royal Mail’s proposed zo(@p%&tﬁg @ the potential to skew its access prices in
order to inhibit competition: Q)v @b\ ,QQO
What we have sai&kon @k}ﬁ%ing is that Royal Mail has the freedom to set
its margin as it choQ8€s. Rowever, what we have said to ensure that, that is
consistent with %&ir approach for the market overall, is that that should be
consistent frog®zoiggto zone, and that the prices should be reflective of the
costs in t?’ones. hat seems, to us, to be a reasonable and fair basis. In
other words, where Royal Mail has higher costs, it is able to charge a higher
price, but it is not able simply to select a price that suits its ability to inhibit,
or to risk inhibiting, competition when that competition can offer something
useful for consumers and the market.”

95 Ofcom (USO 29)

96 Q137

97 Q34

98 Ofcom, Royal Mail access pricing review, 2 December 2014, para 1.4

99 Q162
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68. We support Ofcom’s consultation on the level of zonal pricing set by Royal Mail. Any
recommendations arising from that consultation must balance the need for Royal Mail to
retain the freedom to set its prices, dependent on the cost of delivering in that area, with
the benefits of retaining an open market and increasing competition. Royal Mail are free
to set zonal pricing, but it should be based on actual costs of delivering to those zones, and
not as a device to deter, or even stifle, competition. There is a fine balancing act to be set.
Ofcom must set out the timetable for this consultation, and when a decision will be made.

Labour costs

69. The major part of the costs in the postal sector are labour costs because letters and
parcels have to be delivered by a person. Adam Scorer, from Citizens Advice, was
concerned that recent developments could lead to a “race to the bottom” in terms of
services:

We have seen it in lots of other markets on the customer¢§ervices side. [It]
inevitably leads to a lower level of service, higher degree@,s\of complaint and a
lack of trust and confidence in engaging in those marRets. I could see clear
detriment, if that was done as a necessa 'ne@éer t response to the
growth of competition.'® & Q \(\’lx

. . & Q&

That said, greater competition does not ssarity ire cutting labour costs. As
supplementary evidence from the CWU hgghli 16’&1: N
pp ry R O% e
All the evidence is that if y&%a&xo
approach to solving prgblem < mékes for a successful company. Decent
terms and condition% e@ﬁq@%nt will help to maintain a committed,

motivated workf@ I_e%C@ngoQo higher productivity and a better quality

postal service for cus@e@”

Q
70. Evidence from Royab%@,g?so highlighted these points about labour terms and
conditions: \'&0 >

N
Jetwell and if you have a collaborative

O
Royal Maﬁ)elieves that industry standards need to be improved and that this
can be best achieved through either an industry-wide quality standard and/or
regulation. We believe that current basic requirements would help to ensure
the parcels industry delivers a better service for consumers.'?*

100 Q132
101 CWU (USO 55) para 2
102 Royal Mail (USO 37) para 4.7
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Royal Mail’s written evidence then went on to highlight differences in terms and
conditions between their own staff and staff from other companies:

Proposed Standard Current Practice
- Delivery staff required to declare past | - Royal Mail ensures all staff are
criminal convictions CRB checked. We do not believe
this is the case for most other
companies
- Requirement to provide appropriate - Royal Mail provides appropriate
driver training to delivery staff driver training for the type of

vehicles staff are expected to use.
Some operators use private
vehicles for delivery

- All operators required to adhere to Royal Mail is already subject to

standardised alternative delivery strict regulation on where it can
options when the recipient isn’t deliver parcels in the event the
available recipient is out

- This requirement does not apply to
other parcel operators

- Requirement to publish complaints - Royal Mail is required to publish its

handling schemes complaints handling scheme as
well as the number of complaints it
receives. Other parcel operators
are not required to do so

- Requirement to adhere to good Royal Mail pays a living wage,
employment standards invests in its people and ensures
high quality jobs with appropriate
training. Some other large parcel
operators opt for a
self-employment model

‘QQ’Y \’u

Royal Mail written evidence:&'b QQ

71. CWU’s writte@&idence contrasted the terms and conditions of Royal Mail employees
with those of its competitors:

In the parcels sector, several carriers including Hermes and Yodel use low-
cost lifestyle couriers who are treated as self-employed and are therefore not
entitled to the National Minimum Wage. They are routinely paid a rate per
successfully delivered item which often makes it impossible to earn a
reasonable rate of pay. In one company, rates are as little as £0.20-£1.20 per
successful delivery, equating to only £3.70-£5.30 per hour.'™*

72. However, supplementary evidence requested by the Committee from Royal Mail’s
competitors would seem to question Royal Mail’s assertion. TNT UK Ltd has one
employee on a zero-hours contract, out of a total of 9,000 staff.'®® UK Mail wrote that they

103 Royal Mail (USO 37) table 1
104 CWU (USO 18) para 24
105 TNT UK Ltd (USO 51)



http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/15232.html
http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/14718.html
http://data.parliament.uk/writtenevidence/committeeevidence.svc/evidencedocument/business-innovation-and-skills-committee/competition-in-the-uk-postal-sector-and-the-universal-service-obligation/written/16999.html

Competition in the postal services sector and the Universal Service Obligation 37

have no employees on zero-hours contracts.' Whistl gave detailed information on its
staft’s terms and conditions: at the time of writing, there were: 6.9% of staftf who had
contracts for under 13 hours per week (predominantly Saturday workers and students); all
employees who had completed three months’ service were paid above the adult national
minimum wage (excluding some apprenticeships); employees’” basic pay range is £6.50 to
£6.57 (outside London) and £7.10 to £7.37 (London); CRB checks are made either when
staff are engaged or on a random basis after employment; Nearly half of all Whistl
employees (48%) are on zero hour contacts.'”” In reference to those on zero-hour contracts,
Whistl’s supplementary evidence stated that:

Whistl has recently reached agreement in principle with its recognised Trade
Union, Community, that an employee will be offered an alternative, fixed
hours contract after the end of an appropriate probation period. The
employee may elect to remain on a flexible (zero hours) contract.'®

73. However, as Ed Richards, pointed out, Ofcom has no responsibilityein this area::
O

Labour costs, and employment law and the regulaq:%n of the price of
labour—the minimum wage and all those sorts of thii%séﬁre clearly not part
of our remit. We cannot deal with that.(We ag® vef® much a creature of

statute. We do what the statute tells u&j{p dognd Qs very clear that that is

not 3 109 K Q &

part of our duties. v% o
N 2

When he was asked whether Ofcom wq&l st\lﬁy t’h}\g\quality of service across the entire
d

postal industry, not just those of Roxgb@[a%];g g '1? :
o

Quality of service is so ingthatyve look at, and we will, I am sure, have a
further discussion witi R Ml about whether there are issues to do with
quality of service &ma’(ﬁn g@ﬁy—all those kinds of things—that we need to
look at on a forwar%ﬁb%&@ asis. We would be very happy to do that.'"’

74. Ofcom has rules ond\ga% &Negrity, which require regulated postal operators to ensure
that their mail is prgte&cte&gainst loss, damage or theft, and is delivered to its intended
destination. We aSRed the different postal operators who gave oral evidence about the
number of prosecutions and complaints they had experienced. TNT Express UK could not
answer the Committee’s question about the number of formal complaints relating to staff,
for the following reason:

TNT UK Ltd does not hold data to record the number of complaints
specifically relating to its staff which it receives from its customers and is
therefore unable to assist the Committee with this question.'"!

106 UK Mail (USO 50)
107 Whistl (USO 49)

108 Ibid

109 Q200

110 Q201

111 TNT UK Ltd (USO 51)
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In the year to March 2014, Whistl received 1,627 complaints about their delivery services,
which represents one complaint for every 49,000 letters delivered.!’* Royal Mail handled
14.3 billion items of mail in 2013-14, and received 735,637 consumer complaints,'* which
represents one complaint for every 19,439 items of mail delivered.

75. We are opposed to a ‘race to the bottom’ of postal sector employees’ wages, terms
and conditions, and such a race should not be an inevitable result of greater
competition in the sector. Indeed, Royal Mail’s negotiations with the CWU have
resulted in pay increases and job security. Our evidence suggests that, while Royal
Mail’s criticism of its rivals’ treatment of their staff is not wholly proven, there are
certainly examples of where the wages, terms and conditions offered by other
companies in the sector fall short of the standards offered by Royal Mail, including
what appears to have been a disproportionate use of zero-hours contracts by Whistl.

76. If standards of pay in the postal sector, as in other sectors, fall short, then the taxpayer
is left to pick up the difference, because in-work state benefits will costanore. Furthermore,
it is unacceptable that delivery of the Universal Service Ob@@tion should require
downward pressure on the terms and conditions of staff ggﬁlering that service. We
recommend that Ofcom investigates the impact on c@’fo an{’the service provided to
customers of any downward pressure on terms a@corgﬁtimﬁ%f postal sector staff. We
further recommend that the Government co @ers en@.ﬁ\g Ofcom’s remit to include
consideration of labour costs, conditions a@zgﬂg}d.@@%e postal sector.
N

112 Whistl (USO 49)
113 Royal Mail (USO 52)
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5 Ofcom and the regulatory framework

The postal services market has started to look much more like a private sector market. But in
common with many other sectors that have followed the same path, requlatory intervention has
been needed to ensure that wider social objectives continue to remain at the heart of the market.
[The Social Market Foundation]''*

77. The Postal Services Act 2011 clearly sets out what Ofcom must have regard to:

The need for the provision of a universal postal service to be financially
sustainable, and the need for the provision of a universal postal service to be
efficient before the end of a reasonable period and for its provision to
continue to be efficient at all subsequent times.!'?

Ofcom’s primary duty is to secure the Universal Postal Service, but ghis requirement sits
alongside Ofcom’s duty to ensure that the postal service is fully &Pen to competition.!'s
Ofcom is therefore striking a balance between protecting the USO (ensuring it is delivered
as efficiently as possible) and protecting consumers ghd taxpaye® Ed Richards told the
Committee about the work that Ofcom undertaket(ﬁ) en&p ﬂ@ the Universal Service is

not at risk: (59 K(\,(\

We monitor the whole marke:§£¥ ca)g;}"ul ﬁetty much all the time. We
look at it in different forms o Q hl@/quarterly and annual basis. We
looked specifically in rel SR l:lq‘ka,?;udgment, which is important to
emphasise is a judgment.@da p i e, at a situation in the market today:
what the facts are a@wh@: hgcé?npirical data tell us about the position
today. Then we t information that we received from Royal

Mail and Whlstl—@ (§)m other parties, but particularly those two
parties—in terms iQ pectations and projections about how the market

would develo%‘Qpal‘tbularly in light of different business plans and
assumptlonso\‘t&' Q

78. In 2012, Ofcom published the new regulatory framework for postal services, and the
methods by which they would protect the Universal Service, including the following:

¢ Quality of Service-Royal Mail will be required to provide the universal
service to the specified standard and we will regularly monitor service
quality to ensure that this is the case;

e Efficiency-we expect Royal Mail to improve efficiency levels and to
sustain such improvement thereafter. While there are many ways to
measure efficiency, our focus will be on the level of costs. It would not be
in keeping with our regulatory objectives if Royal Mail were to return to a

114 The Social Market Foundation (USO 19) para 20

115 Postal Services Act 2011, Section 29, para 3

116 In accordance with Directive 2008/6/EC of the European Parliament and of the Council, 20 February 2008
117 Q144
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position of sustained profitability, but had done so solely as a result of
price rises, and not cost reduction. Conversely, a situation where Royal
Mail is able to demonstrate a healthy level of profitability that has been
driven by cost savings or business improvements would be consistent with
our regulatory objectives, and would not warrant our intervention.

o Affordability-If prices rise to a point that they give rise to affordability
issues, particularly for vulnerable consumers, then there would be a need
to re-intervene.''®

79. We asked Ofcom to provide supplementary evidence on the amount of work on postal
services it had carried out in the past year. They responded with the following information:

For 2014, Ofcom’s work on regulating postal services took 16 FTE (full time

equivalent/person years) or 28,365 hours. This includes the hours worked on

these projects by policy, strategy, economics, finance, investigations and legal

staff, but not communications, secretariat, operations an@%enior executives.

The equivalent figure for 2013 was 12 FTE, and [th@% year included the

completion of two major projects, i.e. the x\z'vievg\éf\ %@rs’ needs and our
NS

guidance on end-to-end competition. (JO (\* >

2 &
Nearly three-quarters of the 16 FTF&%iateﬁ 'Pg‘.c(ﬂy to either Royal Mail’s

proposals for access pricing (i.e. Q?ng?ﬁﬁqg n Act investigation and the

review of access pricing) or cqﬂie t in response to Royal Mail’s

submission on end-to-en @m fﬁio@(our monitoring programme and

work on efficiency). If we(yok &ﬁe&sﬁ month period from June 2014 (when

Royal Mail made its mlég sQﬁ‘ end-to-end competition) to November

2014 (when we co&ﬁa_t?@he geview, i.e. published on 2 December) we had
N

Hation. Both of these were significantly above
119

20 FTE/month onp
what Ofcom had bql/.ldget or the year.

80. We also asked for@f) %entary evidence from Ofcom about details of the postal
sector companies 3t are monitored (under Section 55 and Schedule 8 of the Postal
Services Act 2011). Ofcom monitor Whistl, in relation to the Notification Condition and
their future business plans. They also monitor 41 other postal operators: “We collect this
information quarterly using our formal powers under section 55 of the Postal Services Act
20117120

81. However, the remit of Ofcom did not satisfy a number of our witnesses. Moya Greene,
from Royal Mail, argued that Ofcom needed to have a wider remit which not only
incorporated all companies in the sector but which also could consider “how much latitude
Royal Mail needs to be given”.'* The CWU went further and called for a judicial review of
Ofcom, claiming that it failed to fulfil its primary statutory duty to protect the Universal
Service Obligation. It went on to argue that Ofcom was ‘part of the problem not the

118 Ofcom, Securing the Universal Postal Service: Decision on the new regulatory framework, 27 March 2012
119 Ofcom (USO 58)

120 Ofcom (USO 57), where the full list of postal sector companies that Ofcom monitors can be found

121 Q58
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solution’ for not undertaking a full review of the postal sector, but focusing only on Royal
Mail’s efficiency.'*

82. The Rural Services Network were also critical of the Regulator:

Ofcom have a legal duty to protect the Universal Service and the power to
review the situation, but despite consistent warnings from interest groups
and elected representatives, have refused to conduct a review until the last
possible moment allowed under legislation, at the end of 2015.'*

83. By contrast, Adam Scorer, from Citizens Advice, believed that Ofcom should approach
its regulation of the USO in the following way:

We would expect the regulator to respond to the issues that are alive at the
moment and to have a proper, robust process that goes forward, but that
does not start from answering an exam question from either an incumbent or
a competitor, but takes a rounded, Copernican view, wit & consumer slap
bang in the middle rather than the USP deliverer or thg> lue of competition

1 1 124
in and of itself. < o,\(k\ %

NS >
84. We recognise that Ofcom has a difficult rol@JQn (Q%uri that the provision of a

Universal Service is both financially sustain ag@e i6sent. The sector is changing
quickly, and Royal Mail has now move onx the lic to the private sector. As
competition increases, the statutory rer@o (&o ay need to change. Ofcom has to
recognise its over-riding obligation, €9 ensive t & protection of the Universal Service
Obligation and, if necessary, th th@ ‘bexghanges in the regulatory framework to
enable it to do so. g} Q& &(9

L L R

Q
85. We recommend that O@ provides our successor Committee with quarterly updates

on the state of the Universal Sgtvi and highlights any potential middle-term effects on
the Universal Service, an%@gy &c@on that it is proposing to take.
Q
0 >
R\

$0

122 CWU website, 2 December 2014
123 The Rural Services Network (USO 05) executive summary

124 Q138
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6 Conclusion

86. The postal sector is working within a constantly changing market, with declining
volumes of letters, and a burgeoning of internet shopping, with the accompanying sharp
increase in parcel volume. Royal Mail claims that Whistl’s end-to-end competition is
putting the Universal Service at risk, while Whistl claims that Royal Mail has an unfair
advantage by its VAT exemption for access services. Neither claim has been proven, but
they are illustrative of the current competitive climate in which these private companies are
working. As Nick Wells, the CEO of Whistl, told us, “If you want competition, this is not a
stroll in the park”.!»®

87. While we would not want to stifle competition, we are adamant that the principle of the
Universal Service should be upheld. We are not persuaded that the Universal Service is a
burden for Royal Mail, but is an obligation that brings revenue and status to the
organisation. Ofcom must continue to monitor and must be able tgd‘e%pond quickly if the
Universal Service is under threat. N2

125 Q8
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Conclusions and recommendations

Cost of the Universal Service to Royal Mail, region by region

1.  Given the fundamental importance of the USO, we were concerned to note that
Royal Mail were unable to provide a regional breakdown of the cost of the Universal
Service Obligation (USO). In addition, given the responsibility of Ofcom to protect
the USO, we were surprised to learn that there is no consensus between Royal Mail
and Ofcom over what constitutes the cost, revenues and profits of the USO. We
recommend that both Royal Mail and Ofcom should, as a matter of urgency, agree a
set of financial metrics against which the costs should be measured. If necessary, this
should be carried out by the National Audit Office (NAO) or a mutually-agreed body
of experts. (Paragraph 22)

2. Werecommend that Royal Mail—the Designated Universal Sei@ce Provider—using
these figures, provides a geographical analysis of where th® Universal Service is
profitable and where it is not. Such detailed analysis and fi@ancial monitoring of the
Universal Service would provide the evidence te\asse ﬁq\{@ng—term sustainability
of the Universal Service. This breakdown of sllqsﬁ%l&@mduded in Royal Mail’s
Audited Regulatory Accounts. If Royal Ef/deeﬁies(‘ﬁb provide these figures, we
recommend that the Government sho o@‘ﬁ\e@endmg the remit of Ofcom, to
enable Ofcom to enforce this requir@%nt @ar@aph 23)

S
Universal Service Compe@a lof ugg\

3. Cherry picking is a phra$ e@?se@%’ postal services to describe the easy, most
profitable sections of sergides talen by Royal Mail’s competitors. Cherry picking
is available to Royal ail\(B(r\n eitors but, at the moment, affects only a very small
percentage of Royal Bil's Ptal business. This could change quickly, given the
ambitions of some\8® 0 f?\/[ail’s rivals in the market. Both Royal Mail and Ofcom
need an evidencq'base@%ﬁ?n which to gauge the potential threats to the sustainability
of the USO indhe eveht of a higher level of market penetration by other providers.
We note the decision by Ofcom that, currently, the level of the threat does not justify
intervention. We also note that Ofcom is mandated to monitor the situation.
(Paragraph 39)

4. Ofcom has the power to impose a General Universal Service Obligation on postal
operators other than the Universal Service Designated Provider (Royal Mail), in
order to protect the Universal Service. We have yet to be convinced that Ofcom could
impose the General Universal Service Obligation within the predicted six to eight
months. We recommend that Ofcom publish a more detailed timeline for its
implementation and an assessment that the timescale is fast enough to avoid a failure
in the Universal Service, even in the short term. (Paragraph 40)

5.  The alternative regulatory condition—the Universal Service Compensation Fund—
involves a lengthy delay in implementation. To avoid such a delay, we recommend
that the Secretary of State directs Ofcom to review the net cost of the Universal
Service, in accordance with the Postal Services Act 2011. (Paragraph 41)
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10.

11.

Views of the Universal Service—should it change?

There has already been an extensive debate about the requirements of the Universal
Service Obligation. The Committee strongly believes that it would be inappropriate
to change the current requirements of the Universal Service Obligation. (Paragraph
45)

Price to customers

We note that Royal Mail has again increased its prices this year. Royal Mail should
not increase prices in an attempt either to increase its own profit levels or to protect
the Universal Service Obligation, without continuing to increase the efficiency of its
operations, thereby reducing its costs and enabling it to improve its standards of
service. (Paragraph 49)

UK Bulk Mail
The evidence that we received suggest that Royal Mail still h @Q’match the technical
innovations introduced by many of its competitors. Thesed@movations more clearly

match the expectations of consumers, as well is.cony\xﬂ}utg)lg to the efficiency of
competing postal operators. (Paragraph 63) ~Q° %O ¥

— < S
Royal Mail's price structure for na@ aLtaver,gf;{e prices and zonal
prices N\a ,b(\" \(\®
We support Ofcom’s consultati ??n §qu1€1\@ of zonal pricing set by Royal Mail.
Any recommendations arisi on\thatgensultation must balance the need for

Royal Mail to retain the fregdom &et ifsprices, dependent on the cost of delivering
in that area, with th%%“ene@t\s Qf Tetaining an open market and increasing
competition. Royal ar\e}jﬁ*ee {set zonal pricing, but it should be based on actual
costs of delivering to Qigﬁ}se nes, and not as a device to deter, or even stifle,
competition. There ig, &fineébalancing act to be set. Ofcom must set out the timetable
for this consultagi&gﬁ?a @’hen a decision will be made. (Paragraph 68)

Q

X
Labour coxﬁo

We are opposed to a ‘race to the bottom’ of postal sector employees’ wages, terms
and conditions, and such a race should not be an inevitable result of greater
competition in the sector. Indeed, Royal Mail’s negotiations with the CWU have
resulted in pay increases and job security. Our evidence suggests that, while Royal
Mail’s criticism of its rivals’ treatment of their staff is not wholly proven, there are
certainly examples of where the wages, terms and conditions offered by other
companies in the sector fall short of the standards offered by Royal Mail, including
what appears to have been a disproportionate use of zero-hours contracts by Whistl.
(Paragraph 75)

If standards of pay in the postal sector, as in other sectors, fall short, then the
taxpayer is left to pick up the difference, because in-work state benefits will cost
more. Furthermore, it is unacceptable that delivery of the Universal Service
Obligation should require downward pressure on the terms and conditions of staff
delivering that servicee. We recommend that Ofcom investigates the impact on
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customers and the service provided to customers of any downward pressure on
terms and conditions of postal sector staff. We further recommend that the
Government considers extending Ofcom’s remit to include consideration of labour
costs, conditions and standards in the postal sector. (Paragraph 76)

Ofcom and the regulatory framework

We recognise that Ofcom has a difficult role in ensuring that the provision of a
Universal Service is both financially sustainable and efficient. The sector is changing
quickly, and Royal Mail has now moved from the public to the private sector. As
competition increases, the statutory remit of Ofcom may need to change. Ofcom has
to recognise its over-riding obligation to ensure the protection of the Universal
Service Obligation and, if necessary, there should be changes in the regulatory
framework to enable it to do so. (Paragraph 84)

We recommend that Ofcom provides our successor Commijttee with quarterly
updates on the state of the Universal Service, and highlight@\@‘ny potential middle-
term effects on the Universal Service, and any action thatlt is proposing to take.
(Paragraph 85) -
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Formal Minutes

Tuesday 3 March 2015

Members present:

Mr Adrian Bailey, in the Chair

Paul Blomfield Caroline Dinenage
Katy Clark Ann McKechin
Mike Crockart Robin Walker

Draft Report (Competition in the postal services sector and the Universal Service Obligation), proposed by the
Chair, brought up and read.

Ordered, That the draft Report be read a second time, paragraph by paragraph. &

O
Paragraphs 1 to 87 read and agreed to. ‘QQ/
Summary agreed to. OQ & Q\'
SN

Resolved, That the Report be the Ninth Report of the Co@(tee The ,Iz‘{&\ge.

N
s (v W
Ordered, That the Chair make the Report to the H BN
v

Ordered, That embargoed copies of the ROGQ/Qt l&(%deqrzxa'ﬂable, in accordance with the provisions of

Standing Order No. 134. Q)

S
®Q) R ,g\\
[Adjourned till Wednesday 4 March at 9.00 am
> Q/\
BNRS
° &
N
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Witnesses

The following witnesses gave evidence. Transcripts can be viewed on the Committee’s

inquiry page at www.parliament.uk/bis.

Wednesday 26 November 2014

Moya Greene, Chief Executive Officer, Royal Mail, Nick Wells, Chief
Executive Officer, Whistl, Guy Buswell, Chief Executive Officer, UK Mail, and
Daniel Vines, Director of Sales and Customer Services, TNT UK

Roy Perticucci, Vice President, EU Operations, Amazon

Billy Hayes, General Secretary, CWU, Dave Ward, Deputy General Secretary,

Postal, CWU, John Park, Assistant General Secretary, Community, and

Les Baylis, Special Project Officer, Logistics and Distribution, Communl’%
\O

Wednesday 10 December 2014

| | - < 3
Alan Halfacre, Chairman, Mail Users Association, an@dam‘@orqs irector
of Consumer Futures, Citizens Advice C Q \(\
& o
Ed Richards, Chief Executive Officer, Ofcom, @Ch@s R@@ell Competition
Policy Director, Ofcom
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Published written evidence

The following written evidence was received and can be viewed on the Committee’s
inquiry web page at www.parliament.uk/bis. INQ numbers are generated by the evidence
processing system and so may not be complete.

1 Amazon (USO0043)

2 BBC TV Licensing (USO0016)

3 Campaign for the Protection of Rural Wales (CPRW) (USO0002)
4 Care & Repair Cymru (USO0021)

5 Citizens Advice (USO0020)

6 Civil Service Pensioners' Alliance (USO0010)

7 Communication Workers Union (USO0018)

8 Community (USO0048)

9 Consumer Council for Northern Ireland (USO0028) s\OKQ/
10  Cornwall Chamber of Commerce and Industry (USO0041) \QQ,
11 Council of the Isles of Scilly (USO0042) v &g
12 Countryside Alliance (USO0007) (JOQ *‘\ ’LQ\/
13 CWU (USO0055) & .QQ’Q S

14 ESRC Centre for Competition Policy (U 2 ‘\ @’b

15 Farmers' Union of Wales (US00033) 3 Q’b* RS

16  Federation of Small Businesses ( 8()01 'Q’

17  Institute of Directors, Wales 0 \‘ b’b

18  Jerry Cox (USO0044)

19  Joost Vantomme (USO

20  Mail Competition Fo \é@){@%OOOH

21 Mail Users' Associatio

22 National Federatlo;(& %gupatlonal Pensioners (NFOP) (USO0011)
23 National Federat&‘n (@ubPostmasters (NFSP) (USO0026)

24 NI ChamberQ&ommerce and Industry (USO0036)

25  Ofcom (USO0029)

26  Ofcom (USO0054)

27  Ofcom (USO0057)

28  Ofcom (USO0058)

29  Ofcom (USO0059)

30  Post Office Ltd (USO0039)

31 Richard Hooper (USO0006)

32  Royal Mail (USO0052)

33  Royal Mail (USO0053)

34  Royal Mail (USO0056)

35 Royal Mail Group (USO0037)

36  Royal National Institute of Blind People (RNIB) (USO0003)

37  Scottish Chambers of Commerce (USO0032)

38  Scottish Council for Development and Industry (USO0022)

39  Social Market Foundation (USO0019)
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All publications from the Committee are available on the Committee’s website at
www.parliament.uk/bis.
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