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Executive Summary

We are the proud provider of the Universal Service. It plays a key part in the growth of the digital
economy. We have made great strides in efficiency and innovation. We welcome Ofcom’s decisions not
to reintroduce efficiency targets or price controls. However, we continue to operate in a fragile
ecosystem. There is a pressing need for a pro-active sustainability framework to help sustain the
Universal Service.

Pricing, efficiency and our markets.

We have a track record of fair, reasonable and prudent pricing in letters and parcels. We welcome
Ofcom’s decision not to re-introduce price controls. Ofcom found that postal delivery is the only sector it
monitors which has seen an increase in consumer perception of value for money. Market forces are doing
their job. The existing safeguard Second Class (2C) Universal Service Obligation (USQ) price caps should be
removed. (Chapter 1.)

We welcome Ofcom’s recognition of our progress in efficiency and its decision not to introduce
binding efficiency targets. We are implementing - at the same time and in a much shorter timeframe -
changes that other major posts took years to introduce. We have stretching plans to deliver more efficiency
improvements, including continuing to target avoiding c.£500 million in annualised cost, cumulative over the
three financial years to 2017-18. In doing so, we continually judge the absorbable rate of change. (Chapter
2)

The UK parcels sector is one of the most competitive in Europe. Competition is intense and growing.
There are a number of disruptive models. Ofcom has not given sufficient weight to these market forces.
Nor do we agree with the regulator’s use of the Postcomm 2010 market segmentation, or its overreliance on
market share estimates. We note Ofcom is not proposing to extend the mandated Access regime to parcels.
But, it remains open to requests to do so subject to sufficient evidence. Mandated Access is unwarranted given
the range of alternative providers available. It could undermine the financial sustainability of the Universal
Service especially given the critical centrality of parcels revenue. (Chapters 3 and 4.)

We welcome the regulator’s positive comments on our Access consultation process. We will amend our
notification periods subject to changes to the proposed wording. We do not agree with the proposal to more
than halve the timeframe to process applications for new Access services. [t is neither appropriate nor feasible.
We do not agree either, in substance or in the form of guidance, with the proposal to introduce the
main Access Pricing Review (APR) principles. They are a materially retrogressive change from the 2012
framework. Their proposed application now - despite the absence of direct delivery competition - would
restrict Royal Mail's commercial freedom in an unnecessary and disproportionate way. In order to be able to
recover its costs overall, Royal Mail would be effectively required to tie zonal prices to fully allocated zonal costs.
But we would not be able to price in a way which any normal, rational business may wish to and which is
recognised as competitive market pricing. There is also a need to update and clarify the large letter definition.
It has remained unchanged since 2006. (Chapter 5.)

A pressing need for a sustainability framework.

V.

We operate in a fragile ecosystem. The unigue circumstances pertaining to post remain in place: structural
decline in letters, and intense competition in parcels. There are significant risks to the USO. The
sustainability duty to secure the Universal Service enshrined in the Postal Service Act (PSA) 2011 has few
precedents elsewhere. Ofcom should quickly progress this duty. It should implement the framework
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Vi.

vil.

viii.

that is featured throughout this submission and set out in detail in Chapter 9. Alongside the existing
high levels of parcel competition, it provides the best approach to securing the Universal Service. After-the-

event solutions - like compensation funds - are typically too small to be of value and come too late. (Chapter
9.)

The Universal Service plays a vital economic role. It is a key part of the digital economy which is
strategically important to the UK's economic future. The current Universal Service specification gives
optimal access to the revenue streams that are available from the market and essential to fund it.
Any reduction in the scope of the Universal Service would adversely affect the market based funding
model Parliament provided. A market funded Universal Service, like post, needs to be contemporary and
market facing. Ofcom should enable the Universal Service to evolve, e.g., by permitting end-to-end
tracking of standard Universal Service parcels. If the regulator does not update the Universal Service, over
time, it will remove Royal Mail’s ability to access the new or existing revenue pools essential to fund it. The next
User Needs Review should include the critical centrality of parcels and letters revenues as a main feature.
(Chapter 6.)

Sustainability also requires that a minimum set of consumer protection standards are applied in
parcels and letters across the whole delivery industry. The growth of e-commerce relies on a good
delivery experience. Royal Mail adheres to a highly developed set of regulatory standards. Other major parcel
operators have no regulatory standards applied to them or a light touch complaints handling requirement. In
letters, we are concerned about the proposed removal of the modest protections that apply to a small number
of operators. Royal Mail has a highly developed range of protections and we often operate over and above
them. We are concerned too about Ofcom’s proposals relating to outcomes based regulation and untracked
letters. They would place an unnecessary and disproportionate burden on Royal Mail with no substantive
evidence to warrant their introduction. (Chapters 7 and 8.)

In summary, although we welcome Ofcom’s decision not to implement price controls or efficiency targets we
are concerned that its current set of proposals - APR guidance, focus on promoting access competition, output
based regulation for mails integrity, declining to allow the USO to evolve with changing market conditions, cost
allocation review - will reduce our ability to respond commercially to changing market conditions. (Annex 1).
The regulatory focus should be on sustainability. We set out the main elements of our sustainability
framework below.

The Main Elements of the Sustainability Framework

Sustaining the e Maintain the current USO specification.

revenue pools e The regulator commits to update the USO actively to sustain revenue pools.
that underpin the |, Remove prohibition on end-to-end tracking of standard parcels in the USO.
uso. e The next User Needs Review actively considers revenue implications in detail.

e No regulatory intervention without detailed and due consideration of the effect on

the revenues essential to fund the USO.

Focusing on the e Ofcom acknowledges that market forces are doing their job. There is no need for
financial regulation to incentivise more competition.

sustainability of e No extension of mandated Access for letters.

the USO. ¢ No mandated parcel Access to the Universal Service network.

e Remove the current 2C USO safeguard price caps.
e Remove the requirement to report Quality of Service to PCA level.
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Raising consumer |e A single consumer protection standard for all “Relevant Postal Operators”, which

standards to includes all major existing and new players in both letters and parcels.
enable e- e The standard should extend the mail integrity and complaints handling process
commerce growth. requirements to all ‘Relevant Postal Operators'.

e The standard should include an appropriate redress process and an Alternative
Dispute Resolution (ADR) scheme, and appropriate financial compensation, for all
major players offering ‘Single Piece’ services.
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Chapter 1 - Letters pricing.

Ofcom questions 1, 3, and 5

Royal Mail has a track record of fair and reasonable pricing. Our products and services are excellent
value for money. Ofcom has found that postal delivery is the only sector that it monitors which has seen
an increase in customer perception of value for money’. The UK Access market, the largest in the EU, is
working well and has developed rapidly since its introduction in 2004. After the necessary Access price
increases in 2011 and 2012, the average annual price increase for 2012-16 was similar to 2006 to 2010
when we faced strict price controls.

Royal Mail welcomes Ofcom’s decision not to reintroduce price controls or implement efficiency targets
(see Chapter 2). We have significant market-driven pricing incentives. We do not agree, however, with
Ofcom’s assessment of the UK letters market. The existing caps (Second Class letters, large letters and
parcels) should be removed.

e The letters market is significantly more competitive than Ofcom suggests. E-substitution is a

potent form of competition. As a result of e-substitution, total UKPIL Letter Revenue has declined from
£4,585m? in 2011-12 to £4,470m? in 2015-16. In addition, UKPIL addressed letter volumes have
declined from 15,147m" items in 2011-12 to 12,563m items in 2015-16°.

Ofcom has not adequately recognised the significant risk of hitting a ‘tipping point’ in letters
volumes. We are actively seeking to avoid replicating the experience of other European postal services
who have experienced ‘tipping points’.

Royal Mail does not agree with the Ofcom analysis underpinning its assessment of letters
competition. [t relies on historical price elasticities. This does not take into account future changes in the
market and their role as a driver of our pricing strategy. We also disagree with Ofcom’s conclusion that
relative price differences between applications indicate that we are not constrained by e-substitution. It is
economically rational to price transactional and advertising mail in relation to their respective competitive
constraints.

Given our pricing track record and the competitiveness of the postal market, the current price
caps should be removed. FTI Consulting shows that Royal Mail is the only major UK regulated company
pricing below the price caps. The competitive postal landscape - not regulation - maintains downward
pressure on prices. Price caps represent unnecessary regulation and are not in accordance with the
principles of better regulation.

1

5

Since 2005; Ofcom’s Customer Experience Report 2015.

Royal Mail plc Prospectus, not working day adjusted.

Royal Mail plc Annual Report and Financial Statements 2015-16, not working day adjusted.
Royal Mail plc Prospectus, not working day adjusted.

Royal Mail plc Annual Report and Financial Statements 2015-16, not working day adjusted.
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Royal Mail has a track record of fair and reasonable letter pricing. Our products and services
are excellent value for money.

Our products and services are excellent value for money. Our pricing compares favourably with other
European posts.

11

As Ofcom

found, postal costs are around 0.1% of total UK household expenditure for the majority of

consumers®. In 2014-15, half of consumers reported that Second Class letters are good value for money,
up from 40% in 2012-13". Ofcom has acknowledged that: “postal services and delivery is the only
sector to see an increase in customers’ perception of value for money”®. By contrast, value for money
ratings have fallen for a range of other services; most markedly banks, gas and electricity providers, and
supermarkets’. When benchmarked against other EU posts, Royal Mail USO stamp prices’® are 13
pence (or 18%) cheaper than the European average for First Class and Second Class addressed inland
letter stamps (see Exhibit 1.1).

Exhibit 1.1: First Class-Second Class average inland letter prices for 0-100g, 2016 (UK pence, converted at
PPP)*.
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11

Ofcom, Annual monitoring update on the postal market: Financial Year 2014-15.

Ofcom, Annual monitoring update on the postal market: Financial Year 2014-15.

Perceived value for money increased from 5.92 in 2005 to 6.91 in 2015. Ofcom’s Customer Experience Report 2015.

Ofcom Consumer Experience Report 2015. Research Annex page 67.

Weighted average of First Class and Second Class inland letter prices.

Royal Mail, Fundamental Regulatory Review submission, Sep 2015 - updated to 2016. Note: Only the UK, Switzerland and Ireland

operate 0-100g

point where a 0-

calculated using

pricing. All other counties operate different USO letter pricing structures. Comparisons are based on the 51-100g price
100g price point does not exist. Stamp prices based on information published on operators’ websites. Average prices
UK volume weights and prices converted to UK pence using PPP exchange rates (European average = 71p).
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Royal Mail has pursued a reasonable pricing strategy. The Access market is working well. Our pricing
has been fair and reasonable.

1.2

13

Royal Mail has pursued an appropriate pricing strategy. The April 2012 price increases were an
essential re-calibration to return Royal Mail to profitability and ensure the financial sustainability of the
Universal Service. Under the previous regulatory regime the operating loss for UKPIL had risen to
£120mn*® in 2010-11. The overall increase in letters prices since April 2012 was c.0.7% p.a. above
RPI*® across all addressed inland letters and large letters.

Mandating Access to Royal Mail’'s network, together with the introduction of a headroom control
which disincentivised Royal Mail to compete for letters volume on price were the key planks in the
regulatory regime designed to stimulate competition in the letters market. The Access market is
working well. It has developed rapidly since its introduction in 2004. It is now by far the biggest
postal Access market in the EU (see Exhibit 1.2). Access accounts for ¢.59%* of all inland addressed letter
volume (c.7 billion items per year), and c.70%*° of the addressed letter volume posted by large businesses.
Our Access letters pricing has been fair and reasonable. Access customers compete with each other and
with Royal Mail for customer volumes in a market that is in structural decline. Large contracts are
won and lost over a fraction of a penny. Since the necessary price increases in April 2011 and April
2012, the average increase in Access prices has been c.0.3% p.a. above RPI*.

12
13
14
15
16

After modernisation costs.

Internal Royal Mail calculations.

Royal Mail Full Year 2015-16 results presentation, % of inland addressed letters.
Ofcom, Review of the Royal Mail Regulation, 25 May 2016.

Internal Royal Mail calculations.
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Exhibit 1.2: Access operators’ share of letter volumes April 2013,

%
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Royal Mail faces significant competition in letters. Moreover, e-substitution is a potent form of
competition that materially constrains our pricing. So too is the risk of ‘tipping points’.

1.4

15

Ofcom accepts that Royal Mail faces some constraints from e-substitution in single piece letters, large
letters, and bulk mail. It argues however, that other factors such as political pressure, negative publicity, and
its monitoring regime had a greater impact on our prices. We do not agree with this analysis. Ofcom
has not placed sufficient weight on the threat of increased e-substitution and the significant risk
posed by tipping points.

Ofcom provides no evidence that we have not raised prices as much as we profitably could have due to
‘other factors’ such as political pressures, fear of negative publicity, or its monitoring. Ofcom's "other
factors" are wmarginal in comparison to the threat of increasing the long-term rate of e-
substitution by triggering a 'tipping point’. [3<]'®. Moderate price increases reflect the risk that
customers could switch away permanently, primarily to digital alternatives. Competitive constraints - rather
than the "other factors' on which Ofcom places weight - have incentivised a conservative pricing strategy.

17

18

ERGP 2014 Report on E2E Competition and Access in EU Postal Markets -
http://ec.europa.eu/DocsRoom/documents/14345/attachments/1/translations/en/renditions/native. 2013 figures from ERGP. ERGP cites
a lower figure for Royal Mail than the 59% Royal Mail recognises. Royal Mail understands, from our own analysis, that the ERPG bases
its calculation on the proportion of unaddressed and addressed inland mail that is handled by Access operators which understates the
true share of mail handled by access operators in the UK and depresses the other countries' figures against the UK figure. Royal Mail
bases its calculation on the proportion of mail posted by large businesses that are handled by Access operators. However, taking relative
sizes, it indicates that German Access operators hold approximately four times less of the market than do operators in the UK.

[5<].


https://urldefense.proofpoint.com/v2/url?u=http-3A__ec.europa.eu_DocsRoom_documents_14345_attachments_1_translations_en_renditions_native&d=CwMGaQ&c=yIH1_-b1hO27QV_BdDph9suDL0Jq0WcgndLmIuQXoms&r=JiGWZFve_8Iicdk0FuoFlYL8EdagaIvnKc8YGbMQ888&m=xRC-T3D6dPSdGovuRePOGUELULuibqjpEaiWAR7H6x8&s=VPVsypWeo-iF8vKVmmy5Mbb99D77gSxA_UBszB_QhPc&e=
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1.6 E-substitution is driving structural decline in letters. This was acknowledged when the 2012
regulatory regime was put in place. As the Hooper report said'?: “/f something is digitisable, postal operators
should act on the basis that it will sooner or later be digitised.” Online communication continues to grow:

e QOver 84% of households in the UK have internet access®.

o 78% of adults used the internet on a daily basis in 2015, up from 76% in 2014, and c.35% in
20067,

e Ofcom? has found that 77% of 16-34 year olds who are sending less post than two years ago
have replaced this with email. 47% of 16-34 year olds use SMS as a replacement for post, 37% use
voice calls on mobile phones, 37% use social networking, and 16% use instant messaging instead of post

1.7 E-substitution is a series of technological advances which have led to customers - both consumers
and business - using less mail. Around 2003, e-substitution began to drive a wedge between letter
volume growth and GDP. Whilst GDP has remained an important driver of volumes, the relationship has
become more complex. As new technologies mature and their usage evolves over time, analysis undertaken
using historical data is unlikely to reflect future long-term substitution trends. As Exhibit 1.3 below
demonstrates, the evolution of new technologies is an ongoing dynamic process driven by individual
technologies overlapping i.e. as an “o/d technology’ starts to plateau a new one emerges.

1% Hooper (2010), Saving the Royal Mail's universal postal service in the digital age.

?U ONS (2015) Internet Access - Households and Individuals: 2015.
?1 ONS (2015) Internet Access - Households and Individuals: 2015.
%2 Ofcom, Communications Market Report 2015, paragraph 6.3.1.
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Exhibit 1.3: E-substitution is a dynamic and evolving process®.
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1.8 E-substitution is driving volume decline in all letters segments. E-substitution risk, however, in

transactional mail is high.

e Transactional mail declined by [5<] between 2010-11 and 2015-16%. Large customers are
switching to digital alternatives. For example, the Driver and Vehicle Licensing Agency (DVLA) has
already digitised significantly, ceasing to issue paper tax discs.

e There is a high concentration of transactional mail customers. This could open the door to mass
digitisation. In 2013, PwC found that 25% of transactional mail in the UK is sent by the top 5 banks
and other financial services companies account for an additional 10%%. There are many examples of
banks and utilities companies migrating customers from paper to online®®:

» Energy companies Eon and Southern Electric now offer a £5-6 discount for each product
(gas/electricity) where a customer opts for paperless billing.

» TSB Bank offers higher interest rates to customers who go paperless.

» Barclays have set ‘online statements only” as the default; and

23

24
25
26

Nikali, Heikki (2008), ‘Substitution of Letter Mail for Different Sender-Receiver Segments’, in M.A. Crew and P.R. Kleindorfer (eds),
Competition and Regulation in the Postal and Delivery Sector, Cheltenham, UK and Northampton, MA, USA: Edward Elgar, pp.89-106.
Internal Royal Mail analysis, not working day adjusted.

PwC report, The outlook for UK mail volumes to 2023, July 2013.

FTI Consulting, Competitive Constraints on Pricing, September 2015, paragraphs 3.7 and 3.8.

10
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1.9

1.10

» Lloyds and RBS automatically send quarterly instead of monthly paper statements, unless requested
otherwise.

Advertising mail also faces significant competitive constraints. Advertising mail spend faces major
competitive constraints due to competition from TV and online advertising. It has declined by [3<]
over the past five years (2010-11 to 2015-16)*". By contrast, revenues from online advertising have
increased by more than 50% in real terms over the same period. Spending on online advertising is roughly
four times that on mail advertising®.

The UK, in common with many other European countries, will continue to experience rapid levels of
decline in addressed letter volumes of between 4% and 6% per annum in the medium term?’. Ofcom
acknowledges this decline. It states that between 2010 and 2014, total letter volumes declined by 18.5%.
Royal Mail sets prices in a manner that takes into account the threat to our revenues from increasing the
long-term rate of e-substitution. Our pricing seeks to avoid triggering a tipping point. Ofcom does not
fully address the potential for the sudden - and irreversible - large volume declines that could
arise due to e-substitution. Examples from other countries show dramatic reductions in mail from large
customers can happen quickly. High letter prices carry an asymmetric risk of triggering mass digitisation.
Research we commissioned® highlights the potential risk of a steeper decline. This is particularly the case if
large customers decided to adopt more aggressive e-substitution strategies in the face of higher price
increases. The risk would increase considerably if large mailers took coordinated action. For example, in
Denmark, mail volumes declined by 50% in six years, partly due to the expansion of the 'e-books' electronic
document system. Other European countries have experienced significant declines in volume over the last
decade: Netherlands (50%), and Italy (44%)*. We are actively trying to avoid replicating the experience
of other European postal operators.

Ofcom’s analysis seems to rely on historical price elasticities. By contrast, Royal Mail’s pricing decisions
are forward-looking, reflecting fundamental changes in the letters market.

111

Ofcom has not published its analysis that concluded that Royal Mail does not face significant competitive
pressure in the letters market. If it relies on historical average elasticities, it is likely to overestimate the
price increases we could profitably make. We do not believe that pricing decisions should be made
based on measured price elasticities alone. They fail to take into account the changing nature of
the letters market and the changing effects of digitisation. Estimated elasticities for all letter segments
are low. Our pricing strategy is based on management’s commercial judgment. Management considers the
need to maintain a large enough base to financially sustain the Universal Service and expected future
changes in the market, including the threat of accelerated e-substitution. Modelling from FTl Consulting
demonstrated that, given the ongoing decline in the letters market, Royal Mail will rationally price more
conservatively. This is because current prices have an impact on the size of the market in the future®. FTI
Consulting also showed that analysis which relied exclusively on average historical elasticities would
overestimate the extent of price rises that we could profitably make. While we would experience a short
term benefit, over a medium period this strategy would mean lower overall revenues as e-substitution
causes our volumes to fall. This would reduce the revenues essential to financially sustain the Universal
Service.

Internal Royal Mail estimates. Not working day adjusted.
Advertising Association/Warc.

27 http://www.royalmailgroup.com/sites/default/files/Annual%20Report%20and%20Accounts%202014-15_0.pdf, excluding elections.

30 <]

Relevant Postal Operator Annual reports.
FTI Consulting report - Competitive Constraints on Pricing faced by Royal Mail, September 2015, Appendix 1.

11
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112

Independently, Royal Mail conducted analysis to understand the implications of a more aggressive pricing
strategy. This showed that significant price increases would have a negative financial outcome for
the business.

Ofcom has not placed sufficient weight on varying elasticities as a driver of pricing strategy and the
power of tipping points.

113

114

Ofcom has used price increases and the relative pricing between transactional and advertising mail as an
indication that the threat of increasing e-substitution has a limited impact on Royal Mail's pricing
behaviour®. Royal Mail disagrees with this assessment and conclusion. Royal Mail considers different
letter applications will have different elasticities reflecting different demand conditions. It is
economically rational to price transactional and advertising mail in relation to their respective competitive
constraints. Under such a pricing strategy, transactional mail prices would be expected to increase more
than advertising mail. The fact that transactional mail Access prices rose by more than RPI - and by
relatively more than advertising mail Access prices - is entirely consistent with Royal Mail's view on e-
substitution. Mail is constrained by the threat of permanent switching to electronic alternatives in a declining
market. Transactional mail has lower substitution risks than advertising mail. In short, management has
acted prudently based on more than the current price elasticity. Management of business mail e-
substitution is an ongoing challenge to overall volumes.

Advertising mail is subject to intense competition from other forms of media such as online and TV.
This is @ major constraint on prices. For most applications, online display advertising is a substitute for
advertising mail. Buyers operate with set marketing budgets that will often cover different media channels.
While advertisers tend to vary their mix of channels for each campaign, decreasing the likelihood of
permanent switching away from advertising mail, the market is still competitive. Customer spend is often
capped by annual budgets, therefore price-induced switching from one channel to another occurs frequently.
Considering the intense competition from other forms of media for advertising spend, and the price-
sensitivity of our customers, it is appropriate that Royal Mail would increase advertising mail prices at a
lower rate than other types of mail.

Given our pricing track record and the competitiveness of the postal market, we do not agree
with Ofcom’s proposal to retain the two safeguard price caps.

115

116

Ofcom removed the majority of price controls in 2012, as they were too static for the rapidly-changing
and uncertain market environment of post. This has proved successful. Our pricing policy remains
prudent, and Royal Mail has made great strides on efficiency, (see Chapter 2). The removal of price controls
is consistent with the direction of travel and practice in other regulated sectors where firms’ pricing power is
limited. For example, in 2014 the CAA removed price controls at Gatwick and Stansted Airports.

The two Second Class price caps introduced were not intended as traditional price controls. Instead,
they are safeguard caps to ensure a Universal Service product remains affordable to all consumers. As
demonstrated in paragraph 1.1 of this chapter, our USO products do remain affordable for all income
groups. Our stamp prices remain 13 pence (or 18%) below the European average. As Ofcom has found,
customers perceive stamps to represent good value for money. In short, the caps were put in place as a
safeguard for a scenario that has not transpired. This is in contrast to other regulated sectors in the UK -

3 Ofcom, Review of Royal Mail Regulation, 25 May 2016, paragraph 4.88.

12
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including telecoms, rail and airports. FTI Consulting shows that Royal Mail is the only major UK regulated
company pricing below the price caps (see Exhibit 1.4).

bit 1.4. Pricing policies across regulated industries”.

Sector Sub-sectors Pricing Comment

Royal Mail is subject to a “safeguard cap” on the price of second class letters and parcels -

Sielow e however, it is currently pricing below the cap
MTRs At cap Mobile operators charge at the price cap set by Ofcom for providing call termination services
LLU At cap BT charge at the price cap set by Ofcom for their local loop unbundling services
Telecom
At cap Network Rail charge at price cap set by the regulator

Heathrow Airport sets tariffs to ensure that its revenue equals the allowable average revenue per

Heathrow At cap passenger set by the CAA - it does not charge less than this, and could recover revenue via a
W correction factor if it did

As of April 2014, Stansted Airport is not subject to a price cap, as it is not considered to have
substantial market power. However, the CAA will continue to monitor the effects of competition at
Stansted using data it collects on traffic, costs, profitability and service quality

Stansted

Airport

Regulated using a revenue cap

N/A Regulated using a revenue cap

117

118

119

There are powerful market reasons to suppose that Royal Mail’s pricing policy will continue to be
prudent, and prices will continue to be affordable. Unlike other regulated industries, Royal Mail does not
have any significant degree of pricing power. There is a much diminished case for regulation in the postal
sector. The competitive landscape maintains constant, downward pressure on prices. These forces diminish
our ability to increase prices, in turn ensuring prices remain affordable. This is demonstrated by price
increases since 2012, which have been well below the maximum levels allowed by the caps. The necessary
stamp price increases in 2011 and 2012, which brought our price in line with the European average, were
required to bring Royal Mail back to profitability.

Therefore Ofcom should remove the Second Class safeqguard caps. This is the continuation of its
direction of travel to deregulate pricing, in an area where Royal Mail has showed it is responsible.
Customers already have sufficient protection through the PSA 2011 and Ofcom’s General Universal Service
Conditions. Under DUSP Condition 1, Royal Mail is required to provide Universal Service products at
affordable prices. Ofcom’s current monitoring instruments allow it to identify a problem. It publishes its views
on affordability in its Annual Monitoring Report on the postal market. [f for any reason a problem were to
emerge with pricing in the future, Ofcom would be able to reintroduce caps if required, or investigate
whether Royal Mail is complying with its regulatory conditions.

Retaining the safeguard caps in their current form could also increase risks to the financial sustainability
of the Universal Service. This safequard cap is not in keeping with Ofcom’s stated principle of only

34

FTI Consulting.
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intervening where necessary. The high fixed cost of the USO coupled with declining letter volumes creates
upward pressure on unit cost. The cap was only intended to be in place until 2019. If the cap is to be
retained, simply rolling it forwards until the end of the next regulatory period without considering the
appropriate start point, may reduce our revenue and pricing flexibility to respond if necessary to sustain the
USO. Ofcom would need to conduct new analysis to ensure the cap is set at a suitable level, so that both
affordability and sustainability criteria are met for the duration of the regulatory period.

14
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Overview of paragraphs referenced in response to Ofcom Fundamental Regulatory Review,

questions 1, 3 and 5.

Questions answered in chapter.

Summary responses and references.

Question 1: Jo you agree that the
evidence summarised in Section 4 and
set out in more detail in the annexes to
this consultation does not support the
imposition of (i) further price controls on
parts of Royal Mail’s business or (i)
further price controls on parts of Royal
Mail's business or (ii) efficiency targets?
Please state your reasons and provide
evidence to support your view.

Yes:

Royal Mail agrees with Ofcom’s decision not to re-introduce price
controls or implement efficiency targets. Royal Mail has a track
record of fair and reasonable pricing. Our products and services
are excellent value for money. We have significant market driven
pricing incentives.

Price controls are too static for the rapidly changing market
environment of post. We are facing intense competition across all
sectors. This acts as a constraint on our pricing, negating the need
for price controls. As Ofcom acknowledges in the evidence it sets
out, Royal Mail has followed a prudent pricing strategy since the
current regulatory framework has been in place.
made great strides in our efficiency (see Chapter 2).

We have also

References: paragraph 1.15.

Question 3: Do you agree that the
analysis summarised in Section 4 and
set out in more detail in the annexes to
this consultation accurately reflects the
UK postal market? Please state your
reasons and provide evidence to support
your view.

No:

We welcome and agree with Ofcom’s analysis that our letters
provide good value for money.

We do not agree with the regulator’s assessment on the extent of
competition in the letters sector (parcels is covered in Chapter 3).

» We face significant competition in letters.

» E-substitution is a potent form of competition that constrains
our pricing.

» Ofcom has not placed sufficient weight on the threat of

increased e-substitution or the significant risk posed by tipping
points.

» The “other factors’ Ofcom refer to are marginal in comparison
with this threat.

References: paragraphs 1.4-1.14.

Question 5: Do you agree with our
proposal to retain the safeguard cap in
its current form? Please state your
reasons and provide evidence to support
your view.

No:

Royal Mail does not agree with this proposal - we believe both of
the safeguard caps should be removed. Royal Mail is subject to
intense competition which diminishes our ability to increase prices
and ensures prices remain affordable. Therefore the main purpose
of the safeguard caps is already fulfilled by market forces.

This safeguard cap is not in keeping with Ofcom’s stated principle of
only intervening where necessary.

References: paragraphs 1.15-1.19.
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Chapter 2 - Efficiency. Ofcom questions: 1 and 3.

We welcome Ofcom’s recognition of our “progress on efficiency in recent years’”* and “notable

modernisation improvements”*®. We have made very significant progress since 2012: modernisation, a
return to profitability, privatisation, etc. We have strong and growing market-based incentives to deliver
improvements. We welcome Ofcom’s decision not to introduce binding efficiency targets.

Our achievements should also be considered in the context of challenging market conditions and the need
to continually judge the absorbable rate of change. We started our modernisation later than many
international peers. This means we are implementing - often at the same time and in a much shorter
timeframe - changes that other major postal operators took years to introduce and embed. This has
been enabled by significantly improved industrial relations due to the Agenda for Growth agreement.

We have ambitious plans to deliver efficiency improvements and cost avoidance. But the scale of this
task means that the risk of quality decline, loss of business and industrial action are material factors.
We do not agree with Ofcom that our efficiency plans are at the: “lower end of a reasonable range for
[lefficiency] improvement’®’. The necessary pursuit of efficiency must always be balanced by the impact
on our people and regulated quality of service requirements we must deliver.

e As Ofcom has recognised, we have made significant progress on efficiency in recent years. We
have strong market-based incentives to deliver improvements:

» We have transformed every aspect of our operations, delivering significant efficiency
improvements. \We outperformed the UK economy's total factor productivity (TFP) improvements in
each year between 2011-12 and 2014-15%.

» Shareholder scrutiny, intense pressure from parcel delivery competitors and rapid e-
substitution in letters are major spurs to efficiency. The absence of other national letters direct
delivery networks has no bearing on the efficiency of Royal Mail.

e We actively review the absorbable rate of change. We seek to strike the appropriate balance
between quality, efficiency and industrial stability:

» We have significantly improved relations with the trade unions. The Agenda for Growth
agreement with the CWU is a major step forward. It is delivering both commercial and operational
benefits - no significant industrial disruption and accelerated headcount reductions since 2014%°. We
do face challenges from time to time as external influences affect the relationships with our unions,
such as political, economic and legislative factors.

» We continually judge the absorbable rate of change. Other posts have suffered material
revenue declines following industrial action. The cost of industrial action is particularly high in post.
A national strike could account for revenue losses of [$<] in a single year*.

3> Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 4.71.
Ofcom, Universal postal service returns to financial health, 25 May 2016.
Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 1.10.

8 Royal Mail estimate, using RPI, ONS data not available for 2015-16.

9 Headcount reductions in 2014-15 and 2015-16 were greater than 2013-14.

O Royal Mail internal analysis.
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e We have ambitious and stretching plans to deliver further efficiency improvements. We have
targeted to avoid ¢.£500 million of annualised costs cumulative over the three financial years to 2017-

184,

»

»

»

We note with interest the measures WIK identified. We have already assessed these; we do not
believe there are any significant opportunities that we are not pursuing. But we keep this
under continuous review. We consider our options to increase efficiency on an ongoing basis.

The efficiency gap between our individual delivery offices is small and narrowing. Delivery office
efficiency has increased by 5.8%*? since 2010-11. Mail centre efficiency has increased by 8.8% since
2012-13%,

We actively manage performance to reduce the efficiency gap. In delivery we are
implementing the ‘One Plan’, a unified set of initiatives to improve delivery office performance.

As Ofcom has recognised, we have made significant progress on efficiency in recent years. We
have strong and growing market-based incentives to deliver improvements.

We have transformed every aspect of our operations, delivering significant efficiency improvements.

21

Ofcom found that “Royal Mail has made progress on efficiency in recent years™, citing our “notable
modernisation improvements™>. We have achieved significant efficiency growth, including 1.3% in 2015-16
building on the 4.5% improvement in 2014-15 (see Exhibit 2.1). We outperformed the UK economy's
total factor productivity (TFP) improvements in each year between 2011-12 and 2014-15%.

Exhibit 2.1: Royal Mail efficiency (indicative PVEO*’) against UK Total Factor Productivity (TFP)*3

UK total factor productivity [l Royal Mails efficiency (indicative PVEO)

0.4%
2011-12
-1.8%

2012-13
I 0.2%
0.1%

2013-14
I 0.2%

1.2%

2014-15

ONS data not available

2015-16

41
42
43
4b
45
46

47
48

Royal Mail plc Annual Report and Financial Statements 2015-16.
Deloitte, Econometric benchmarking in the UK postal sector, 24 May 2016, page 4.
Deloitte, Econometric benchmarking in the UK postal sector, 24 May 2016, page 4.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 4.71.
Ofcom, “Universal postal service returns to financial health’, 25 May 2016.

Royal Mail estimate, using RPI. ONS data not yet available for 2015-16. Further discussion of PVEO methodology is contained in the FTI

Consulting annex - efficiency metrics. UK productivity measured as total factor productivity.

Price Volume Efficiency Other.
Royal Mail internal analysis; ONS Multi-factor productivity estimates: Experimental estimates to 2014, 6 May 2016.
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Exhibit 2.2: Royal Mail key operating metrics*’

New, refurbished & | Letters sequenced to ;
upgraded sorting machines | delivery point ' Headcount in operations
Number . Percent \ Thousands
——— e
374 t [5<]
8

2009-10  2015-16 | 2009-10  2015-16 | 2009-10  2015-16
World class mail centre ‘ 3
sites . Delivery offices modernised | Mail centres

Percent Number Number

2009-10 2015-16 2009-10 2015-16 2009-10 2015-16

2.2

Since 2009-10 we have achieved significant operational improvements®>.  We undertook our
modernisation programme in a compressed timeframe during a period of significant volume decline
and alongside privatisation. We started later than international peers due to Government funding
constraints. Our transformation programme took place against a backdrop of declining letters volumes,
increases in the number and size of parcels and an increasingly competitive parcels sector. By contrast, our
international peers modernised earlier while mail volumes were growing®. As WIK acknowledges: “Royal
Mail is implementing a number of major steps at the same time, /llustrating the complexity of Royal
Mail’s transformation programme. Other postal operators tackled these challenges consecutively rather than
simultaneously™.

Shareholder scrutiny, intense pressure from parcel delivery competitors and rapid e-substitution in
letters are major spurs to efficiency.

2.3

Efficiency is a given at Royal Mail following privatisation. Market incentives, which Ofcom has
recognised, are driving Royal Mail to reduce costs at pace:

e Shareholder scrutiny: “Given that Royal Mail is now a privatised firm, we expect that the increased
scrutiny from analysts, investors and shareholders will be a driver for efficiency at Royal Mail'™.

e E-substitution: “We consider this decline in single piece letter volumes due to e-substitution is likely to
LA
pers/st™.

49
50

Royal Mail: Operational metrics. Portsmouth Mail Centre closed in April 2016. The number of Mail Centres is now 38.

Royal Mail has been undergoing a major transformation programme since 2007-08. Improvements shown from 2009-10 for
comparative purposes.

See WIK Consult, Review of Postal Operator Efficiency, November 2013 for examples such as Deutsche Post and PostNL.

52 WIK Consult, Review of the Projected Costs within Royal Mail's Business Plan, 31 March 2016.

53 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph A5.113.

54 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph A7.31.
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e |ntense competition in parcels and joint network: "the whole of Royal Mail's delivery network is
exposed to competitive pressures from parcels operators which could act as an additional spur on its
efficiency’™. Ofcom materially underestimates the potential influence of this factor.

2.4 Direct delivery competition in letters provided no additional spur to efficiency. Instead, it posed a
threat to the financial sustainability of the Universal Service. Whilst some cost reduction is possible in
response to letters volume decline, Royal Mail postmen and women must still walk the same streets,
delivering fewer items as they go. Reducing letters volumes therefore has a direct impact on revenues, but
only enables very marginal reductions in cost. As a result, efficiency actually decreases, unit costs go up and
profit deteriorates quickly. There is no need for the regulatory framework to incentivise efficiency. We
therefore welcome Ofcom’s decision not to introduce binding efficiency targets as there is no regulatory
justification for such an intervention.

We actively review the absorbable rate of change. We seek to strike the appropriate balance
between quality, efficiency and industrial stability.

We have significantly improved relations with the trade unions. The Agenda for Growth agreement with
the CWU is a major step forward.

2.5 Better industrial relations have enabled significant innovation and efficiency improvements. We
strongly disagree with Ofcom’s finding that aspects of the 2014 Agenda for Growth agreement are "/kely to
have further limited Royal Mail's flexibility to respond to volume decliné' *°. The Agenda for Growth was a
ground-breaking, legally binding agreement to create the industrial stability needed to change the
culture of the workforce and every aspect of our large operation. It has increased our ability to adapt
quickly to the changing mix in traffic, the decline in letters and the increase in parcels. More recently, it has
enabled us to respond to the significant changes in the parcels sector. They include the increasing size of
parcels, increasing service demands from customers and new phenomena such as Black Friday and Cyber
Monday. For example, since this agreement, we have:

e Been able to deliver a better service to our customers, opening over 200 enquiry offices on
Sundays”’, lengthening customer acceptance times and delivering on Sundays within the M25;

e Created a more flexible workforce, hiring more part time employees, and implementing summer
resourcing;

e Delivered a behavioural change programme with the CWU to improve working relations between
local managers and representatives;

e Agreed an approach to growth and efficiency with the CWU, which allowed us to conduct an
accelerated voluntary redundancy programme in 2014-15. We have reduced operations
headcount by [3<] since the start of 2014-15 and cut gross core network hours by 2.3% in 2014-15
and 2.0% in 2015-16%,

e Had no national industrial action with the CWU since 2009 and in excess of 80% fewer local disputes
(2015-16 vs. 2013-14). We are not however complacent and recognise that every day we need to

o

5 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 4.65.
 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 4.66.
*7" As of August 2016.

& Royal Mail internal operational metrics.

o

o
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invest in our relationships to maintain the improving direction, including the management of external
influences; and

e Changed the agreements that traditionally reduce the speed of change in Delivery, for example,
by reducing the walk revision process from 26 weeks to 12 weeks.

Exhibit 2.3: Royal Mail’s view on WIK’s analysis of the Agenda for Growth agreement.

Royal Mail’s perspective:

Royal Mail's pay structure is more differentiated than WIK recognises. Sick pay and pension
contributions are significantly lower for the first 12 months of employment. New joiners can only join the
defined contribution pension scheme as our defined benefit scheme is closed to new joiners. We have
different hourly rates for differing roles within the single negotiating group. Our HGV drivers are paid
competitively against the market for HGV drivers. New joiner’s remuneration packages are generally lower.
There is no single tier rate but a multi-rate platform tailored to business areas and regions.

We have sufficient labour flexibility to run our business within our existing agreements. The national
agreement is based “predominantly on full time employment supported by part time employment’ >° but will
vary locally depending on the current local mix, needs and employee preferences. This meets our needs. We
can - and do - negotiate variances office by office. Whilst we have agreed 30-minute variation within our
duty time; in practice delivery offices are more flexible. Our staff expect to work longer hours at peak times.
For example, in the run up to Christmas. Our non-contractual overtime rates are broadly the same rate as
our basic pay®®. We are proud to be a good employer providing secure employment at fair compensation.

We have not needed compulsory redundancies to run our business or deliver change. Our
commitment is to apply best practice, in line with ACAS principles, to avoid resorting to compulsory
redundancy. This commitment does not limit our flexibility. We manage our labour force through natural
attrition, voluntary redundancy and transfers to different functions. This allows us to retain and optimise the
experience and skills in the business. Our objective is to be a good employer and to successfully manage the
change required of our people.

2.6

We have made good progress in recent wage negotiations. We agreed a 1.6% base salary increase with
the CWU for 2016-17. We negotiated a 1.6% increase for junior and middle managers from September
2015 with Unite, followed by a 1.3% increase from September 2016. This compares to recent average UK
wage inflation in excess of 2%*. Recent wage deals in other unionised industries have been higher than this.
TfL agreed to a 2% pay increase in 2015-16°%, British Airways offered its cabin crew a 2% pay increase in
2016%. Scot-Rail train drivers received an increase of 2.3% in 2016%".

We continually judge the absorbable rate of change. Other posts have suffered material revenue
declines following industrial action.

2.7

Royal Mail's relationship with our trade unions has historically been difficult. There was a history of
significant industrial action every 2-3 years with major national strikes in 2007 and 2009. Royal Mail

59
60
61

62
63
64

Agenda for Growth, January 2014, paragraph 2.7.5 - currently, the agreed national ratio is for 75% full time and 25% part time.

Royal Mail: Employment terms and conditions.

ONS, Index of Labour Costs per Hour (ILCH): Quarter 1 (Jan to Mar) 2016 (experimental), 17 June 2016,” Wage costs per hour worked
increased by 2.6% in the first quarter of 2016 on the same quarter in the previous year'.

TSSA, London Underground update on Pay & Night Tube referendum, and Service Control dispute, 23 March 2016.

The Sunday Times, BA puts three-year deal on table to keep crew sweet, 29 May 2016.

The Scotsman, ScotRail train drivers win 4.6% pay rise, 21 March 2016.
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2.8

2.9

accounted for c.60% of all UK strike days in 2007%° and ¢.60% in 2009%. Our workforce is highly unionised-
c.84% of operational staff are members of the CWU®’. This compares to union membership rates of 24.7%
(all UK employees) and 13.9% (all UK private sector employees)®®. Unions with high membership and a
significant ability to affect operations have historically used industrial action. Given this background and
strong challenge to change, the business has maintained a strong, balanced approach to improving efficiency
and ensuring change happens.

The cost of industrial action is particularly high in post. The networked nature of our operations
makes Royal Mail vulnerable to rolling strikes. Our operation can be ‘stopped’, even when only a part of it
does not operate. Unions can limit lost earnings for each employee to a few days while disrupting the
business for weeks. Moreover, we may not be able to win back parcel customers lost during strikes.
Consequently, a national strike would cause significant revenue damage. The financial impact of a
strike today would be much more material than in 2009. This is due to increased competition in the parcels
sector. Industrial action, if it followed a similar pattern to the 2009 strike, could account for revenue losses
of [3<] in a single year and a further [3<] p.a. in subsequent years®’. Deutsche Post estimated that a strike
in Q2 2015 impacted c.10% of its post and parcels volumes, leading to an EBIT reduction of €100
million’®. The recent uncertainty caused by potential industrial action from the Canadian Union of
Postal Workers has led to a significant loss of business for Canada Post. This is even without a
single strike day taking place. Canada Post’* stated on 8" July that “Parcel volumes from our major e-
commerce customers have declined by more than 80 per cent. VYesterday alone, the amount of mail
deposited across our network was down more than 80 per cent compared with the same day last year'.

We are pushing at the limits of what our staff can deliver. In March 2016, Unite balloted for
industrial action due to pay and condition concerns. Following the ballot, Unite undertook work to rule
and an overtime ban during May. This action was escalated. Unite issued Royal Mail with a notice that they
would be taking strike action between 31 May and 1 June. The proposed strike was called off on 27 May
when Unite agreed to further discussions. Following difficult negotiations, a settlement was reached in June.
We continually judge the absorbable rate of change. If we drive change too hard through major
operational or pay related initiatives, this could trigger declines in quality of service below the
regulatory minimum, loss of business or industrial action. As we illustrate in our severe but plausible
downside scenario (see Chapter 9), this could lead to a material profit reduction.

We have ambitious and stretching plans to deliver further efficiency improvements.

210 We disagree with Ofcom’s view that our efficiency initiatives are “at the lower end of a reasonable

range for improvement’’®. Ofcom has not stated what it considers the reasonable range to be. By
contrast, we believe our efficiency plans are challenging and ambitious. We have already reviewed the
measures identified by WIK and ruled them out for a range of reasons (see Exhibit 2.5). As Ofcom has
recognised, our “future plans are more ambitious than [our] past achievements” . We have

Royal Mail's Application to the Postal Services Commission for relief from the impact of Industrial Action on achievement of Condition 4

Scheduled Standards and Standardised Measures (Formula Year t = 2 (2007-08)); ONS.

Royal Mail Application to Postcomm for relief from the Impact of Industrial Action upon the Achievement of Condition 4 Service

Standards (2009-10 Formula Year t = 4); ONS.

Royal Mail estimate.

Department for Business, Trade Union Membership 2015, Innovation & Skills, May 2016.

Royal Mail Group, Mail volume and revenue trends and Business Plan 2016 projections, June 2016.
Deutsche Post DHL Group: Further important steps taken in line with Strategy 2020.

Canada Post agrees to 30-day extension followed by binding arbitration, 8 July 2016.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 1.10.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 1.10.
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211

212

targeted to avoid c.£500 million of annualised cost cumulative over the three financial years to
2017-18. So far, we have avoided c.£180 million of costs in 2015-16"*. This programme is delivering both
significant people and non-people cost savings. These are on top of the significant reduction in non-people
costs already achieved over the previous three financial years’>. We have over 70 scoped and resourced
cost avoidance initiatives in place’®. Key initiatives include delivery revisions, national road and air network
reviews, as well as a focus on fuel, maintenance, and fleet costs. We have also moved to a collection on
delivery model in some areas. By the end of 2016-17, c.42,000 post boxes that receive fewer than 50
items per day will be operating in this manner’”.

Ofcom stated that “Royal Mail should be capable of achieving the efficiency targets set out in its
2015 Business Plan at a minimum [...] without any adverse impact on its quality of service
performance’’®. \We must weigh the benefits of cost control and efficiency improvement against the risks of
damaging service guality and customer experience, or hurting employee relations and causing costly strike
action. We are committed to delivering a high quality of service while seeking to become ever more efficient.
In doing so, we actively review the absorbable rate of change and the appropriate balance between quality
and efficiency.

Alongside our cost control programme, [3<]. Our core focus is to remain the pre-eminent delivery network
in the UK, capable of sustaining and delivering the Universal Service in a profitable way. We will invest in the
core business, focusing on defending the value of letters and competing for more parcel contracts. We will
continue our journey towards lower costs and greater efficiency. In addition, we are negotiating on
major reforms to the Royal Mail Pension Plan with our unions. We committed to keep the Plan open
to accruals until March 2018. Current financial market conditions, however, suggest this will not be
affordable beyond 2018. The ongoing actuarial valuation suggests that the cost of the current defined
benefit plan could increase from c.£400 million”’ to c.£900 million®®. We will consult with members once
we have developed a proposal.

We note with interest the measures WIK identified. We had already assessed these; we do not believe
there are any significant opportunities that we are not pursuing. But we keep this under continuous

review.

213

We consider all options to increase efficiency on an ongoing basis. We have a rigorous process to
prioritise investments. We hold in-depth reviews with functional directors to ensure that our cash is
invested wisely with optimised return. WIK’s report outlines a number of operational practices that have
been implemented by other postal operators. Some of these we are currently trialling. Others, we have
consciously decided not to pursue as we do not believe them to be right for Royal Mail at this time.

74
75

Royal Mail plc Annual Report and Financial Statements 2015-16.
Royal Mail plc Annual Report and Financial Statements 2014-15, UKPIL non-people costs compared with UKPIL non-people costs for

2011-12 as reported in Royal Mail plc Prospectus.
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80

Royal Mail plc Annual Report and Financial Statements 2015-16.

Royal Mail Group Corporate Responsibility Report 2015-16.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 4.76.

Royal Mail plc Annual Report and Financial Statements 2015-16.

Preliminary findings of the RMPP Actuarial Valuation as at 31 March 2015, yet to be completed and agreed.
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Exhibit 2.4: Royal Mail position on operational processes cited by WIK.

WIK operational process.

Royal Mail position.

Increase walk sequencing

Royal Mail could further increase
the proportion of walk sequenced
letters.

Investing

We continually seek to maximise the level of walk sequencing. It now stands
at 83%. We are investing in new software to increase address read
rates. This will increase sequencing by up to 2%.

However, we are concerned that the comparison of sequencing rates in
WIK's report is not necessarily reported on a like-for-like basis®. The
definition of walk sequenced mail varies between postal operators. Some
sequence mail to the ‘stop’ into where there are a number of residential mail
boxes. This is broadly equivalent to sorting to the postcode level. They then
sort mail to the individual address at the ‘stop’. Royal Mail's walk sequencing
rates are based on mail that is sequenced to the delivery point. If we
calculated our walk sequence rates as sorting mail to postcode level, this
would increase the walk sequencing rate level to [3<]. Furthermore, Royal
Mail's sequencing rate calculation considers sequenced letters as the
proportion of total letters. It is unclear whether other operators exclude any
letters from the total when calculating sequencing rates. For example,
operators may exclude letters in areas they do not intend to sequence from
the total. In short, our position may be understated on a like-for-like basis
with international peers.

Parcels automation

Royal Mail could further promote
parcel automation in mail centres
and introduce more appropriate
equipment to facilitate parcel
sorting in delivery offices.

Investing

We are investing in parcels automation to reduce handling costs. We
are migrating from purely manual handling to mixed handling for some
products and sites. We are currently trialling a parcels sorting machine in
Swindon. We have plans to roll out to further sites in the next two years.
We are also investigating simple conveyor methods for handling large
parcels cost effectively. These are becoming an increasingly important part
of our mix.

We do not believe, however, that full parcel automation is the optimal
or most cost efficient solution. Space constraints currently limit the
number of mail centres in which parcel sortation machines can be installed.
Automation also caps capacity and may limit our ability to respond to
demand peaks. International and domestic peers have experienced
problems when migrating to full parcels automation. UK Mail issued a series
of profit warmings in 2015, citing “a greater than anticipated proportion of
current parcels volumes is incompatible with UK Mail's new automated

sortation equijpment, resulting in additional operating costs” .

‘31 WIK states that Royal Mail walk sequences ¢.82% of letters vs. over 90% at international peers.
82 UK Mail, Trading statement, 7" August 2015.
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WIK operational process.

Royal Mail position.

Automation of unaddressed
items

Royal Mail could increase
automation of unaddressed items.

[<]
We regularly review all options to improve the operational cost base.
(<]

Reduction of indoor activities

Royal Mail could continue reducing
the time spent on indoor activities
and allocate resources accordingly.

[X<]
We regularly review all options to improve the operational cost base

We have significantly changed how we handle indoor activities in recent
years. This has increased the proportion of time spent on outdoor activities
from [3<] to c.60%.

[<]

We do not believe that WIK's comparison of time spent on indoor activities is
necessarily representative of the potential cost savings. WIK states that
some international peers spend ¢.80% of time on outdoor delivery compared
to c.60% in the UK. We believe that much of the difference is due to
international peers merging mail outdoors. This simply moves cost from
indoor to outdoor. It does not necessarily represent a net cost saving.

Multiple bundle delivery

Royal Mail could reconsider
bundling addressed and
unaddressed jtems.

<]
We regularly review all options to improve the operational cost base.
(<]

Centralise letter sequencing

Royal Mail could centralise more of
its letter sequencing machines in
mail centres or mail processing
units (MPUs). and use delivery
offices as “pick-up points’”.

Implementing where beneficial

Sequencing machines were deployed at existing sites which had sufficient
space and made commercial sense. They are in the appropriate location
within the network to serve multiple delivery offices and meet quality of
service targets.

[<]

Peak and off-peak delivery days

Royal Mail could consider
implementing peak and off-peak
delivery days.

Currently not commercially viable

We have operational flexibility in the form of shorter days on Tuesday. It is
our lightest traffic volume day. We allocate less duty time to the walk on
Tuesdays. There are longer duty times on Thursdays and Fridays.

Our analysis suggests that implementing peak and off-peak delivery days is
currently not commercially viable in the UK. The opportunity is smaller in
the UK than other countries due to the larger amount of first class, access
mail and parcels which we are required to deliver the next day. Cost savings
are dependent on reducing the average weekly call rate. This is achieved by
reducing the call rate on lighter days more than it increases on heavier days.
The opportunity to exploit this difference is driven by the proportion of non-
priority mail.
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WIK operational process.

Royal Mail position.

Separation of indoor and
outdoor tasks

Royal Mail could consider assigning
indoor and outdoor delivery
activities to different employees.

Currently not commercially viable

We recognise the separation of indoor and outdoor tasks allows for indoor
improvements and the use of remote start locations. This could reduce the
fixed cost of getting to and from each walk. However, potential cost savings
may be offset by cost increases elsewhere. Delivery spans would need to
increase in order to maintain full-time duties, potentially resulting in later
last letter delivery times and fatigue issues.

With manual preparation, there was traditionally a high degree of local
knowledge required in order to perform the indoor preparation. This is best
acquired by the person who performs the outdoor delivery task. Our duties
have been based upon the same person performing the preparation for their
own delivery.

There are some delivery routes where the indoor preparation and outdoor
delivery is undertaken by different people. We will continue to explore these
opportunities when they arise.

[3<] Over the past number of years, we have been deploying new delivery
methods - itself a fundamental operational change - and continue to
optimise to maximise its benefits. We have been moving to a collection on
delivery model where appropriate. As with all alternative operational
models, we will continue to consider whether deploying indoor and outdoor
separation in the future is commercially viable.

Franchising road transport

Royal Mail could consider
franchising road transport.

Currently not commercially viable

Royal Mail undertakes limited levels of road franchising in order to maintain
flexibility in our network.

We believe that keeping our logistics and fleet in house is the most cost
efficient strategy and meet quality of service obligations. For example, new
driver technology has been installed in approximately 13,000 small, high-
mileage vans. The new technology promotes better driving behaviour,
keeping them safe and reducing fuel usage and maintenance costs.

We are conducting a pilot offering third parties access to our vehicle
maintenance services.

The efficiency gap between our individual delivery offices is small and narrowing.

2.14 Deloitte’s econometric analysis shows that efficiency in delivery offices and mail centres has
significantly increased. The efficiency gap is small and narrowing. Delivery office efficiency has
increased by 5.8% since 2010-11. Deloitte estimates the efficiency gap to the frontier at 3.2-6.1%%%. Mail

8 Deloitte, Econometric benchmarking in the UK postal sector, 24 May 2016, page 4.
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2.15

centre efficiency has increased by 8.8%%* since 2012-13. This is despite a period of unprecedented

structural change. Deloitte estimates the mail centre efficiency gap to the frontier at 4.8-9.5

%%,

We have a number of specific issues with Ofcom’s interpretation of the analysis that it

commissioned from Deloitte. We question:

The regulator’s view that the results are towards the lower end of the efficiency range. We
recognise there is dispersion in performance between delivery offices - a common phenomenon in
industrial companies with multiple sites. We believe these results demonstrate that Royal Mail has
made very material efficiency improvements. The efficiency gap is low relative to many other industries.
For example, the ORR estimated the efficiency gap for Network Rail (to the upper quartile) at 13-24%%.

The regulator’s use of the upper decile to estimate the efficiency gap. Regulatory practice
elsewhere suggests using the upper quartile rather than the upper decile as the efficiency frontier. For
example, Ofwat, Ofgem and ORR all use variations of the upper quartile as the efficiency frontier®’.
These are the results that Deloitte highlights in its executive summary. Yet, Ofcom chose to use a
different measure.

In instances where regulators have used the decile as a henchmark, they have also included an
additional adjustment factor. For example, Postcomm in its 2005 analysis applied a 20% adjustment
where the decile was used as the benchmark.

The regulator’s view that we can achieve full gap closure. This is unrealistic, as other regulators
have recognised. Previous price control determinations by Ofwat and ORR assumed that only 60% of
the efficiency gap should be closed over a price control period, rather than the entire gap.

The regulator’s view that “Rayal Mail could achieve efficiency improvements in its delivery
operations in terms of hours of up to 2.5% per annum over the next three years” % This
assumes that, over the next five years, Royal Mail could achieve full gap closure to the upper decile
(9.8%) and the maximum estimation for frontier shift (1.6%)%°. These are highly stretching assumptions
for each parameter, not in line with regulatory precedent elsewhere. Using the upper quartile rather
than the upper decile as the efficiency frontier, as other regulators have done, the range of annual
efficiency improvements over the next three years is 1.0-1.6% (see Exhibit 2.5).

84
85
86
87
88
89

Deloitte, Econometric benchmarking in the UK postal sector, 24 May 2016, page 4.

Deloitte, Econometric benchmarking in the UK postal sector, 24 May 2016, page 4.

ORR, PR13 Efficiency Benchmarking of Network Rail using LICB, August 2013, paragraph 4.32.

FTI Consulting, The efficiency of Royal Mail’s Delivery Office network, October 2015.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 4.59.

Deloitte assumes that all frontier shift is a result of modernisation. We have achieved 4.0-5.8% frontier shift up to 2014-15. Deloitte’s
model assumes a 2-year lag to achieve modernisation, based on which it estimates we have realised 78% of the benefit from
modernisation, leaving 22% remaining. Using the higher estimate for frontier shift of 5.8%, Deloitte calculates a frontier shift of 1.6%
[(100/78)*5.8%=7.4%; 7.4%-5.8%=1.6%].
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Exhibit 2.5: Deloitte econometric benchmarking - Scope for delivery office efficiency gains™.

Total efficiency gains Efficiency

Upper Upper i

quartile, % decile, %

Catch- Frontier

High Low High Low up shift =
2015-16 15 23 19 32 v
2016-17 08 13 12 22 v I
2017-18 07 11 11 21 v .10
2018-19 0.6 1.0 1.0 2.0 ‘/
2019-20 0.6 1.0 1.0 2.0 / i
Total 42 6.7 6.2 115
AV(} 2015-16 1.0 1.6 1.4 25 Upper quartile. Upper decile,
t0 2017-18 approach typically approach used

used by regulators by Ofcom

We actively manage performance to reduce the efficiency gap between delivery offices. This includes
implementing the ‘One Plan’.

216 In January 2016, we launched the ‘One Plan’. It is one of the main enablers of our 2-3% productivity
improvement target, which we believe is challenging. The ‘One Plan’ integrates five previously independent
initiatives to improve delivery office performance:

Resourcing to workload: Training Delivery Office Managers (DOMs) to plan staffing levels. This covers
workload forecasts, planned annual leave and staff availability one, two and 13 weeks ahead.

Tailored units: Tailored support and intervention for the lowest productivity offices. These offices
typically have a legacy of strong union activism and resistance to change.

Daily, weekly, monthly: Support for DOMs, providing revised ways of working to align allocation,
process and timing for completing tasks.

World class mail: Royal Mail's approach to engagement and culture change - a rigorous approach to
identifying improvement opportunities and managing their implementation.

Operations Standards initiatives: Review and management of compliance with Royal Mail's standard
ways of working, addressing non-standard or sub-optimal working practices to deliver productivity
improvements.

Exhibit 2.6: Case study: Successful ‘One Plan’ improvements to delivery offices.

[<]

%% Deloitte, Econometric benchmarking in the UK postal sector, 24 May 2016, page 31.
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Overview of paragraphs referenced in response to Ofcom’s Fundamental Regulatory Review, questions 1

and 3.

Questions answered in chapter.

Summary responses and references.

Question 1: Jo you agree that the evidence
summarised in Section 4 and set out in more
detail in the annexes to this consultation does
not support the imposition of efficiency
targets? Please state your reasons and
provide evidence to support your view.

Yes:

e We agree with Ofcom that there is no need for efficiency
targets. Shareholder scrutiny, intense competitive pressure
in parcels and rapid e-substitution in letters are already
major spurs to efficiency. Moreover, as 67% of costs in Royal
Mail are people cost, only a certain amount of operational
and efficiency change can be absorbed in any period. To
press too hard beyond this level causes service quality
failures, industrial conflict and commercial losses.

References: paragraphs 2.3 - 2.4.

Question 3: Do you agree that the analysis
summarised in Section 4 and set out in more
detail in the annexes to this consultation
accurately reflects the UK postal market?
Please state your reasons and provide
evidence to support your view.

No:

e We do not agree with Ofcom that our plans are “at the lower
end of a reasonable range for [efficiency/ improvement.

»

»

»

»

»

»

We have transformed our operations in recent years,
delivering significant efficiency improvement.

The Agenda for Growth has created industrial stability,
delivering commercial and operational benefits.

Econometric analysis shows the efficiency gap in delivery
office and mail centres is small and the gap is narrowing.

We have considered all options to increase efficiency and
will continue to improve on this. We have detailed where
we have adopted a different approach to other operators.

Ofcom has stated that our Business Plan is stretching
and more ambitious than past achievements.

We continually judge the absorbable rate of change. We
are going as far and as fast as we can.

References: paragraphs 2.1 - 2.16.
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Chapter 3 - The UK parcels sector. Ofcom question 3.

Royal Mail welcomes Ofcom's acknowledgment that the UK has one of the most competitive parcels
markets in the world. There are a number of major players in the sector. Substantial investment in new
facilities by industry participants has generated c.20% annualised spare capacity. This has placed (and
continues to place) downward pressure on prices. Competition will intensify. There are a range of highly
disruptive business models, e.g., the expansion of Amazon Logistics and carrier management systems.

Royal Mail does not believe, however, that Ofcom has recognised the significant degree to which
competition has grown, including the profound changes in the parcel sector in recent years. Royal Mail
does not agree with Ofcom's continued use of the 2010 Postcomm segmentation, or its overreliance on
market share estimates. A comprehensive assessment of competition should take into account
developments such as countervailing buyer power, e.g., Amazon, and the alternatives (myHermes,
Collect+) to the Post Office. This has changed the sector substantially since Postcomm’s 2010 report.

Royal Mail notes that Ofcom is not proposing to extend the mandated Access regime to parcels. The
regulator, however, remains open to requests to extend Access, subject to sufficient evidence. Mandated
Access for parcels to our delivery network is unwarranted and unnecessary. Effective competition exists
- there are many alternative providers to Royal Mail. Competition is already strong and delivers benefits
to consumers. Parcel mandation would undermine the financial sustainability of the Universal Service,
given the critical centrality of parcels revenues. Ofcom itself has previously acknowledged that small
changes in parcels volumes could significantly affect Royal Mail's future EBIT margins.

e Royal Mail agrees with Ofcom's statements that: “the UK has one of the most competitive parcels
markets in the world” °* and: "there has been increased competition and innovation in the parcels
sector'®?.

e Royal Mail disagrees with Ofcom's segmentation of the parcels sector. Ofcom has not updated its
approach to segmentation since Postcomm's 2010 review. The distinctions between these segments have
become blurred. Carriers have developed a range of business models that do not correspond with the
Postcomm approach. Traditional B2B players - closer to Postcomm's Express segment - have moved into
B2C, closer to Postcomm's deferred service. There is significant supply-side substitutability across
segments in this sector. A parcel delivery network is capable of carrying items of multiple sizes and
weights.

e Royal Mail disagrees with Ofcom's reliance on market share data to assess the level of
competition in ‘Bulk lightweight’ and ‘Single Piece’. It should move to a more comprehensive
assessment including buyer power, low barriers to entry/expansion, and the role of marketplaces and price
comparison websites.

e Ofcom has not recognised the full intensity of competition across the whole parcel sector. Carriers
are investing to become more competitive and win customers. Customers are benefitting. They are
demanding, and getting, more from their carriers.

e The high levels of competition are having a significant impact on Royal Mail's revenues. Since
2013, Royal Mail's parcel prices changed by an average annual rate of 0.5% below RPI*®. For two years in

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 1.2.
~ Ofcom, Universal postal service returns to health, 25 May 2016, http://media.ofcom.org.uk/news/2016/royal-mail-review.
> CAGR figure. Internal Royal Mail calculations using Tariff 2016 model and volumes from 2015-16 Financial reporting.
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a row, parcel revenues have not offset the decline in letters revenues. Between 2013-14 and 2015-16,
the revenues generated by Royal Mail's consumer and SME parcels declined by [$<]%.

The UK parcels sector is highly competitive. There is no need for additional regulatory
intervention by Ofcom to incentivise competition.

31

Royal Mail agrees with Ofcom's statement that “the UK has one of the most competitive parcels
markets in the world””®. \Ne face active and intensifying competition from multiple operators, DHL,
DPD, FedEx, Hermes, etc. Due to this intense competition, Royal Mail's parcels revenue growth is not
sufficient to offset letters revenue decline. Addressed letter volumes have declined by 17% from 2011-12 to
2015-16%. Total letters revenues have fallen 2.5% over the same period”’. After the price rises in 2013,
Royal Mail's average parcel prices have fallen by ¢.0.5% p.a. in real terms. For consumer parcel prices, the
average price decreased by c.1.8% p.a. in real terms. Contract prices have decreased on average by c¢.0.1%
p.a. in real terms’®. Between 2014-15 and 2015-16, there was a [3<] in Royal Mail's consumer and SME
parcel portfolio, and revenues [3<]”. For two years in a row, UKPIL parcel revenue increases have not

offset the decline in letters revenue.

Exhibit 3.1: Key Developments.

e Operators, such as DPD, FedEx and UPS - once focussed primarily on B2B - are now increasingly
targeting B2C. Operators like Hermes and Yodel - initially focused on B2C - are targeting C2C.

e Amazon Logistics has expanded. It is now estimated to deliver [3<] items a year in the UK.
Amazon is leveraging its broad customer base - consumers and SME marketplace sellers - to bundle
retailing and fulfilment services for consumers and SMEs. Amazon is a significant player.

e Carrier management systems and online consolidators are well established. Carrier management
systems like MetaPack help retailers manage the shipping process. They do so through an online platform
that integrates a wide range of postal providers and carriers. Parcel Monkey, Parcel2Go, and other online
resellers offer virtual distribution solutions for consumers and SMEs, using their buyer power to negotiate
rates with carriers, often on a case by case basis.

e Marketplaces. Royal Mail estimates that over [3<] B2C items shipped for delivery in the UK are sold on
marketplaces. eBay has enabled marketplace sellers to buy postage through its own online channel. This
diverts parcels that would have previously gone to Royal Mail.

e Traditional retailers, Sainsbury’s for example, are significantly scaling up their in-house collection and
delivery offerings. Sainsbury’s is currently completing its £1.4 billion acquisition of Argos. This will extend
Argos’s consumer delivery and collection proposition, including FastTrack same-day delivery, to Sainsbury’s
stores.

94

95
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99

[<].

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 1.2.

Royal Mail plc Annual Report and Financial Statements 2015-16 UKPIL Addressed Letter volume of 12,563 million compared with
2011-12 UKPIL Addressed Letter volume from Royal Mail plc Prospectus of 15,147 million.

Royal Mail plc Annual Report and Financial Statements 2015-16 UKPIL Letter Revenue of £4,470 million compared with 2011-12
UKPIL Letter Revenue from Royal Mail plc Prospectus of £4,585 million.

All price increase figures are CAGRs. Internal Royal Mail calculations using Tariff 2016 model and volumes from 2015-16 Financial
reporting.

[5<]..
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3.2

3.3

3.4

Royal Mail notes that Ofcom is not proposing to extend the mandated Access regime to parcels. We also
note, however, the regulator's statement that it is open to considering requests to expand Access, subject to
sufficient evidence. We believe that mandated Access for parcels to Royal Mail's delivery network is
unwarranted given the levels of competition. The intense competition in the parcels sector has occurred
without mandated Access to Royal Mail's delivery network. An Access regime would undermine the financial
sustainability of the Universal Service. Parcels revenues - both USO and non USO - are vital to the financial
sustainability of the Universal Service. Analysis we have shared with Ofcom highlights the critical centrality
of parcels revenue to the financial sustainability of the Universal Service. Parcel revenue growth is not
compensating for the decline in letters revenues. This is hardly the backdrop against which to extend Access
provision into parcels. Ofcom has acknowledged that the level of uncertainty in the parcels sector is growing.
[t has noted that small changes in parcel volumes could significantly affect Royal Mail's future EBIT
margins’®.  Given the level of uncertainty, mandating Access for parcels would significantly impede Royal
Mail’s ability to sustain and grow the parcels revenue needed to offset the structural decline in letters. It
would also undermine our ability to compete in bulk parcels to offset the decline in consumer and SME
revenues outlined above.

It should also be noted that there are few - if any - analogies between competition in parcels in 2016, and
letters in 2004, when mandatory Access was introduced in that sector. Access to Royal Mail's delivery
network is not essential for achieving effective competition in the parcels sector. Royal Mail faces
vigorous competition from numerous well-established and growing rivals with their own end-to-end
networks. Hermes and Royal Mail both already compete to offer injection services, allowing operators to
access their networks on commercial terms. The fact that an Access parcel product is not mandated does
not preclude Royal Mail offering Access to its delivery network where it is viable to do so on a commercial
basis. [3<]

Mandating Access is likely to have adverse effects on customers through reducing operators'
incentives to invest, develop their end-to-end networks, and offer new services. It would also reduce
Royal Mail's incentive to invest and develop its parcel services. Competitors may reduce their investment
plans, as Access provides an alternative to delivery via their own networks. This reduction in the incentives
to invest is likely to harm consumers in the long-term. Moreover, imposing such a regime would remove
valuable revenues needed to ensure the financial sustainability of the Universal Service.

Royal Mail disagrees with Ofcom's analysis of parcel competition.

3.5

3.6

Ofcom's approach to segmentation has not been updated since Postcomm's 2010 review. It places
too much emphasis on unreliable share estimates to assess the level of competition in ‘Bulk lightweight’
parcels and ‘Single Piece’ parcels. Market shares alone are not a reliable guide to the level of
competition. A comprehensive assessment of the competitive constraints that Royal Mail faces should
look beyond market share. It should encompass the intense and growing competition, customer buyer
power, and low barriers to entry and expansion.

The 2010 Postcomm segmentation (see below) does not accurately reflect the development of
competition.

e Express is defined as time guaranteed, either same day or next day. Deferred is defined as non-time
guaranteed, both next day and later than next day*.

100

Ofcom, Review of end-to-end competition in the postal sector, 2 December 2014, paragraph 3.107.

101 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, footnotes 328 and 329.
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e Bulk is defined as: ‘one where a volume related discount could be applied (even if it is not for a specific

parcel consignment), or where the price is determined by a negotiated contract"**.

e Heavy are items weighing more than 2kg, while light are those below 2kg*®.

3.7 The market reality, however, is that the distinctions between the segments are increasingly blurred. Parcel
carriers have developed a range of business models which do not fit neatly into the Postcomm
segments. For example:

e The Collect+ parcel service offers customers a discount if they purchase multiple parcels®®.

Consequently, this could be classified as a ‘bulk’ service, rather than a ‘Single Piece’ service®®. Similarly,
the DHL and UPS services both offer discounts and could be classified as ‘bulk®™.

e ipostparcels.com, which individuals can use to send ‘Single Piece’ parcels, offers volume discounts™®’.

Since discounts are available, it is not clear whether volumes purchased through ipostparcels.com
should be classified as ‘bulk’ or ‘Single Piece’. myParceldelivery.com, which individuals can use to send

‘Single Piece’ parcels, also offers volume discounts®®.

e DPD has moved from a focus on B2B deliveries - closer to the Express segment - to expanding into
B2C. This is closer to a Deferred service. DPD Predict service gives customers a one hour delivery
window, which may not occur on the same or next day. This service has characteristics of both Express
and Deferred services™.

3.8 The regulator’s use of 2kg to segment ‘bulk’ services is artificial. Ofcom's report does not contain the
comprehensive analysis required to demonstrate that competitive conditions differ substantially between
‘bulk’ customers posting items with an average weight above and below 2kg**®. [3<]. There is significant
supply-side substitutability across segments. A parcel delivery network is capable of carrying items of
multiple sizes, as well as multiple services. For example, we believe Amazon Logistics delivers services which
Ofcom's segmentation would class as Express, ‘Bulk lightweight” and ‘Bulk heavy’ services through the same
network. Parcel operators can switch capacity easily in response to demand changes. The Express/Deferred
and weight segmentation does not adequately reflect the competitive constraints imposed by supply-side
substitution.

Royal Mail does not agree with Ofcom's use of share estimates to determine the level of competition.

3.9 Ofcom estimates volume and value shares for ‘Bulk lightweight’ and ‘Single Piece’ parcels. It uses these

estimates to underpin its findings on the level of competition in these segments'**. Ofcom's finding that

102 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph A8.42.

103 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph A8.6.

104 Collect+ Important service changes. https://www.collectplus.co.uk/news/important-service-changes-we-are-introducing.

105 Ofcom discusses the Collect+ service in the ‘Single Piece’ section, for example Review of the Regulation of Royal Mail, 25 May 2016,
Annex 8, paragraph A8.26.

Discount obtained when sending multiple parcels using the DHLitNow service. This service does not provide a guaranteed time of
delivery as standard, so would not be classed as Express. The DHL Dropoff service does not appear to offer discounts.
http://parcel.dhl.co.uk/. - UPS offers. Customers must register to obtain the discount. UPS Standard does not offer a time guaranteed
service, so would not be classed as Express. https://www.upstoday.com/content/offers/.

ipostparcels.com delivery rates. http://www.ipostparcels.com/parcel-delivery/parcel-delivery-rates.

Myparceldelivery.com business account. http://www.myparceldelivery.com/hub/useful -stuff/features/business-account/.

DPD Predict and Follow My Parcel services. http://www.dpd.co.uk/content/products_services/predict_fmp.jsp.

For example, in its 2016 Business Connectivity Market Review, Ofcom carried out detailed and extensive analysis of whether there was a
chain of substitution across the Alternative Interface market (i.e. Ethernet services up to and including 1 Gigabit/second) and the Multiple
Interface market (i.e. Ethernet services above 1 Gigabit/second and DWM services at any bandwidth), concluding that there was a chain
of substitution across all bandwidths, reducing the number of product markets from two to one.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraphs A8.39 and A8.64.
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3.10 Royal Mail also has concerns regarding Ofcom's use of parcel weight data

In
to

Royal Mail has higher shares in some segments says little about the competitive constraints we
face.

12 Royal Mail's weight

categorisation of domestic commercial parcels is based on the average weight of each customer mailing -
rather than the weight of individual items**3. It is also unclear from the unredacted version whether Ofcom
has excluded Large Letters from its share estimates’**. A comprehensive, forward looking, assessment of
competition should not focus on share estimates. Instead, it should encompass customer buyer power, the
intensive competition, and the low barriers to entry and expansion. This would be consistent with the

European Commission’s Guidance, which states:

"Market shares provide a useful first indication for the Commission of the market structure and of
the relative importance of the various undertakings active on the market However, the Commission
will interpret market shares in the light of the relevant market conditions, and in particular of the
dynamics of the market and of the extent to which products are differentiated”**®.

‘Bulk lightweight’ parcels, customer buyer power, highly active competition, and low barriers
entry and expansion create considerable competitive intensity.

Customers are leveraging their buyer power.

3.11 Customer buyer power is stronger when the buyer has the ability to sponsor new entry, or enter the

supplier's market through vertical integration'’. Amazon's entry into parcels delivery is a prime
example of buyer power. In its 2010 Decision document, Postcomm said: “7here is no significant buyer
power [...] Developing an end-to-end business model would entail very substantial sunk costs and is
therefore unlikely to represent a significant competitive threat”**’. In contrast to Postcomm's prediction,
Amazon has built its own extensive delivery network which now operates in most parts of the UK within a
very short period of time.

3.12 There are reports that Amazon is influencing marketplace shippers on carrier selection'®. Argos is

another retailer that has expanded and improved its delivery service. Argos invested heavily to
develop its new Fast Track Delivery service, which it has reported has grown by 79%'°. As noted by
Ofcom, if Click and Collect continues to develop, this may result in final mile delivery increasingly
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Royal Mail - Response to Section 55, Schedule 8 Requirement to Furnish Information: Parcels Revenues and Volumes, 7 December
2015, page 3.

This reflects how bespoke parcels contracts are typically priced. If a contract customer posts 1,000 parcels with an average weight of
1.5kg, all 1,000 parcels will be reported against the weight step that encompasses 1.5kg (1-2kg). Some parcels, however, may weigh
less than 1.5kg, say 900g, others may weigh more, say 2.8kg.

For example, in paragraph A8.18 Ofcom quotes Royal Mail estimates which include Large Letter volumes. Ofcom, Review of the
Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph A8.18.

European Commission, Communication from the Commission — Guidance on the Commission’'s enforcement priorities in applying Article
82 of the EC Treaty to abusive exclusionary conduct by dominant undertakings, February 2009, paragraph 13. http://eur-
lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52009XC0224(01)&rom=EN.

Competition Commission and Office of Fair Trading, Merger Assessment Guidelines, paragraph 5.9.3,
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/284449/0FT1254 pdf.

Postcomm, Laying the foundations for a sustainable postal service. Annex 1, Analysis of Markets, paragraph 5.60,
http://webarchive.nationalarchives.gov.uk/20111027102050/http:/www.psc.gov.uk/documents/1158.pdf.

Tamebay blog. Use of Amazon Logistics to become mandatory for Amazon retailers. 9 December 2015.
http://tamebay.com/2015/12/use-of-amazon-logistics-to-become-mandatory-for-amazon-retailers.html.

“There was a strong take up of the Fast Track Delivery offer, such that total one-man home delivery grew 79% for these months versus
the prior year”. Home Retail Group plc, Full Year Results, 27 April 2016, page 7,
https://www.homeretailgroup.com/media/298270/home_retail_group_full-year_2015-16.pdf.
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3.13

being bypassed®?®. This is consistent with Verdict research showing that the most important reason for
customers using Click and Collect was to avoid delivery costs*?!. Examples of retailers investing in Click and

Collect include John Lewis*?.

Carrier management systems empower retailers by facilitating switching. Platforms such as
MetaPack and GFS integrate the major players and postal providers and other smaller carriers and
consolidators. The single point of IT integration enables shippers to switch carriers easily. In 2013,
MetaPack supported the delivery of 130 million parcels. This number is growing rapidly**®. Many other
software companies have entered this segment. GFS customers shipped over 10 million parcels last year'?*.
Royal Mail estimates that as of 2015-16, at least [3<] of Parcelforce Worldwide's contract customer
revenue was derived from customers using carrier management systems.

Barriers to entry and expansion are low. There has been a significant increase in overall capacity.

3.14

3.15

Many firms active in other sectors have the logistics experience and assets to enter parcel delivery. They
include supermarkets (Asda, Ocado, Sainsbury's); taxi operators (Addison Lee, Uber); and transport firms
(Eddie Stobart). Entry and expansion are facilitated by:

e |ow sunk costs - many of the assets, including buildings and vehicles, have alternative uses or could
already be used by the entrant to provide other services, e.g., Uber vehicles;

e carrier management systems - these facilitate multi-sourcing by customers, so niche players can target
specific traffic and expand quickly;

e subcontracting - many of the elements of this pipeline can be subcontracted, e.g., to an existing parcels
operator; and

e technological advancements - the use of smartphones as PDAs (“4ring your own device”) has reduced
IT barriers.

Amazon Logistics is the most substantial new entrant in the sector. Amazon has built its own distribution
network. [t is expanding its scale and scope rapidly. Royal Mail estimates that Amazon’s in-house delivery
capacity is equivalent to around [$<] of total UK domestic parcel volumes. It is expected to grow further.
Amazon's expansion has had a substantial impact on Royal Mail*?®>. More broadly, Royal Mail does not
believe that Ofcom has fully taken into account the impact of the capacity expansion by new and traditional
players*?®. Royal Mail estimates that its competitors have added a total net annual capacity of
approximately 280 million items since September 2012. This continued investment has led to
annualised spare capacity of c.20%. It means continuing downward pressure on prices.

[}(]127

120 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph A8.48.

21 Verdict, E-Retail in the UK, September 2015, page 107.

122 John Lewis Collect+ shops. http://www.johnlewis.com/customer-services/information-about-delivery-methods-and-charges/collect-plus.
123 Post and Parcel directory. MetaPack profile. http://postandparcel.info/31256/directory/metapack/.

24 Just Shout Delivery Management http://www.justshoutgfs.com/.

125 <.

126 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph A8.49.

127 154,
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Royal Mail faces strong competition from rivals with competitive advantages. In ‘Bulk lightweight’
parcels, competition is working well.

3.16

317

3.18

3.19

3.20

Royal Mail's investment in its delivery network - including the use of High Capacity Trollies - allows it to
deliver more parcels at the same time as letters. This maximises the efficiencies from joint delivery, enabling
Royal Mail to benefit from economies of scale and scope in foot delivery parcels’’®. Royal Mail’s
competitors' business models, however, provide competitive advantages over Royal Mail's labour
models. Many of them use owner-drivers or “ifestyle couriers” They are paid on a piece rate (i.e., per item
delivered). They also have to provide their own vehicles, and pay for fuel and uniforms from their
remuneration. Royal Mail's cost base reflects the need to deliver the Universal Service and the legacy of a
highly unionised environment. Accordingly, for example, Royal Mail estimates that it has hourly labour costs

which are [3<] higher than Hermes%’.
Customers are benefitting from Royal Mail’s investment in parcels and that of our competitors.

e Hermes has announced an £18 million investment in 20,000 handheld scanners to support Hermes
ETA. This service will launch a two hour delivery slot on all services (delivery and returns collections) by
the end of 2016™°.

e Yodel has launched a two hour delivery window service. It has invested £20 million to develop a new
website, purchase equipment and vehicles, and improve training**.

e DPD's ‘Predict’ and ‘Follow my Parcel” technology enables customers to receive a one hour time window,
to track the parcel on a map, and to change the delivery time and location'®*. DPD's Precise service will

allow customers to choose their one hour delivery slot**.

Customers are very price sensitive. They shop around for the best deal. Some customers,
including those posting low weight items, have moved from Royal Mail to other carriers:

o [X]

As Ofcom acknowledges, Royal Mail is responding to the competition, and investing to improve our
services’®. Royal Mail is undertaking a major investment in its parcels business, including rolling out of
delivery scanning on standard parcels'*®. Customers are benefitting from the investment.

e [X]

Despite Royal Mail’s major investment, we cannot match some of the prices offered by our
competitors for the reasons set out above, e.g., legacy labour model, and the cost of the USO. For
example, Ofcom found that Royal Mail lost volume share between 2009 and 2013, In the same period,

128

Parcels Annex, paragraph 1.11.

127 1<),

130

Hermes launches new ETA service for retailers. https://www.hermesworld.com/en/our-services/distribution/uk-

distribution/services/estimated-time-of-arrival.html.

131
132

Yodel services. http://www.yodel.co.uk/yodel-services/.
Financial Times, 22 November 2015, UK parcel delivery sector modernises to meet rise in online shopping.

https://next.ft.com/content/bb5576e4-8f72-11e5-a549-b89aldfede9b.

133
134

Transport Intelligence, Global Express and Small Parcels 2015, page 32.
Motor transport blog, 7 January 2016, DPD Precise to allow customers to pick own delivery slot.

http://motortransport.co.uk/blog/2016/01/07/dpd-precise-to-allow-customers-to-pick-their-own-delivery-slot/.
135 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraphs A8.50 and A8.51.
136 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph A8.19.
137 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph A8.19.
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Hermes' share increased by 75%%.

customers.

o [X]

In this very competitive sector, Royal Mail must fight to gain and keep

3.21 These examples illustrate that the sector is very dynamic and that competition is working well. Customers

switch to different providers in response to price and quality differences.

In ‘Single Piece’ parcels, competition is being driven by low barriers to entry and expansion, and
price comparison websites.

The low barriers to entry and expansion mean competitors are expanding rapidly.

3.22 The roll-out of Pick Up and Drop Off (PUDO) networks requires little investment. They typically rely

on agreeing terms with existing retail outlets. DPD signed a deal with Halfords to expand its DPD PickUp
service to a further 460 stores. This followed earlier deals with Rowlands and Numark pharmacies™’.
myHermes has recently signed a deal to offer its services through the Doddle network®*®, and has added 450
sites through adding Co-op stores to its network'“?. There has been a significant expansion in the number
of alternatives to the Post Office’*®. This expansion is consistent with Ofcom’s research showing 12% of
adults expect to send more parcels in the future, compared to 7% expecting to send fewer**’. In November
2015, [3<] of the UK population was within 5km of a Collect+ access point and [3<] was within 5km of a
myHermes access point'®*. In many cases, these competitor access points (e.g., newsagents) have [3<]. As

Ofcom noted, Royal Mail has responded to this competition®*®, and that:

‘tcompetition, even where it is largely limited to urban areas, will tend to constrain Royal Mail’s

prices, and since Royal Mail is obliged to offer a geographically uniform price this has the potential

to benefit all consumers"**®,

Customers are aware of alternatives, using marketplaces and price comparison websites to obtain better
prices.

3.23 Ofcom recognises there is growing awareness of alternative carriers. But it considers competition ‘has

begun to emerge”in this area®®’. Ofcom notes that its Postal Tracker survey results (2015) found that 90%
of customers who had posted a parcel in the last month had used Royal Mail, while only 8% had used

Hermes. These statistics, however, understate the degree of competition from Hermes. Customers who
sold more than 11+ parcels in the last month - 26% of the sample, and likely to be more than 26% of

138
139

140

141

142

143

144

145

146
147

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph A8.19.

Postal Technology, 31 March 2016, Halfords joins DPD parcel network in the UK,
http://www.postaltechnologyinternational.com/news.php?News|D=67757.

Daily Telegraph, 14 June 2016, Doddle and Hermes agree tie up to rival Post Office service,
http://www.telegraph.co.uk/business/2016/06/14/doddle-and-hermes-agree-tie-up-to-rival-post-office-service.

Logistics Manager, 15 March 2016, Hermes Click and Collect for Co-Op stores, http://www.logisticsmanager.com/hermes-click-and-
collect-for-co-op-stores.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph A8.26.

Ofcom, The Communications Market Report, page 238.

Royal Mail analysis.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph 8.27. For further evidence on this see Royal Mail,
Parcels Appendix, 18 September 2015.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph 8.36.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, Annex 8, paragraph A8.39.
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3.24

3.25

volumes - were significantly more likely to use Hermes (14%)**®.  Similarly, the data shows that 24% of
customers who spent over £20.00 had used a carrier other than Royal Mail or Parcelforce’*’. Royal Mail's
survey data also shows a high awareness of alternatives among consumers who are regular
marketplace sellers (Exhibit 3.2). This shows this is particularly true of the heavy sellers. They represent

[<] of the volumes sold in this sample®.

[}<]151

Customers use marketplaces to obtain better deals. eBay has been developing solutions to allow
marketplace sellers to buy postage through eBay’s own online channel. This is effectively an eBay controlled
reseller service. This diverts parcels that would have previously gone to Royal Mail. eBay is using its buyer
power to obtain lower prices from parcels providers. The eBay postage estimator shows eBay customers
can obtain discounts of 44% on Parcelforce prices and discounts on Collect+ too™?. [¥<].

[}<]153

The growing use of price comparison websites has increased competition. Online platforms display
comparative pricing and service level information across a range of carriers. They enable home collection,
and allow consumers to pay postage and print labels from home. Consumers have a much wider choice
than in the past, and are able to select a carrier based on lowest cost. We understand that some of these
websites also agree specific contracts with parcel operators, acting as an aggregator, and pass on lower
prices to customers. [3<].

[X]154

Rivals have lower prices than Royal Mail and carry volumes at all weights.

3.26

3.27

Ofcom’s analysis shows that myHermes and ipostparcels have lower prices than Royal Mail for nearly all
later than next day services'®®. These services offer tracking, which Royal Mail's standard service does not.
Royal Mail’s competitors are carrying volumes at all weights. Exhibit 3.5, based on a survey of
consumers who are regular online sellers sending domestic items, shows that [3<] of the customers using

myHermes in the last month were typically sending items weighing between 250g and 500g™¢. [5<]

There is already meaningful competition in ‘Single Piece’ parcels, and competition is intensifying. The
evidence shows the substantial growth of competitors’ PUDO networks, and the increasing disruption of
traditional carrier relationships by marketplaces such as eBay and price comparison websites. Competition is
working well, and customers are benefitting in ‘Single Piece” and across all segments of the parcels sector.

[X]157

48 Ofcom, Residential consumer postal tracker, Table 16, page 100, http://stakeholders.ofcom.org.uk/binaries/research/statistics/2016Feb-
Apr/Residential_Postal_Tracker_2015_data_tables_thp.pdf. Significance refers to the difference between those sending 11+ parcels and
those sending i) 1-4 and ii) 5-10.

149 Ofcom, Residential consumer postal tracker, Table 16, page 103, http://stakeholders.ofcom.org.uk/binaries/research/statistics/2016Feb-
Apr/Residential_Postal_Tracker_2015_data_tables_tbp.pdf.

150 |nsos Mori, Marketplace Seller Report, April/May 2016.
151 ta
(<],

eBay postage estimator. Discount of 44% obtained when sending a Large Letter weighing 500g with Parcelforce 24 service.

http://postageestimator.ebay.co.uk.

153 [}/]
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Overview of paragraphs referenced in response to Ofcom’s Fundamental Regulatory Review, question 3.

Question answered in Chapter.

Summary response and references.

Question 3: Jo you agree that the analysis
summarised in Section 4 and set out in more
detail in the annexes to this consultation
accurately reflects the UK postal market?
Please state your reasons and provide
evidence to support your view.

No:

Royal Mail agrees with Ofcom’s acknowledgement that the UK
has one of the most competitive parcels markets in the world.
We disagree with Ofcom’s segmentation of the parcels sector
and its reliance on market shares to assess the level of
competition. We disagree with Ofcom’s findings on the levels
of competition in ‘Bulk lightweight’ and ‘Single Piece’ parcels.
We note that Ofcom is not proposing to extend the mandated
regime to parcels. We also note, however, Ofcom’s statement
that it is open to considering requests to extend Access,
subject to sufficient evidence. We believe mandated Access for
parcels to our delivery network is unwarranted. Parcel
mandation would actually undermine the financial
sustainability of the Universal Service by removing valuable
revenues needed to fund it. The intense competition in the
parcels sector has occurred without a mandated parcel Access
regime. Royal Mail’s delivery network is not essential for
achieving effective competition in the parcel sector as there are
many suitable alternative providers to Royal Mail.

References: paragraphs 3.1-3.27.
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Chapter 4 - Cross-subsidy and cost allocation.

Ofcom does not formally ask a question in its consultation about this issue. On page 65 of its
consultation, it sets out its position. This chapter sets out our response.

We are surprised that Ofcom is planning to undertake a review of cost allocation. We closely follow the
extensive framework and detailed methodology that the regulator put in place some years ago. The
review will create unnecessary uncertainty for a prolonged period of time. This is a significant new
regulatory burden which is not justified.

Ofcom sets out potential concerns about cross-subsidisation’® and a “risk of Royal Mail unfairly
leveraging”*®® our letter position into the parcels sector. These potential concerns are unfounded. The
parcels sector is highly competitive (see Chapter 3). Royal Mail rigorously ensures that our pricing is fully
compliant with competition law.

e Qur regulatory costing and monitoring framework is set out in the USP Accounting Conditions (USPAC) and
the Regulatory Accounting Guidelines (RAG) which Ofcom formulated. We closely follow the regulator's
change control framework. We share the proposed modifications with Ofcom.

e A cost allocation review will create unnecessary uncertainty for a prolonged period of time. There
has already been a sustained period of uncertainty following the 16 different reviews Ofcom has conducted
since 2012.

e Ofcom's Consultation Document is not clear on what approach it is considering to test for cross-subsidies.
Ofcom refers specifically to the attribution of fixed and common costs, a central feature of a Fully Allocated
Costing (FAC) model. FTI Consulting®®® notes that the appropriate cost standards are incremental
costs and standalone costs (SAC). A review of our Fully Allocated Costing system will not address this
issue. Rather, Ofcom should actively engage with us on our long run average incremental cost (LRAIC)
model.

There is no need for Ofcom to undertake a review of Royal Mail's cost allocations.

Royal Mail operates within a highly developed and comprehensive cost allocation framework. That
framework was set out by Ofcom. It is a significant burden and includes extensive monitoring
requirements.

41 The USPAC and RAG have detailed obligations, rules, timetable and formats. They provide Ofcom
with detailed insight into our operations and our cost base. There is a rigorous governance process,
including external audit:

e The current regulatory financial reporting framework was set out in 2012, and updated in 2014. Our
costing manual was created in line with the USPAC and RAG.

e The framework is set and controlled by Ofcom. We refine and improve our methodology to ensure
it reflects operational reality. The RAG*® obliges us to review our methodology each year - which we
do - to make sure it reflects operational reality.

158 Ofcom, Press Release - 25 May 2016 http://media.ofcom.org.uk/news/2016/royal-mail-review/.
159 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, heading above paragraph 5.33.
160 FT| Consulting, Testing for Cross-Subsidisation, August 2016.

161 Ofcom RAG paragraph 8.13, 8.31, and 8.40.
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e \We document and share with Ofcom changes to our methodology on a quarterly basis. We do so
using Ofcom’s prescribed change control approach. We provide this information prior to these changes
being implemented, in line with the USPAC requirements. Our compliance is checked by our
regulatory auditors on an annual basis.

e |n advance of the formal notification of changes, we pro-actively take Ofcom through major changes
in methodology. For example, in April 2014, we explained to Ofcom our new cost attribution basis for
outdoor delivery methods.

4.2 Ofcom has full and detailed visibility of our costs. We provide annual, quarterly and monthly reports to
meet Ofcom’s monitoring requirements:

e Annually, we produce Product Profitability Schedules (PPS), results by Financial Reporting Entity (FRE)
(groupings of PPS), and by Reported Business. These are audited by our independent regulatory
auditors.

e Quarterly, we provide Ofcom with the PPS and FRE results on an unaudited basis. We also update the
costing manual, accounting methodology manual, and associated technical appendices. We provide a
separate report to Ofcom that outlines the impact and rationale for changes to the costing system.

e Monthly, we provide Ofcom with our management accounts, detailed schedules on our revenue,
volume, and operational cost metrics. These reports provide Ofcom with a comprehensive insight into
our costing and pricing activities.

We suggest a more proportionate approach would be for us to share with Ofcom our planned cost system
methodology changes for 2016-17 and address any specific issues. A cost allocation review is an
unnecessary regulatory burden. It will create substantial uncertainty for a prolonged period of time.

4.3  As our network continues to develop to meet changing customer requirements, our costing system needs to
evolve. We refine our cost allocation on an ongoing basis to ensure it continues to reflect operational reality,
a requirement set by Ofcom for our costing methodology.

4.4 Rather than another review focused solely on Royal Mail, we and Ofcom should work more closely
together on costing changes within the existing framework. \We propose:

e To review methodological issues with the regulator. Ofcom specifically refers to the outdoor
delivery changes. Given Ofcom's close involvement in our methodologies - setting the original
framework and reviewing changes - it is not necessary to review all methodologies. Instead, we should
focus on those areas where Ofcom has specific concerns.

e To present our work plan for future methodology changes for 2016-17 to the regulator. This
will give Ofcom a forward view of our planned changes. We are happy to discuss these changes in more
detail.

e (Ofcom says that it intends to build a cost model. But it already has a cost model. Every quarter, we
supply detailed information (‘technical appendices’) to Ofcom. We also provide an annual download of
our system “reference data’ for Ofcom. Should Ofcom wish to consider cost modelling in the context of
cross-subsidy, it should continue to engage with us on our LRAIC model. We have shared this model
with Ofcom, including reports from external consultants covering the principles and the mechanics of
the model. It is a principle of good regulation that there should only be intervention where necessary.

45 We believe the proposed review has already the potential to create unnecessary uncertainty for a
prolonged period of time. There has been a sustained period of uncertainty following the 16 different
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reviews Ofcom has recently conducted since 2012. Undertaking a cost allocation review is a detailed,
time-consuming, and costly process. Ofcom's review of BT's cost attributions took a significant
amount of time. In May 2014, Ofcom stated that it would establish Regulatory Accounting Guidelines for
BT, and review BT's methodologies against these new rules*®?. In June 2015, Ofcom concluded the first
review'®® and published a detailed consultation including a lengthy report from its consultants*®*. This was
followed up by a second consultation'®® in November 2015 which informed Ofcom's conclusions within the
Business Connectivity Market Review statement issued in April 2016

Royal Mail disagrees with the premise underpinning Ofcom's stated concerns about cross-
subsidies. Our pricing is fully compliant with competition law.

4.6

4.7

Ofcom’s consultation document is not clear on what approach it is considering to use to test for cross-
subsidies. Ofcom refers specifically to the attribution of fixed and common costs'®’, a central feature of a FAC
model. As FTI Consulting points out*®®, the economic literature considers the use of FAC (or Fully Distributed
Cost) inappropriate as part of a test for cross-subsidies. This is due to the arbitrary methods used to allocate
common costs, and the lack of a direct relationship between FAC and marginal cost. On economic efficiency
grounds, there is no basis for FAC pricing. It is particularly inappropriate when a large proportion of
the costs are fixed and common, which they are for Royal Mail. FTI Consulting concludes that the
correct cost standards to assess cross-subsidy are incremental cost (IC) and standalone cost (SAC).
This is supported by economic literature.

Many academic papers have considered the appropriate test for cross-subsidy. Heald (1996) outlines a test
for cross-subsidisation'®’. In particular, an output is the source of cross-subsidy if the price is greater
than the SAC and is the recipient of cross-subsidy if the price of the output is less than the IC.
Further, no cross-subsidy exists when the price of the output is greater than or equal to the IC and less than
or equal to the SAC (see Exhibit 4.1).

162
163
164
165
166
167
168
169

See introduction at http://stakeholders.ofcom.org.uk/consultations/cost-attribution-review/.
Ofcom, Review of BT's Cost Attribution Methodologies, 12 June 2015.

Cartesian, BT Cost Attribution Review, 8 June 2015.

Ofcom, Review of BT's cost attribution methodologies Second consultation, 13 November 2015.
Ofcom, Business Connectivity Market Review, 28 April 2016, paragraphs 2.28 to 2.32.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 5.34.

FTI Consulting, Testing for Cross-Subsidisation, August 2016.

Heald (1996), Contrasting approaches to the ‘problem’ of cross-subsidy, page 59.
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Exhibit 4.1 Testing prices for potential cross-subsidy

170

Price
Stand alone Potential source of P > SAC
cost (SAC) :
cross-subsidy
Fully allocated No cross-subsidy IC <P < SAC
cost
L4444 7 | Potential predatory P <IC
Incremental /[ pricing
cost (IC) s

4.8

4.9

Should Ofcom be concerned that Royal Mail is pricing in such a way as to harm competition then the
approach to test for this should be consistent with a predatory pricing test used in competition law. That is,
to test prices against incremental cost. Royal Mail already has a LRAIC model and tests can already be
undertaken without requiring a cost allocation review or Ofcom building another cost model.
Instead, Royal Mail encourages Ofcom to continue engaging with Royal Mail's LRAIC model. A relevant
example of the application of cross-subsidisation test to the postal sector is the decision on the 1994
complaint by UPS as to whether Deutsche Post AG (DPAG) was selling its parcel delivery services below cost.
In this case, the European Court set out a standard for measuring those “cross-subsidies’ between a
“monopoly’ service and competitive activities that result in predatory prices in the latter. The standard
adopted for the test was based on LRIC.

In certain circumstances, regulators may want to encourage entry to the market by keeping the level of
prices in that market above the incumbent’s incremental cost. This is simply not appropriate for the UK
parcels sector. Competition across parcels is strong and growing, providing clear benefits for
consumers (see Chapter 3). This vigorous competition has developed without any regulatory intervention.
Competition is the most effective regulator.

Our pricing is fully compliant with competition law.

410 Ofcom says it is concerned that “Royal Mail has the potential to cross-subsidise its parcels business through

its letters business™™™. It also refers to the risk of Royal Mail “unfairly leveraging its position in the letter
sector into parcels’’?. Royal Mail strongly disagrees with Ofcom that there is a potential concern. We
rigorously ensure that our pricing for all postal services is fully compliant with competition law.

170 This diagram is illustrative only.
71 Ofcom, Press Release - 25 May 2016 http://media.ofcom.org.uk/news/2016/royal-mail-review/.
172 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, heading above paragraph 5.33.

42


http://media.ofcom.org.uk/news/2016/royal-mail-review/

Royal Mail's Response to Ofcom’s May 2016 Fundamental Review of the Regulation of Royal Mail - August 2016

There is no evidence that Royal Mail's pricing is harming competition, or that it will do so in the future.
Competition in the parcels sector is strong and growing. Consumers are benefiting from lower prices,
better quality and innovation). Ofcom'® has recognised that it has not received any evidence to

support the allegation of unfair pricing.

Ofcom's rationale for the cost allocation review seems to be

based on one very brief comment by one competitor®’*.

There are no Ofcom guestions on cross-subsidy or cost allocation. The following is an overview of our

response to these issues, including references.

Additional proposals answered in Chapter 4.

Summary response and references.

Ofcom’s proposal to review cost allocations
between parcels and letters and to build a
costing model. (Paragraph 5.36).

e There is no need for such a review. We comply with
the USPAC and with the RAG. We are subject to an
extensive monitoring regime which the regulator put in
place. Such a review will create unnecessary uncertainty.

e Ofcom and Royal Mail should work together more
closely within the existing framework. We will review
specific methodological issues with the regulator. We will
present our plans for future methodology changes to
Ofcom.

e This is a significant new regulatory burden which is
not justified.

References: paragraphs 4.1 to 4.5.

Ofcom’s Consultation Document is not clear
on the approach to use to assess potential
cross-subsidy between letters and parcels.
Ofcom refers specifically to the attribution of fixed
and common costs, a central feature of a FAC
model. (Paragraph 5.34).

e These cross-subsidisation concerns are unfounded.

e Competition across parcels is strong and growing
providing clear benefits for consumers (see Chapter
3). This vigorous competition has developed without any
regulatory intervention. There is no need for regulatory
intervention.

e FAC is not the correct costing standard for testing
for cross-subsidies. It is particularly inappropriate when
a large proportion of the costs are fixed and common.
They are for Royal Mail. The correct costing standards to
assess cross-subsidy are incremental cost (IC) and
standalone cost (SAC). This is supported by economic
literature.

e Should Ofcom wish to consider cost modelling in the
context of cross-subsidy, it should continue to engage
with us on our long run average incremental cost
(LRAIC) model.

References: paragraphs: 4.6 - 4.10.

73 Ofcom only refers to possible unfair pricing in lightweight bulk parcels, see Ofcom, Review of the Regulation of Royal Mail, 25 May 2016,

paragraph 5.35.
174

Hermes' response to Ofcom's July 2015 Discussion Document, Page 1.
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Chapter 5 - Access. Ofcom question 6 and other Access proposals.

Royal Mail welcomes competition in the UK letters and parcels sectors (see Chapter 1 and 3). In letters,
the UK Access market is, by some distance, the biggest in Europe. Access operators now handle c.59% of
addressed inland letters, and over 70% of addressed mail posted by large businesses, which is one of the
most profitable segments of a declining market. The market is working well. Royal Mail works
collaboratively with Access operators. Our price increases have been fair, reasonable, and cost reflective.

Mandated letters Access was originally intended to incentivise competition. It resulted in the loss of
significant revenue to support the Universal Service. The highly developed nature of letters’ competition
in the UK - in other EU markets, no more than 11%'7° of letters are sent through Access - means that
there should be no extension of mandation in letters. There is, however, a need to review and clarify the
‘Large Letter’ definition. It has remained unchanged since it was introduced in 2006.

Royal Mail will work closely with Ofcom in relation to its Access proposal on notification periods. But we
have concerns about Ofcom’s proposed change to USPA 7. We disagree with Ofcom’s proposal to halve
the timeframe to process applications for new Access services. It is neither appropriate, warranted, nor
technically viable - as it is required to be under PSA 2011. Royal Mail does not agree with Ofcom
introducing its Access Pricing Review (APR) proposals in substance, or in the form of revised guidance.
This intervention is disproportionate and unnecessary. The use of guidance raises issues of procedural
fairness and administrative law.

e Royal Mail agrees in principle with Ofcom’s proposal about notification periods. We take our
contractual and regulatory obligations very seriously. Our use of shorter notice periods in our Access
schedules is in accordance with the Access contract and USPA 7. We welcome Ofcom's position to
continue allowing shorter notification periods to be used when all parties are in agreement to implement
changes. We believe, however, that the proposed changes to USPA 7 do not reflect Ofcom’s intention, and
effectively prevent Royal Mail and Access operators from agreeing to shorter notification periods. We have
therefore suggested amendments to the wording.

e We disagree with Ofcom’s proposal to significantly reduce the timeframe to process applications
for new Access services. [t is neither warranted nor achievable. Ofcom has not presented any evidence
that the current 13 week timeline does not meet the requirements of users. The example Ofcom cites to
substantiate its proposal - relating to the Scottish Independence Referendum - is inappropriate. Ofcom
has also not demonstrated that a six week period is technically viable. It is required to do so by Section 38
(8)(a) of PSA 2011.

e Royal Mail has major concerns with Ofcom’s proposal in relation to the Access Pricing Review. In
substance, Ofcom is seeking to introduce the main principles underpinning its 2014 Access
Pricing Review proposals in the form of guidance. These proposals are a materially retrogressive
change from the 2012 framework. Their proposed application now - despite the absence of direct delivery
competition in letters - would restrict our commercial freedom in the future in an unnecessary and
disproportionate fashion. There is also the important issue of the regulator’s proposed use of ‘guidance’
to implement its proposals. This approach raises a number of issues of procedural fairness and
administrative law. A decision to impose these principles as guidance would breach these important duties
and safeguards.

175 ERGP 2014 Report on E2E Competition and Access in EU Postal Markets
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Downstream Access competition is working well. There should be no extension to Letter Access
mandation.

51

5.2

53

We welcome Ofcom's view that it is appropriate for Royal Mail to have commercial flexibility'’®.

This flexibility is key to ensuring the USO is financially sustainable. The UK Access market is the biggest in
the EU. Access operators now handle around 59% of inland addressed letter volumes. They benefit from a
highly developed legal and regulatory framework. We also welcome Ofcom's finding that there is no
evidence that Royal Mail is acting in an unduly discriminatory manner. As Ofcom notes, the existing
regulation (USPA 5) safeguards against non-equivalent practices. Royal Mail takes compliance with all of our
regulatory conditions, including USPA 5, very seriously. We fully comply with our conditions.

Ofcom notes in its consultation that: "While Royal Mail may have the ability and incentive to increase prices
and profitability at the expense of efficiency savings, it has not done so under the current regulatory
framework..""”’.  Royal Mail exercises commercial judgement in setting prices (see Chapter 1). This
judgement is used to try and help maintain a large base of letter volumes to sustain the Universal Service.
Royal Mail also considers factors outside the scope of measured price elasticities. For example, we consider
other media channels as an important constraint. Reyal Mail has made only moderate price rises since
the introduction of the regulatory framework.

Ofcom states that it has not received sufficient information from stakeholders to progress an assessment of
any request for additional forms of Access mandation. Ofcom also notes that this requires a sufficient
degree of evidence. We believe that there should be no extension to the current letters Access
mandation. The UK already has - by some distance - the most developed letters Access market in Europe.
In other EU Access markets, no more than 11% of letters are handled by Access operators'’®, The mandated
provision of letters Access was originally intended to incentivise competition. Due to the structure of the
headroom price control, which was in place under the previous regulatory framework, Royal Mail was
prevented from competing to retain traffic in its upstream network. Royal Mail lost a significant proportion
of its upstream market share. This resulted in the loss of significant revenue that was used to support the
high fixed cost of the Universal Service. Under the previous regulatory regime, UKPIL was losing £120m*”*
by 2010-11. The highly developed nature of letters competition in the UK means there is no need for more
regulatory intervention to incentivise competition in letters (see Chapter 3 regarding mandation in the
parcels sector).

It is in Royal Mail’s best interest to work with Access operators.

5.4

Royal Mail is committed to working with the Access operators. It is in our best interest to do so.
E-substitution is the biggest threat to the whole industry. We are working as an industry to address this
threat (see Exhibit 5.1 for an example). We actively consult with Access operators when seeking to make
material changes. The Access contracts are already supervised by Ofcom. We welcome Ofcom's positive
comments on our Access consultation process*®.
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Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 6.45.

Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 4.102.

ERGP 2014 Report on E2E Competition and Access in EU Postal Markets.

Operating cost after transformation costs.

Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 4.102: "/n our view there is evidence that Royal Mail has

undertaken a genuine consultation process with its customers. For example, in January 2015 Royal Mail consulted on changing or

removing certain contractual features including a number of procedural protections, such as the suspension clause. Subsequently, some

of these proposals were altered or dropped with Royal Mail citing strong customer feedback in relation to the proposed changes. We
would expect that Royal Mail will continue to proceed in this consultative way."
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The Large Letter definition has not been reviewed since it was introduced in 2006. It was, along
with other aspects of the previous regulatory framework, directly transposed into the current
framework in 2012. We are currently reviewing the appropriateness of the current Large Letter definition,
given developments in the industry since the definition was introduced, to see if the current dimensions

remain appropriate. We have held initial discussions with our customers on this matter.

Exhibit 5.1: Case Study - Incentivising Advertising.

Royal Mail has worked closely with the Wholesale Incentive Group (WIG) to create initiatives to stimulate mail
volume growth.

The Group Incentive Scheme is the first initiative developed by this group. Its objective is to incentivise
advertisers to increase their use of mail by offering postage credits when they send incremental volume over
and above their existing rate of growth. These postage credits can then be redeemed against future mailings.

Royal Mail worked with WIG members to define the scope and scale of this scheme. This included
development of the terms and conditions, and the minimum volume threshold (250,000 items).

In addition, Royal Mail invests in market research to defend and expand mail usage. We do so to ensure that
mail continues to be seen as topical and valuable. This research is shared with Access operators, although
they do not make any financial contribution towards it. Examples include the Private Life of Mail’*®* series of
research about the advantages of using mail over other channels, from which the whole industry has
benefited.

Royal Mail agrees in principle with Ofcom’s proposal about notification periods.

5.6

5.7

Ofcom’s consultation sets out concerns that Royal Mail's optional schedules enable us to make material
changes more quickly than the minimum notification requirements provided for by the Access contract and
USPA 7. The use of schedules provides a number of advantages to Access customers (see Exhibit
5.2). Royal Mail has not used schedules to the detriment of our customers and continues to act in
accordance with the Access contract and USPA 7. The 30-day notice period aligns with the notice period
applicable to product specification changes. This has existed since the first Access contract in 2004.
Accordingly, this notice period serves as a simple means of aligning the schedules with clause 13.3.3 of the
Access Letters Contract. Moreover, our relationship with Access customers is a supervised one. Any
proposals on changes can be challenged by our Access customers. In theory, any proposed change can be
referred to Ofcom for review. [f Ofcom chooses to open an investigation, the proposed change is suspended
pending the outcome of Ofcom’s review.

Our understanding is that USPA 7 - as drafted in 2012 - enables us to include shorter notice
periods if we have agreement from the Access operator. This understanding was confirmed by
Ofcom™2. Since Access operators elect to add a new schedule to their contract when they sign up to the
new product, Royal Mail considers that it has complied with its regulatory and contractual requirements.
The new schedules were introduced following prior discussions with Access operators on the
proposed terms. For example, we ran early adopter trials with the industry for Mailmark® and Digital
Stamp to establish the terms that would work best for users, operators, and Royal Mail.

18# http://mailmen.co.uk/campaigns/the-private-life-of-mail.
182 Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 6.50.
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Exhibit 5.2: How we use the schedules and act on feedback.

Use of Schedules:

e Since the launch of the Access Letters Contract in 2013, Royal Mail has initiated and introduced three new
Access products’®: Business Mail Large Letters; Royal Mail Mailmark®; and Digital Stamp. We introduced
the terms and conditions for each of these new products by setting them out in a schedule. This is separate
from the general terms and conditions of the Access Letters Contract.

e This approach is more convenient for Access operators as all the key information they need is in a
single document. [t gives Access customers the flexibility to choose whether they wish to add the new
product terms to their existing contract, and it enables them to start using the new product when they are
ready to do so. They can also share this with their posting customers.

e |f we did not include the key product terms within the schedule, product specific changes would require us to
change the Access User Guide. Changes would then be applicable to all contract holders, not just those who
had taken the optional schedule. It would also be less easy to navigate. Our approach leads to a better
customer experience.

Acting on feedback:

We act on the feedback of the Access operators, contrary to the claim of one operator’®,

have:

For example, we

e amended the proposed surcharges under the Mailmark® Adjustment Framework, (i) prior to the introduction
of any surcharges; and (i) one year after launch following informal customer feedback on potential worst case
scenarios;

e modified the 30-day minimum notice period which applies to changes to the Mailmark® schedule. We did so
in order to exclude from that notice period any changes to which the longer notice period in clause 13.2.3
would apply, e.g. changes to Access Charges; and

e increased the notice period for changes to the list of Permitted Items in the Business Mail Large Letter
schedule to a minimum of 90 days.

5.8 We have not used the schedules to reduce the notice period to the detriment of our customers. We have at
all times complied with the requirements of USPA 7. We welcome Ofcom's proposal to allow shorter
notification periods to be used when all parties are in agreement to implement changes®®®. We
believe, however, that the proposed changes to USPA 7.3(c) and USPA 4(c) do not reflect Ofcom’s intention.
The wording should be amended to make clear that Royal Mail and Access operators can agree to shorter
notice periods where it is mutually beneficial to do so. Any changes to USPA 7 should not inadvertently
prohibit the shorter notice periods that have always been in place such as for changes to product
specifications. Royal Mail has therefore suggested amendments to the wording of USPA 7 in
Appendix 5.1.

183 Defined as ‘services’ in the Access Contract.

184 Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 6.55: “no option but to accept [the schedules] in order to be
able to use or offer the new services and so maintain their market position.”

85 Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 6.64.
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5.9

For the avoidance of doubt, the notification periods in all of the documents that make up the Access contract
should remain unchanged. The only exception to this is that Royal Mail and Access operators may agree to
shorten any notice period to implement specific changes more quickly. For example, where this approach is
mutually beneficial to both Royal Mail and Access operators.

We disagree with Ofcom’s proposal to significantly reduce the timeframe to process applications
for new Access services.

510

511

512

513

Ofcom is proposing to amend USPA 4.1 (c) to halve the period within which Royal Mail must process
requests for new Access services - from 13 to six weeks - where an equivalent retail service exists. This
proposal is neither warranted, nor achievable. Ofcom has not presented any evidence that the current 13-
week timeline does not meet the requirements of users. It has also not demonstrated that a six-week
period is technically viable - as it is required to do by Section 38 (8)(a) of PSA 2011.

The only example Ofcom cites to justify this proposal - relating to the Scottish Independence
Referendum?® - is inappropriate. In that case, the formal New Service Development process never
commenced. [3<] approached Royal Mail Wholesale regarding an equivalent product to the retail 'Poll Sort’
service. Royal Mail highlighted that the retail 'Poll Sort' service was, in fact, an Inward Mail Centre (IMC)
service. We suggested that [3<] either use the Access 1400 service, or the retail Poll Sort service. Creating
an equivalent Access service was unwarranted. It would have been exactly the same as the retail
service. It would also have been substantially similar to an existing Access service.

Royal Mail actively works with Access users to develop, and introduce, new services. We have made
several new services and initiatives available, including Access Catalogues, Mailmark®, Digital Stamp, and
the Group Incentive Scheme. We worked with the industry to introduce these services and initiatives as
quickly as possible. The Access Catalogue trial, however, still took around five months from concept to
business case approval, and the Group Incentive Scheme around six months. This is despite both having
retail equivalents and limited IT complexity. We do not believe that a significant amount of time can be
saved from the process, even where an equivalent retail service is available. Royal Mail Wholesale uses
completely separate IT systems from our Retail business. The Wholesale team does not have a detailed
technical knowledge of Retail products.

USPA 4.1 currently requires Royal Mail to publish a: ‘reasonable statement of process’. including ‘the
reasonable time-scales in which such requests will be handled”. Royal Mail introduced the current 13 week
timetable in 2012. We consulted widely with the industry at this time. The 13 week timetable is the same
length as the three month timeframe provided for under Condition 9 of the previous Postcomm regulatory
framework'®’. The current 13 week timeframe is very challenging to achieve. It is only achievable if
there are preliminary discussions with the customer before the application is received, and the
request requires limited IT development. The difficulty of meeting the current timetable is exacerbated if
several applications are received at the same time, or if additional applications are received whilst processing
another. As each request can be different - and the complexity can vary significantly - flexibility is required.
In Exhibit 5.3, we set out our process for processing new Access requests and the typical timeframes
involved. Following some recent applications, we will work with the industry on changes as appropriate.

186 Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 6.76.
187 Postcomm - Royal Mail Licence, http://www.royalmailgroup.com/sites/default/files/Royal_Mail_Licence_25%20May__2006.pdf.
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Exhibit 5.3: The current process and timetable.

/) Draft the product specification [one week minimum].

A product specification needs to be drawn up to ensure that the requested service is in line with the
operator’'s expectations. We engage with the customer to discuss and document their requirements. This
takes a minimum of one week from the point where the customer has fully defined their requirements.
There needs to be meaningful and detailed preliminary discussions, particularly if the request is an extensive
one.

The product specification needs to be produced at the start of the process. This determines subsequent
activities, including the IT solution, and operational specification. This step is critical, regardless of whether a
Retail equivalent product exists or not. There will usually be differences between a Wholesale and Retail
product design reflecting, for example, dual service providers, and separate Retail and Wholesale IT systems.

/) Draft operational specification [one week - concurrently with I//].

The customer’s requirements need to be aligned with our operation and other stakeholders, e.g., Access
operations (DSACC). It should be possible to transpose some elements of the operational specification where
an equivalent Retail service exists. There will, however, usually be key differences in relation to revenue
protection, the point of handover, customer interfaces, etc. Where an equivalent Retail service already exists,
and existing Access service specifications can be followed, the time taken to complete this activity can be
reduced. But where new processes need to be designed for an Access equivalent of a Retail service, or it is a
complex application, this will not be the case. The timescale assumes stakeholders are available to assist at
short notice.

/ll) Draft main terms [one week - concurrently with //].

The main product terms can begin to be drafted once the product specification is determined. Where an
equivalent retail service and similar Access service exists, the time taken can be reduced.

IV) Analysing the systems requirements, including impact assessment, and obtaining IT development cost
[six to eight weeks minimum)].

We use a variety of IT suppliers to get the best possible value. Our Wholesale business runs separate IT
systems from Royal Mail Retail to comply with USPA 5. We may have to engage with multiple IT suppliers to
develop a solution. It is usually not possible to transpose existing solutions from the Retail business due to
the separation of our IT infrastructure. If the request is for a Retail equivalent service, this will require wider
engagement with internal IT solutions architects and external suppliers.

This is a complex element of the process. IT needs to review the operational specification and agree high-
level requirements. The time required to produce a conceptual design depends on the complexity of the
solution and the number of stakeholders. For instance, a recent request for ‘Confirmation of Delivery’ (COD)
means that new interfaces will have to be developed to facilitate live data transfer between Operations,
Wholesale, and the Access operators.

High-level requirements are then made available to each of the relevant IT suppliers. They assess the cost
and time required to implement the changes. This process may involve further discussion and modification of
the requirements and estimates. Each request can be different, and often requires input from one or more
IT suppliers. The timeframe will depend on the complexity of the request and the specific suppliers required.
If, for example, a request requires the development of new system interfaces to enable digital connectivity,
then a request will take longer to process. Wherever possible, we work to minimise these timeframes.
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V) Analysing the operational impact [up to three weeks].

e An operational impact assessment is vital, even if an equivalent Retail service exists. Wholesale volumes are
likely to be significantly different from Retail volumes. We need to ensure:

» our operation has the capacity to handle the volume and it does not have an adverse impact on
operational efficiency; and

» the new service does not have a material adverse impact on USO quality of service.

Vi) Developing the product costing [one to two weeks].

e The operational specification is used to develop the service costing. Where this is the equivalent Retail
service, we expect to be able to use Retail downstream costs as a basis for the costing. If there are
complexities relating to the Wholesale specific arrangements, e.g. handover or data requirements, then
additional specialist resource could be required. This could potentially delay completion of this activity.

VIl) Assessing likely volume and setting prices [one to three weeks minimum].

e We need to consider:
» the IT system costs (from step IV);
» one off implementation costs (incurred in carrying out steps |, I, [Il);
» expected operational costs (from step VI); and

» expected volume / demand (step VII).

e [Demand analysis needs to be carried out using market data. This needs to encompass the requesting
operator and all other operators. If we do not have adequate market data - which is often the case as Royal
Mail Wholesale is dis-intermediated from the originating customer - it is more challenging to determine likely
product demand. For instance, in the case of the Access Catalogue Product, we had to set up a 6 week
sampling exercise to obtain data on Access catalogue volumes. This aspect of the timetable is not reduced by
the existence of an equivalent retail product.

VIIl) Business Concurrence [two weeks minimum)].

e Business authority is required for the main terms and prices, and a business case must be in place. It is
important that senior stakeholders validate the analysis undertaken by the Wholesale team. To put this into
context, Wholesale had [3<] advertising letters and large letters in 2015-16, Retail had just [3<]. In short,
these are clearly material decisions.

Royal Mail has major concerns with Ofcom’s proposal in relation to the Access Pricing Review
and does not agree with Ofcom introducing these proposals, either in substance, or in the form
of the proposed guidance.

514 Ofcom states that it has decided not to implement the changes to the USPA Access Condition it had
previously been proposing in its 2014 Access Pricing Review (APR). It notes that these proposals are no
longer relevant, given the limited prospect of significant end-to-end competition in the declining letters

18 Royal Mail welcomes this decision. These proposals are a materially retrogressive change from

market
the 2012 framework. Their proposed application now - despite the absence of direct delivery letters

competition - would restrict our commercial freedom in the future in an unnecessary and disproportionate

88 Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 6.32.
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fashion. Notwithstanding Ofcom’s stated position, we believe that Ofcom is seeking to introduce the
main principles underpinning the APR in the form of guidance. Appendix 5.2 includes a detailed
comparison of the 2012 framework, the APR proposals, and Ofcom’s 2016 guidance proposal set out in the
consultation document. Royal Mail has sought confirmation on this point from Ofcom. Ofcom has confirmed
to Royal Mail that, in its view, it is elaborating on the 2012 guidance, but is not proposing to make any
change to the regulatory conditions. This approach raises a number of issues of procedural fairness and
administrative law. A decision to impose these principles as guidance would breach these important duties
and safeguards. Royal Mail is very concerned by this position. The proposed changes do not satisfy
Ofcom's overriding duty under s.29(1) of the Postal Services Act 2011. Exhibit 5.4 outlines why the
substantive principles proposed in the consultation are inappropriate.

Ofcom’s position raises procedural fairness issues.

515

516

Ofcom’s position raises a number of issues of procedural fairness. Ofcom is bound by the duties of good
administration, and principles of administrative law. Royal Mail considers that a decision to impose these
new principles as guidance in Ofcom's statement would breach many of these important duties and
safeguards. Ofcom has not provided sufficient justification to support its proposal to introduce the
new principles. In addition, Ofcom seeks to justify its principle that any changes should be cost justified on
the basis that this would: “minimise the potential for manipulation to disadvantage end-to-end letters
competitors”  This justification can clearly no longer apply when there are no end-to-end letters
competitors. As Ofcom itself recognises, the return of direct delivery competition in the structurally declining
letters market appears unlikely for the foreseeable future®®. As Ofcom is effectively seeking to
implement the APR principles, it is incumbent upon it to respond to the representations made in
that 2014 consultation. In the Fundamental Regulatory Review, Ofcom seeks to argue that: “Given that we
are not proposing to implement the 2014 proposals, we have not set out our assessment of the comments
we received from stakeholders about the details of these proposals”*®®. Ofcom, however, is proposing to
depart from its 2012 statement, and introduce the substance of its APR proposals. It is, therefore, required
to carry out a full consultation and assessment of these proposals. This includes undertaking and publishing
its assessment of the 2014 proposals.

It is unclear on what basis Ofcom has determined it is appropriate to introduce these principles as
‘guidance’. In fact, in 2014, it concluded that it would be necessary to amend the regulatory
conditions in order to introduce substantially similar proposals. The 2016 principles place significantly
greater restrictions on Royal Mail's pricing flexibility than the 2012 Statement. In the APR, Ofcom
considered that proposals of this type require changes to the regulatory conditions. Ofcom does not explain
why it now considers it is appropriate to implement these proposals in the form of guidance. The current
proposals do not meet the requirements specified in PSA 2011 for the introduction or modification of a
regulatory condition. Ofcom would not be able credibly to establish that these proposals are objectively
justifiable, proportionate, or indeed transparent,*”* when the concerns that they were originally intended to
address (i.e. the protection of end-to-end letter entry) are ‘no longer relevant” As these proposals do not
meet the threshold to be implemented in the form of regulatory conditions either, it is clearly inappropriate
to introduce them by categorising them as 'guidance’.

189 Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 4.85.
199 Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 6.32.
191 Required by Schedule 6, paragraph 1 of PSA 2011.
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Exhibit 5.4: Summary of underlying issues with Ofcom’s proposed pricing principles.

Prevention of price differentials between price plans.

Ofcom proposes that: ‘all national (or sub-national) access prices should equal the weighted average of zonal
access prices” 1%,
behaviour. This could harm Royal Mail's ability to improve efficiency through innovative price driven
incentives, such as specific price plans for customers that provide volume forecasts to Royal Mail.

This would limit Royal Mail's ability to use price as a mechanism to incentivise user

Requirement for the ratio of zonal prices to be broadly equivalent to the ratio of zonal costs on a Fully
Allocated Cost basis.

Royal Mail would be restricted to setting prices with broadly the same mark-up in each zone. This would
provide entrants with an artificial source of competitive advantage. This could lead to inefficient entry from
an economic efficiency perspective.

As we have explained'”, this proposal amounts to a de facto Fully Allocated Cost (FAC) floor on Royal Mail's

Access prices (or at least the expectation that Royal Mail would set prices in all zones, and nationally, at - or
close to - FAC levels). Technically, Ofcom’s proposals would allow Royal Mail to price below FAC in a
particular zone. But, crucially, under the proposals, this may require decreasing prices across all zones to
broadly maintain the zonal FAC ratio. There would also need to be a corresponding reduction in the national
price. This would pose severe challenges from a cost recovery perspective. This proposal would materially
restrict Royal Mail’s ahility to compete on the most important factor - price - to try to maintain volumes and
revenues to support the high fixed costs of the Universal Service network.

FAC does not provide the right economic signals for entry. It is widely acknowledged that, in the case of a

multi-product firm with significant joint and common costs, setting all prices at FAC would not be

economically rational or efficient®”.

Creation of perverse efficiency incentives.

Royal Mail would be incentivised to re-focus its efficiency programme to geographic areas where competition
is likely to develop, so that it could reduce its prices in those areas in response to competition. This would
create an opportunity cost of foregone efficiency improvements in other areas which may have generated
larger cost savings. This would lead to an inefficient allocation of resources devoted to drive efficiency
improvements in areas where Royal Mail faces competition.

The effect of this intervention runs counter to the principles of ‘Better Regulation*”. It unduly restricts the

ability of the Universal Service Provider to maintain the revenue pools available from the market to sustain
the Universal Service. Ofcom has a statutory duty under section 7 of the Communications Act 2003 to carry
out an Impact Assessment in relation to proposals which are "important”. In this, Ofcom must identify and,
where possible, quantify the costs, benefits, and associated risks, including any unintended consequences of
regulatory intervention. In particular, given its duty under section 29 of PSA 2011, to secure the provision of
the Universal Service, Ofcom must assess the likely impact of its proposals on the USO. It has not done so.

192
193

0

194
1

)

5

Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 6.33.

Royal Mail, Access Pricing Review: Proposed Amendments to the Regulatory Framework. Response to Ofcom’s December 2014
Consultation. 24 February 2015.

Oxera, Annex to APR Response, paragraph 2.22.

Better Regulation Framework Manual: Practical Guidance for UK Government Officials (March 2015)
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/468831/bis-13-1038-Better-regulation-framework-
manual.pdf
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Overview of paragraphs referenced in response to Ofcom’s Fundamental Regulatory Review, question 6.

Questions answered in Chapter.

Summary response and references.

Question 6: Jo you agree that we
should amend the USPA Condition

Yes:

so that it is clear that access
operators cannot be required to
accept general terms and
conditions that include shorter
notification periods than those
provided for under USPA 77

e Royal Mail agrees - in principle - with Ofcom’s proposal about
notification periods. We welcome Ofcom's proposal to allow shorter
notification periods to be used when all parties are in agreement to
implement changes.

e We believe, however, that the proposed change to USPA 7 does
not reflect Ofcom’s intention, and, effectively prevents Royal Mail
and Access operators from agreeing to shorter notification periods. We
have included a proposed amendment to USPA 7. For the avoidance of
doubt, the notification periods in all of the documents that make up the
Access contract should remain unchanged.

References: Chapter 5 summary, paragraphs 5.6-5.9, exhibit 5.2 and
Appendix 5.1A.

There are no guestions on either Ofcom’s proposal to reduce the time frame to process applications for
new Access services, or its proposal to introduce several of the main principles behind its 2014 Access
Pricing Review as guidance. The following is an overview of references in response:

Additional proposals
responded to in Chapter 5.

Summary response and references.

Ofcom’s proposal to
significantly reduce the
timeframe Royal Mail has to
process applications for new
Access services.

e We disagree with Ofcom’s proposal amend USPA 4.1 (c) to
significantly reduce the timeframe to process applications for new
Access services. |t is neither warranted nor achievable. Ofcom has not
presented any evidence that the current 13-week timeline does not meet
the requirements of users. Ofcom has also not demonstrated that a six-
week period is technically viable. It is required to do by Section 38 (8) of
PSA 2011.

References: See Chapter 5 summary, paragraphs 5.10-5.13, and exhibit 5.3.

Ofcom’s proposal to
introduce the main principles
behind its 2014 Access
Pricing Review as guidance.

e Royal Mail has major concerns about proposals in relation to the
Access Pricing Review. In substance, Ofcom is seeking to introduce
the main principles underpinning its 2014 Access Pricing Review
proposals in the form of guidance. The use of guidance raises issues of
procedural fairness and administrative law. These proposals are a
materially retrogressive change from the 2012 framework. Their proposed
application now - despite the absence of direct delivery competition in the
letters segment - would restrict our commercial freedom in the future in
an unnecessary and disproportionate fashion.

References: Chapter 5 summary, paragraphs 5.14-5.16, exhibit 5.4, and
Appendix 5.2.
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Appendix 5.1 - Royal Mail’s proposed amendments to the revised USPA 7 condition.

USPA 7.3 (c) For the avoidance of doubt, unless a shorter period has been agreed between the Universal Service
provider and a D+2 Access Operator prior to or after the adoption of this USP Access Condition 7.3(c), any term or
condition of the Standard Terms and Conditions which purports to provide for general agreement between the

Universal Service provider and the D+2 Access Operators to a shorter period for prior notice of any future
amendments to its charges shall not be deemed to constitute an agreement to a notice period shorter than ten
weeks before the amendment is due to take effect for the purposes of USPA 7.3(a).

USPA 7.4(c) For the avoidance of doubt, unless a shorter period has been agreed between the Universal Service
provider and a D+2 Access Operator prior to or after the adoption of this USP Access Condition 7.4(c), any term or
condition of the Standard Terms and Conditions which purports to provide for general agreement between the
Universal Service provider and the D+2 Access Operators to a shorter period for prior publication of any future
amendments to a term or condition of those Standard Terms and Conditions shall not be deemed to constitute an
agreement to a notice period shorter than ten weeks before the amendment is due to take effect for the purposes
of USPA 7.4(a) or USPA 7.4(b)iii).
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Appendix 5.2 - Comparison of key paragraphs from Ofcom Review of the Regulation of Royal Mail (25 May 2016) - emphasis added.

Paragraph 6.12:
2012 Principles

Paragraph 6.22:
APR Proposals

Paragraph 6.33:
Ofcom's 2016 Proposals

Comparison:

take into account the
alignment of zonal prices
with Royal Mail's costs.
Furthermore, in  moving
geographic  areas (e.g.
postcode sectors, postcode
areas) between  zones,
Royal Mail should take into
account the alignment of
prices and costs.  Zonal
costs should be derived in
accordance  with  Royal
Mail's Regulatory Financial
Reporting obligations;

e A rule reguiring that, for

every service, the ratio of
zonal charges equal the
ratfo of zonal costs (on a
fully allocated (FAC) basis)-

e a) Alignment of zonal prices with costs -
L.e. that the ratio of zonal prices should be
broadly eguivalent to the ratio of zonal
costs on a FAC basis. We do not consider
it is appropriate that Royal Mail recovers
its fixed costs differentially depending on
the type of area that recipients live in.
Royal Mail should take into account the
alignment of prices and costs when
changing geographic areas (such as
postcode sectors or SSCs)  For the
avoidance of doubt this should be done
on the basis of FAC costs and zonal costs
should be derived in accordance with
Royal  Mail's  Regulatory  Financial
Reporting obligations.

Part A of Paragraph 6.33 draws on the APR
principle of preventing Royal Mail from
earning different margins in each zone (set
out in paragraph 6.22). It requires that this
be done on a Fully Allocated Cost (FAC)
basis.  Royal Mail's Regulatory Financial
Reporting obligations have never reguired
this.

Earning different margins in different zones
is a rational competitive response. It relates
to the accepted economic principle of
'‘Ramsey Pricing’ which maximises total
welfare.

Preventing this will limit Royal Mail's
commercial freedom, should either:

»  entry re-occur on a zonal basis; or

»  there be a need to change the zonal tilt
as the market develops.

A zonally priced service
must be offered for every
access service available
priced on a national basis;

Neither included in 2012 principles, nor in
Ofcom’s 2016 proposed guidance.

seek to ensure that the
weighted average of zonal
access prices Is broadly
comparable to the national

The weighted average of
the zonal prices for each
service must be equal to

e b) All national (or sub-national) Access
prices should equal the weighted average
of zonal Access prices - this would mean
that there /s no price disadvantage for

Part B of Paragraph 6.33 draws on the APR
principle of ensuring that the national plan
must equal the weighted average of zonal
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Paragraph 6.12:
2012 Principles

Paragraph 6.22:
APR Proposals

Paragraph 6.33:
Ofcom's 2016 Proposals

Comparison:

frequency of implementing
changes to the terms of

zonal access  (including
moving geographic areas
between zones and
revising the zonal
structure) as well as the
transactional  costs  for
access users (and
customers) of

implementing the changes.
Regard should be given to
minimising such
transactional  costs  for

access users.

be specified in @ the
condition (including rules
on how geographic areas
should be allocated to the
different  zones)  and
therefore the zonal
structure could not be
amended by Royal Mail
(although it could propose
new zones to Ofcom).

changes to the zonal structure - we also
consider that there should be a
reasonable level of stability in relation to
zonal structures (ie. the number and
make-up  of Zzones) and/or  how
geographic areas are allocated to zones.
Any changes should be cost justified to
minimise the potential for manipulation to
disadvantage end-to-end competitors.
Royal Mail should consider how it can
minimise the transaction costs for users if
cost justified changes are made.

access price; any national charge; Access users on the zonal price plans prices (set out in paragraph 6.22).
con?parea’ 'to any national (or  sub- This goes beyond the 2012 framework
national) price plan. which required plans to be ‘broadly

comparable’.
e Access prices must be Neither included in 2012 principles, nor in
- national or zonal (thereby Ofcom’s 2016 proposed guidance.
prohibiting  sub-national
price plans)
o tftake into account the |e The relevant zones would |e «¢) Stability and cost justification for Part C of Paragraph 6.33 draws on the APR

principle of cost justification for changes to
the zone structure, similarly to Part A.

This is an unnecessary restriction on Royal
Mail's commercial freedom. Requiring
changes to be cost justified on a FAC basis
(Part A), is unnecessarily, and unjustifiably,
restrictive.

We firmly believe that the 2012 principle
still offers the necessary certainty for Access
users as it requires for regard to be given to
minimising the
frequency of changes.

transaction costs and
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Chapter 6 - USO for the 21° Century. Ofcom question 4.

Royal Mail is the proud provider of the Universal Service. We are committed to the Government’s
overarching policy objective of delivering a high-quality Universal Service without Government subsidy.
The postal Universal Service is vital to UK economic growth. The current scope of the USO should not be
reduced. It meets the needs of businesses and consumers. It optimises the revenues available to fund
it.

The postal market and user needs are evolving. For the Universal Service to stay contemporary and
relevant, it needs to be in tune with market developments. Conversely, opting not to update the USO will
remove, over time, new or existing revenue pools essential to support a financially sustainable Universal
Service. A market funded Universal Service needs to be contemporary and market facing.

Ofcom is not proposing to reduce the scope of the USO. But it has said it will conduct a User Needs
Review within the next five years. Any such review should start from the premise that revenue pools
need to be sustained to fund the USO. It should not exclusively focus on the potential cost savings
generated by specification reductions. More immediately, Ofcom should actively support the Universal
Service by removing historic regulation, which restricts Royal Mail’s ability to compete for new or
existing revenue pools, e.g., the prohibition of end-to-end tracking of standard parcels in the USO.

e Royal Mail is committed to the Government’s overarching policy objective of delivering a high-quality
Universal Service without Government subsidy. The highly specified Universal Service is vital to UK
economic growth. It is integral both to the digital economy and the Government’s broadband strategy.

e The current scope of the USO should not be reduced. It meets the needs of businesses and
consumers. It optimises the revenues available to fund it. Customers want and expect faster and
more frequent parcel delivery. There is market demand for fast delivery of important letter
communications. The USO specification, including First Class, is well configured to meet these needs.

e The Universal Service operates in a changing and dynamic market. The way consumers and SMEs use
letters mail is changing. Parcels - driven by e-commerce - are becoming ever more important. For the
Universal Service to remain relevant, it must be able to react quickly to changing user needs. The
current USO is underpinned by a set of prescriptive regulatory conditions, preventing it from remaining
relevant.

e A market funded Universal Service needs to be contemporary and market facing. By contrast,
Ofcom appears to have adopted a more minimalist view of the USO. For example, in the 2013 User Needs
Review, Ofcom only considered the potential cost savings from scope reductions; it did not consider the
revenue impacts. If the Universal Service is to remain financially sustainable, Ofcom should enable it to
evolve and compete for new and existing revenue pools. The focus of future regulatory actions must start
from an assessment of the impact on the revenues that support the USO.

e Ofcom should focus on enabling the Universal Service to evolve:

» Ofcom should consider, in the User Needs Review, the critical centrality of letters and parcels
revenue to the Universal Service, trends in the parcels sector, the continued importance of letters, and
the recognition that reductions in specification may lead to asymmetric risk.

» Ofcom should remove certain restrictive regulation, like the prohibition of end-to-end tracking of
standard parcels in the USO.
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The highly specified Universal Service is vital to UK economic growth.

6.1 Royal Mail is committed to the Government's overarching policy objective - delivering a high-quality

Universal Service without public subsidy. The highly specified Universal Service is vital to UK economic
growth and key to the digital economy. The digital economy currently represents 31% of UK GDP and is
forecast to grow to 33% of UK GDP by 2020%°. E-commerce is a significant proportion of the digital
economy. In 2014, e-commerce contributed £199 billion to the UK economy®®’. As Ofcom observed, the
UK had the highest per capita spend on e-commerce in 2014. The average e-commerce spend per e-
shopper is forecast to increase by 6% from 2015 to 2016 (see Exhibit 6.1 below)'”®. Royal Mail is in a
strong position to facilitate this e-commerce growth. This is due to the comprehensive Universal
Service and high customer satisfaction ratings. As Ofcom recognises: ‘general satisfaction with postal
services Is very high and improving among both residential consumers (89% satisfied or very satisfied in
2015) and SMEs (77% satisfied or very satisfied with Royal Mail)”***.

Exhibit 6.1: Average e-commerce spend/e-shopper,

Number of e-shoppers, millions of people —8— Average annual e-commerce spend per e-shopper
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Digital Economy as defined by Accenture Strategy - includes digital skills, digital technologies and digital accelerators:
https://www.accenture.com/t00010101T000000__w__/gb-en/_acnmedia/PDF-4/Accenture-Strategy-Digital-Disruption-Growth-
Multiplier.pdf#zoom=50.

Using the website sales statistic of ONS: sales over a website or “app” irrespective of the payment method.

Using data from United Kingdom B2C E-commerce Report 2016 (E-Commerce Foundation) - 2016 forecast for number of e-shoppers
is indicative only. It is calculated by applying the average growth rate of the previous three years to the 2015 figure. Exchange rate
conversion (1€ = £0.84). E-commerce defined as all B2C online transactions (excluding: returns, C2C, B2B, online gambling and
gaming, cars and other motor vehicles, houses and real estate, utilities (e.g., water, heating and electricity), mortgages, loans, credit cards
and overdrafts, savings accounts, funds, stocks & shares and bonds).

Ofcom, Review of the Regulation of Royal Mail. 25 May 2016, paragraph 4.9.
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6.2

Th

A healthy e-commerce market requires a highly specified postal service. The majority (89%°%) of
physical e-commerce value (e.g., not media downloads or services) requires delivery to the consumer’s door.
It is estimated that around [$<] e-commerce parcels were sent in the UK in 20142%, Royal Mail's Universal
Service network handles a significant proportion of this, six days a week, wherever consumers are based in
the UK. As Triangle Management found (see Exhibit 6.2) Royal Mail offers unmatched depth of coverage,
value for money, and convenience for both consumers and SMEs. The Universal Service offers the
strongest® combination of service benefits e.g., insurance coverage, compensation, confirmation, and transit
times - at competitive prices.

e current scope of the USO should not be reduced. It meets the needs of businesses and

consumers. It optimises the revenues available to fund the Universal Service.

6.3

Ofcom is not reviewing the scope of the USO in this regulatory review. Nevertheless, Royal Mail does not
wish to see a reduction in the current scope. The current specification meets the needs of businesses
and consumers. It optimises the revenues available to fund the Universal Service. Customers want and
expect faster and more frequent parcel delivery. There is market demand for fast delivery of important
letters communications. Ofcom recently found that ‘@ majority of adults say that they would feel cut off
from society if they couldn't send or receive post”<”. The current USO specification is well configured to
meet these needs. Its key elements include: First Class, overnight six days a week delivery, and VAT-
exempt uniform prices. For the Universal Service to remain relevant, it must, at a minimum, retain these
features. Without the USO or with specification reductions, there would be significant gaps in
market provision. This is illustrated by Triangle Management's comparison of USO parcel services and
their equivalent from 12 competitive providers®®. Other national postal administrations have indicated
that they remain committed to their current USO specifications. Thomas Baldry, Senior Vice President
of Deutsche Post, DHL, stated that, for Deutsche Post, the USO: ‘nstead of a burden... [it] is really an asset
to go to so many households daily’ *®.

200
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205

2015 estimate from Verdict data (excludes products acquired through a service contract/subscription service, tickets & events, travel
sales and financial services) - e-commerce up to 30kgs excluding Click & Collect and PUDO.

Royal Mail estimate - B2C large letters and parcels up to 30kg.

Royal Mail offers at least one more service benefit than the best priced competitor within each weight category. For the same
combination of service benefits, alternative providers offer higher price points than Royal Mail.

Ofcom. The Communications Market 2016. 4 August 2016.

UKMail; Hermes; Yodel; Doddle; Interlink; TNT; UPS; DHL; DPD; DX; InPost; UKMail eBay Drop-off.

Post and Parcel, 10 June 2015, http://postandparcel.info/65563/news/universal-service-remains-important-but-needs-updating-
argue-european-postal-chiefs/.
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Exhibit 6.2: Triangle Management Insights (2015) - the depth of coverage of the USO compared to the
broader market.

Value for money:

Royal Mail provides compensation for all standard services. Only two alternative providers offer
compensation - as standard and without charge - across their entire product offering.

Royal Mail's Special Delivery product offers the highest standard insurance (£500). The next closest
competitor offers £100.

Saturday delivery is increasingly important for e-commerce. Only one alternative provider offers
Saturday delivery at no extra charge.

Depth of coverage:

Royal Mail provides universal coverage. Only two alternative providers offer all their products everywhere,
including rural areas. Four parcel operators do not offer services at all to remote areas.

Only Royal Mail delivers to all parts of the country to the same service standards with a geographically
uniform tariff. Alternative providers offer services at a slower delivery speed - often incurring surcharges.
Seven out of the nine alternative providers that deliver to remote areas surcharge, with the average being
£11 (range £1-£57).

Convenience:

While there has been a significant expansion in the number of alternatives to the Post Office, Royal Mail still
offers a denser network of access points ([3<] of the access network) for shipping, returns, and collections
than alternative providers (CollectPlus at [<], and MyHermes at [3<])*®.

[3<] of addresses are within 1km of a Royal Mail parcel access point. For comparison, the operator with
the next closest coverage - [¥<] - has [$<] of addresses within 1km of one of its parcel shops®”’.

The Universal Service operates in a dynamic market and must be able to react quickly to
changing user needs. A market funded USO needs to be contemporary and market facing.

6.4 Parcels are becoming ever more important. Royal Mail is transitioning from a letters company that

delivers parcels, to a parcels company that delivers letters. Since 2013, e-substitution of letters has

continued and competition in parcels has increased (see Chapter 3). Ofcom lists eight operators in the UK -
excluding Royal Mail and Parcelforce - that offer consumer and SME single piece parcel services?®. These
operators have no regulatory requirements to provide certain services, deliver everywhere, or meet quality
and affordability requirements. They can choose where and when they deliver, what kind of parcels they will
handle and what service specification they provide. Many do not cover the high cost to serve areas. If they
do, they apply a surcharge or reduced service specification’””. For the Universal Service to remain
relevant, it must be able to react quickly to changing user needs and the competition. The PSA
2011 set out the requirements for the Universal Service on a characteristics basis. The PSA 2011’s
objective was to allow the USO to evolve over time - remaining relevant and contemporary. As Article 5 of

the Postal Services Directive states, the Universal Service should: ‘evolve in response to the technical,

206
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209

[5<].

[5<].

Yodel, DHL, DPD, DX, Hermes, InPost, UK Mail, and UPS.

Triangle Management research for Royal Mail: Alternative competitive provision offers services at a slower delivery speed, and 7 out of
the 9 alternative providers that deliver to remote areas surcharge.
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6.5

6.6

economic, and social environment and to the needs of users”<°. The current regulations do not provide this
flexibility. In 2012, the existing USO specification was transposed into the new framework. Ofcom did so to
ensure the Universal Service could not be changed ahead of its User Needs Review - subsequently
concluded in 2013. This approach now, however, is in danger of restricting the Universal Service’s
ability to remain up to date. Decisions - or non-decisions - that prevent the Universal Service from
changing could have a significant impact. The USO needs to be in tune with market developments. Only
if it is able to do so, will the Universal Service be able to compete for the existing, and new, revenue pools

available and necessary to sustain it?*.

Ofcom appears to have adopted a more minimalist view of the USO. This was reflected in its 2013
User Needs Review. In that review, Ofcom only considered potential cost savings from reducing the scope of
the USO. It did not consider the revenue impact of those changes. Ofcom also did not look at options to
update the USO or expand it. Its recent decision to keep the tracking prohibition on USO products, other
than Special Delivery, is another illustration of this philosophy. It appears that only in the specific
circumstances when: (a) there is a demonstrable need; and (b) the rest of the market cannot meet that need,
would Ofcom consider removing the tracking prohibition in the USO. A focus on sustaining the revenue pools
needed to fund the USO should be a key part of the regulators approach but this does not currently appear
to be part of its framework.

Royal Mail believes that Ofcom needs a new way of thinking about the Universal Service. Royal Mail
operates in a fragile ecosystem with limited room for manoeuvre. There are significant risks to the financial
sustainably of the USQO. If USO products are not allowed to evolve over time - as user expectations develop
- consumers will increasingly turn to the competition. This volume and revenue loss would significantly
impact Royal Mail due to its high, fixed cost structure, especially in the short-to-medium term. A loss of
demand has a greater and immediate impact on revenues than it has on costs. A relatively low loss of
market share could have a material impact on revenue. Royal Mail could not respond to falling volumes by
increasing prices because of the likelihood of accelerating e-substitution or switching to other parcel
providers. In addition to this market constraint, the PSA 2011 requires that Universal Services are
“affordable’ <. Consequently, Royal Mail would have very few options available to maintain USO
revenue pools. Furthermore, since it is unlikely that competitors would cover all areas of the country, with
all service attributes of the USO, we would still need to maintain a Universal Service for parcels but with
diminished products and revenues. Ofcom should therefore focus on enabling the Universal Service to
evolve.

Ofcom should focus on enabling the Universal Service to evolve.

In the upcoming User Needs Review, the critical centrality of letters and parcels revenue to the Universal
Service needs to be a key feature.

6.7

The critical centrality of parcels and letters revenues to the Universal Service should be a key
feature of any User Needs Review. So too should trends in the parcels sector, the continued importance
of letters, and the recognition that specification changes may lead to asymmetric risk. The review should
include as a central feature the impact of specification changes on the financial sustainability of the Universal
Service. Recognition that alternative revenue pools will not be available should be an important

?10 Postal Services Directive, Article 5.
11 n citing the promotion of competition, for example, stating that allowing tracked parcels in the USO could “ risk damaging growing but

relatively recent competition in single piece parcels’, Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 5.8.

212 Postal Services Act, 2000, Part 1 Section 4(1)b.
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component too. The alternative to revenue pools, i.e., a Government subsidy or a compensation fund, both
undesirable public policy outcomes, are limited and very modest when applied in other countries (see
Chapter 9). Ofcom should consider to what extent the market would provide value for money services to a
similar level of provision of the USO. Ofcom should also adopt a similar approach to the USO as it does
in broadband, i.e., focusing on what will remain attractive to consumers. In broadband, for example, Ofcom
is taking the average broadband usage of a normal person rather than the minimum usage. Ofcom has also
explicitly acknowledged the need for the broadband USO to evolve as users’ needs expand. Ofcom
needs to build the same flexibility into the regulatory conditions that underpin the postal USO.

Ofcom should remove certain restrictive regulation now, like the prohibition of end-to-end tracking of
standard parcels in the USO.

6.8

6.9

6.10

Ofcom is proposing not to amend the Postal Services Order and DUSP to allow tracking for
standard First and Second Class single piece parcels. Ofcom concludes that there: ‘does not [..] seemn
to be an urgent need to review user needs in relation to the tracking of parcels”*>. Ofcom also says that:
“the majority of single piece parcels are untracked' “**. The fact that USO products are untracked is not
an indication that customers do not need tracked services. As Ofcom is aware, the majority of single
piece parcels are delivered through the Universal Service where there is a prohibition on tracking. In short,
the regulatory prohibition - rather than customer need - means the majority of parcels are untracked.

Ofcom states that it: “‘would only change the Universal Service Order to include tracked parcels as a standard
feature, if we had evidence to suggest that user’s needs have changed”®®. Since 2012, we have seen
an increase in competition in single piece parcels (see Chapter 3). Ofcom lists eight operators (excluding
Royal Mail and Parcelforce) that offer consumer and SME single piece parcel services?®. All of these
operators offer tracked services. All are in direct competition with the Universal Service. More consumers
will come to expect the facility to track their parcels. With no tracking in the USO, Royal Mail's offer
will become less attractive to consumers, and retailers who purchase parcel delivery services on their behalf.
Its ability to compete to retain its revenue pools will diminish. At the same time, Ofcom states that: 7t /s
important that consumers are able to benefit from innovative developments such as tracking’ °*’. But,
Ofcom has decided not to allow consumers using the Universal Service to benefit from this. Instead, Ofcom
is going to “monitor user needs”**8. The time it will take for Ofcom to monitor the market and complete the
regulatory process to make a change - could take years. This could have an impact on the attractiveness of
Royal Mail investing in options that will enhance USO services.

As a further reason for maintaining the prohibition on tracking, Ofcom states that: “there /s a risk that
allowing Royal Mail to offer tracking in the Universal Service could give it an advantage over its competitors
since Universal Service products are currently exempt from VAT. Royal Mail would therefore benefit from a
price advantage for tracked parcels which could harm competition in the parcels market’ °*°. USO products
are VAT-exempt because they are in the public interest and must be provided as part of a policy obligation.
All European posts have the same exemption for USO services. Any ‘advantage’ that is gained from
the VAT position on USO services, is outweighed by the large network and high fixed costs of being the
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Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 5.12.
Ofcom, Review of the Regulation of Royal Mail, 25 May 2016 paragraph 5.11.
Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 5.10.
® Yodel, DHL, DPD, DX, Hermes, InPost, UK Mail, and UPS.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 5.12.
8 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 5.14.
Ofcom, Review of the Regulation of Royal Mail, 25 May 2016 paragraph 1.21.
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6.11

6.12

DUSP. Our competitors are not required by law to deliver the same specification as the USO - neither do
they have the legacy labour model of Royal Mail.

Ofcom also argues that ‘there /s nothing preventing Royal Mail from offering tracked First and Second
Class parcels outside of the universal service’ *°. While it is true that Royal Mail could develop a non-
USO standard consumer tracked service, it would not make commercial sense to do so. For a tracked
non-USO product to be attractive - as it does not have enhanced compensation and/or guaranteed delivery
- it would have to be priced in a similar way as our standard USO service. It would then, however,
undermine the revenues of USO products.

Visibility of their items is becoming important for consumers. We are looking to produce a confirmation of
delivery scan for USO parcels, to help respond to that need. Royal Mail is making a major investment
expanding and automating our parcel network. We want to continue, over time, to be able to respond to
changing customer needs, including possibly introducing end to end tracking on USO standard parcels.
Clearly, if that option became available within the USQ, it would take us some time to introduce and apply
across our product set. This would be a large and complex task given the number of USO parcels we handle.
It would also encompass many aspects of our day to day delivery activities. It is a complex task to join up the
operations and IT aspects of tracking. So, it would take us time to develop our product set. Removing the
restrictive regulations regarding tracking in the USO would be a key first step in a process that
would enable us to offer tracking to Universal Service customers.

220 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 5.13.
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Overview of paragraphs referenced in response to Ofcom Fundamental Regulatory Review,

questions 4.

Questions answered in Chapter.

Summary responses and references.

Question 4: Jo you agree with our proposal
not to amend the Universal Service Order or the
DUSP conditions to include tracking as standard
on First and Second Class single piece parcels?
Please state your reasons and provide evidence
to support your view.

No:

e Ofcom should remove the restrictive regulation that
prevents end-to-end tracking of standard parcels in the
USO. Royal Mail believes that Ofcom needs a new way of
thinking about the Universal Service. Royal Mail operates
in a fragile ecosystem with limited room for manoeuvre.
There are significant risks to the financial sustainability of
the USO. If USO products are not allowed to evolve over
time - as user expectations develop - consumers will
increasingly turn to the competition. We want to continue,
over time, to be able to respond to changing customer
needs, including possibly introducing tracking. Clearly, if
that option became available within the USO, it would take
us some time to introduce and apply across our product
set.

e Opting not to update the USO will remove, over time, new
or existing revenue pools. This will make it more difficult to
fund the Universal Service. A market funded Universal
Service needs to be contemporary and market facing.
Furthermore, we do not agree with Ofcom’s proposal not to
allow tracking because USO products are VAT exempt®?.
USO products are VAT-exempt because they are in the
public interest.  All European posts have the same
exemption for USO services. Any ‘advantage’ that is gained
from the VAT position on USO services, is outweighed by

the large network and high fixed costs of being the DUSP.

e While it is true that Royal Mail could develop a non-USO
standard consumer tracked service, it would not make
commercial sense to do so. For a tracked non-USO
product to be attractive - as it does not have enhanced
compensation and/or guaranteed delivery - it would have
to be priced in a similar way as our standard USO service.
It would then, however, undermine the revenues of USO
products.

References: paragraphs 6.7, 6.8 to 6.12.

221 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016 paragraph 1.21.
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Chapter 7 - Appropriate regulatory consumer protections in parcels.

Ofcom questions /7, 9,12 and 13.

E-commerce relies on a parcels sector with a good delivery experience. Consumer research??? shows that
quality of service across the parcels industry needs to improve. This is particularly important as end
recipients typically do not choose the parcel delivery company when purchasing online. In most cases, the
e-retailer makes that choice for them.

Royal Mail adheres to a highly developed set of regulatory standards for the delivery of parcels and
provides redress in the event that something goes wrong??. Other major parcels operators either have
little or no regulatory consumer protection standards applied to them. Ofcom’s proposals do not address
the quality of service issues, or the need for a minimum set of consumer protection standards for all
major parcels operators.

Ofcom appears to assume that competition in itself will provide sufficient consumer protection. This
position does not take into account lessons learnt from other regulated network industries, like
telecoms. In that sector, Ofcom has implemented a range of consumer protection standards, and is
currently consulting on increasing them.

e There are issues with quality of service in the parcels sector. This may impede the growth of e-
commerce. 40% of consumers say that delivery concerns are a barrier to them shopping more online®**,
In 2015, MetaPack found that 43% of consumers have had a negative delivery experience®?®. Over 80% of
consumers and small businesses believe it is important, or very important, for all parcel operators to have

consistent mail integrity standards®?.

e The development of the parcels sector has outpaced consumer protection regulation. Most
operators are subject to little or no consumer protection standards. For example, major new
players, such as Amazon Logistics, are not recognised as postal operators, and so are not subject to any
regulatory consumer protections at all. Established postal operators (other than Royal Mail) are only
required to provide consumers with a basic complaints process. Royal Mail, by contrast, as the Designated
Universal Service Provider (DUSP), adheres to 32 consumer protection requirements relating to parcels.
Higher standards generate better outcomes for the consumer. In parcels, the ratio of mail integrity
complaints is 80% lower for Royal Mail than that of the weighted average of its peers®?’.

e Appropriate consumer protection standards have been introduced in other regulated markets. In
telecoms - where consumer protections are already more extensive than post - Ofcom is currently
consulting to strengthen them further®®®. In the airlines industry, rising competition in the mid-1990s

MetaPack, Delivering consumer choice: 2015 State of e-Commerce Delivery. Survey of consumers from UK, US, France, Germany, Spain

and the Netherlands.

Royal Mail is required to adhere to the Mail Integrity Code of Practice which includes the security of relevant mail, as well as Consumer

Protection Conditions, including CP 3.3, requiring a comprehensive consumer complaints and redress scheme. Royal Mail is also the only

UK postal operator required to meet regulatory Quality of Service targets.

IMRG Consumer Home Delivery Review, 2016.

5 MetaPack, Delivering consumer choice: 2015 State of e-Commerce Delivery. Survey of consumers from UK, US, France, Germany, Spain
and the Netherlands.

> |lluminas, delivery experience report July 2016, commissioned by Royal Mail and surveying over 3,366 consumers and businesses.

Royal Mail’'s internal reports for complaints data compared to the average of 6 peers in the parcels sector with market shares greater

than 4% (as per Ofcom’s Fundamental Regulatory Review).

Ofcom automatic compensation, call for input, 10 June 2016 http://stakeholders.ofcom.org.uk/consultations/automatic-compensation/.
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Th

invoked an era of cheap air travel. But concerns about the absence of consumer protections led the

European Commission to intervene in 2005%%°.

e Ofcom should apply a minimum set of regulatory consumer protection standards to all major
parcels operators to protect the safety and security of consumers’ parcels:

» Ofcom should broaden the proposed definition of “Relevant Postal Operator” to include all major
players, including Amazon Logistics and Argos®*°.

» Ofcom should extend the mail integrity and complaints handling process requirements to all
‘Relevant Postal Operators’. Ofcom should also undertake periodic reviews to ensure high gquality
complaints processes are being applied.

» Ofcom should extend the requirements to provide a redress process and ADR scheme, and
appropriate financial compensation (in the event that something goes wrong), to all UK parcel
operators providing ‘Single Piece’ type parcel services’*’. These requirements should cover all
‘Relevant Postal Operators’ to the extent that they offer ‘Single Piece’ type parcel services.

ere are issues with quality of service in the parcels sector. This may impede the growth of e-

commerce.

71

7.2

E-commerce is an increasingly important sector for the UK. As discussed in Chapter 6, the digital
economy is important to the UK. It now represents 31% of UK GDP?*? and is continuing to grow rapidly with
a 12% CAGR?®:. High quality delivery services are vital to support the digital economy and meet the
Government’s stated objective to: ‘ensure that the UK has the right infrastructure to meet the needs of
business and consumers and enable the UK to remain a leading digital nation’ ***. Nearly 90% of physical e-
commerce value requires postal home delivery®®; the parcels segment now accounts for 63% of the postal
market®® (see Chapter 3).

Quality of service in the wider parcel industry needs to improve to ensure consumer confidence.
Ofcom states: ‘consumers and businesses are satisfied with the postal market” ?*’. There is evidence to
suggest, however, that this is not always the case, particularly in the parcels sector. In 2015, MetaPack found
that 43% of consumers have had a negative delivery experience®®. Citizens Advice found that 82% of
consumers had experienced an issue in the last two years®*’. These issues negatively impact ecommerce

229
230
231
232

234

235

236

237
238

239

Regulation (261/2004) - supported by the European Court of Justice (ECJ) Judgement on 23 October 2012.

Through its partnerships with eBay and UK Mail.

“Single Piece” as defined in Annex 4 - CP3.1.2.(o0).

Digital Economy as defined by Accenture Strategy - includes digital skills, digital technologies and digital accelerators,
https://www.accenture.com/t00010101T000000__w__/gb-en/_acnmedia/PDF-4/Accenture-Strategy-Digital-Disruption-Growth-
Multiplier.pdf#zoom=>50.

B2C e-commerce includes: all online transactions between businesses and consumers using desktop computers, laptops, tablets,
smartphones, point-of-sales and smart-wearables, but excludes returns. Online purchases excluded: C2C and B2B, Online gambling and
gaming, Cars and other motor vehicles, Houses and real estate, Utilities (e.g., water, heating and electricity), Mortgages, loans, credit
cards and overdrafts, Savings accounts, funds, stocks & shares and bonds.

Government response to the Ofcom Strategic Review of Digital Communications and Business Connectivity Market reviews. 30 March
2016.

2015 estimate from Verdict data (excludes product acquired through a service contract/subscription service, tickets & events, travel sales
and financial services) - e-commerce up to 30kgs and excludes Click & Collect and PUDO. Exact figure is 89%.

Ofcom, Annual Monitoring Update on the Postal Market, 2014-15. UK letters revenues are £4.2 billion and UK parcels revenues are 7.4
billion.

Ofcom Consumer Experience Report 2015, paragraph 4.5.1.

MetaPack Delivering consumer choice: 2015 State of e-Commerce Delivery. Survey of consumers from UK, US, France, Germany, Spain
and the Netherlands.

CitA / CCNI Letter to Ofcom, dated 21 April 2015 - response to call for evidence complaints handling (answer 1.a.).
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7.3

growth. 45% of consumers said they are unlikely to shop with a retailer again, following a poor delivery
experience®*’. 40% of consumers say that delivery concerns are a barrier to them shopping more online®*. If

consumer confidence in e-commerce is to be maintained, these issues must be addressed by Ofcom.

Poor quality of complaints handling and redress is an issue for consumers. Royal Mail disagrees with
Ofcom’s statement that it: Yound no indication that there were any major issues relating to complaint
handling and redress” #*?. Ofcom has not disclosed the results of any consumer research to support its
position. Nine stakeholders responded to Ofcom’s open letter on complaint handling and redress®*®. Five
stakeholders raised concerns, three of which recommended increasing consumer protections on parcel
operators®**. This included the BBC Licence Fee Unit, Citizens Advice and the Communications Consumer
Panel. When consumers have a complaint, Citizens Advice found that 38% of consumers said it was either
difficult or very difficult to locate information on how to complain®*® (Exhibit 7.1).

Exhibit 7.1: Citizens Advice identifies issues in consumer complaints procedures and access to redress®*.

M Respondents found it difficult or very difficult to locate
information on how to complain

citizens
advice

Citizens Advice case notes in response to Ofcom
question la

* "Given the growth of e-commerce and the desire for a
single market for parcels in the EU, consumers and small
businesses are likely to become more concerned about
complaint handling for parcels as these could be
higher value items as they continue to shop more
online domestically and internatfonally’.

* "Focus on transparency, accessibility and consumer
awareness of access to redress would be helpful to
consumers and also build on trust in the use of postal

629, services, which have expanded beyond letter services
with the growth of e-commerce”.

* As some Consumer Service case notes have highlighted,
making a postal complaint around parcel services
can be time consuming and complicated given the
multiple potential players (trader; postal operator, sender

Percentage of and receiver) in the sending and delivery of parcels" {

respondents e — e s ™ e S e =

e ey . e ———— W, S i . W

1.4

New research commissioned by Royal Mail has found that consumers value high and consistent
levels of mail integrity, complaints handling, and compensation processes (see Exhibit 7.2). 85% of
online shoppers consider that knowing their parcel will be protected against loss, damage, or theft is
important, or very important. 81% of consumers believe it is important, or very important, for all parcel

240

MetaPack Delivering consumer choice: 2015 State of e-Commerce Delivery. Survey of consumers from UK, US, France, Germany, Spain

and the Netherlands.

241
242
243

IMRG, Consumer Home Delivery Review, 2016.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 7.80.

Citizens Advice, Citizens Advice Scotland, Consumer Counsel (NI) (joint submission), DX Group, Association of International Courier
Express services, BBC's Licence Fee Unit, Communication Consumer Panel, Mail Competition Forum, Whistl, Royal Mail, and an

independent submission.

2t
245
246

BBC Licence fee trust, Citizens Advice, Communications Consumer Panel, Jerry Cox (independent respondent), Royal Mail.
CitA / CCNI Letter to Ofcom, dated 21 April 2015 - response to call for evidence complaints handling (answer 1.a.).
See Citizens Advice Consumer Service case notes, issue 1 and 2 in Appendix 1 of letter to Ofcom, dated 21 April 2015.
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Exhibit 7.2: llluminas market research report, July 201

operators to have consistent standards for complaint handling. 78% of consumers believe being able to get
compensation from a parcel operator is important, or very important. But for example, Yodel and MyHermes
exclude many everyday items from compensation for damage®*’. In many instances the items excluded
are not fragile, such as tickets, SIM cards, and documents. These should be expected to be transported by
post without sustaining damage®*®. Recent press reports demonstrate the growing need to increase
regulatory consumer protections in parcels. For example, The Times recently ran a report on poor

performance by a specific delivery operator®.

6250

Mail Integrity:

The top cause of complaints for senders and receivers of parcels is loss and damage;

Over 80% of consumers and small businesses believe it is important or very important for all parcel operators
to have consistent mail integrity standards;

When shopping online, 85% of shoppers consider that knowing their parcel will be protected against loss,
damage or theft is important or very important.

Complaints:

73% of buyers said they have no choice on who delivers their item when buying online;

81% of consumers believe it is important, or very important, for all parcel operators to have a consistent
standard for complaint handling;

73% of small businesses believe it is important, or very important, to be able to access or use parcel tracking
data and information when dealing with a customer complaint.

Compensation:

78% of sending consumers and marketplace sellers, and 80% of receiving consumers, believe being able to get
compensation from a parcel operator is important, or very important;

82% of small businesses believe it is important, or very important, to be able to claim compensation for loss or
delay, but over 33% consider it very difficult to make a claim.

Th

e development of the parcels sector has outpaced consumer protection regulation. Most

operators are subject to little or no consumer protection standards.

75

Consumer protection regulation has not kept pace with the growth of e-commerce. Postal operators
are not held to the same set of minimum consumer protection standards. Unlike Royal Mail, other large and
established operators are only required to provide a basic complaints process. Major new parcels carriers are
not required to provide any consumer protections at all (see Exhibit 7.3):

e DUSP: Royal Mail is currently covered by 32 consumer protection requirements. Royal Mail
provides a simple and cost effective complaints process, a redress scheme, and compensation for all
USO parcels services. Royal Mail must publish quarterly complaints data, and comply with Mails Integrity
Code of Practice (MICOP) for USO parcels. MICOP requires Royal Mail to minimise the risk of loss, theft,

247 88 items for Yodel and 45 items for MyHermes

248

Yodel “no compensation items” https://www.yodeldirect.co.uk/prohibited-items. MyHermes “excluded items”
https://www.myhermes.co.uk/help/carry-guide.html

?“9 The Times, 25th July 2016, “Thousands venting their fury over poor deliveries by Yodel”, page 17.
250 Commissioned by Royal Mail, surveying over 3,366 consumers and businesses.
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damage, or interference, particularly in regard to premises, vehicles, and equipment. It also requires
Royal Mail to have extensive policies to recruit, train, and discipline staff.

e (QOther large and established parcels operators: Operators like DPD, TNT Express, Yodel, and
Hermes, are not subject to any consumer protection requirements from Ofcom. The only
exception is the overarching requirement of Article 19 of EU Postal Services Directive, i.e., to provide a
basic and cost effective complaints process.

e Major new delivery operators: Operators such as Amazon Logistics and Argos are not even
recognised as postal operators. They are not subject to any regulatory consumer protection
requirements. The only exception is general consumer protection law. This is, broadly speaking, aimed
at the goods and services provided at the point of sale, rather than the delivery necessary to fulfil the
order. This is not a level playing field.

Exhibit 7.3: There is no, or little, regulatory consumer protection for most parcels operators®*.

Publication
Total number Mails of Complaints Accesstoa
Operator of integrity complaints process redress Provision of
type Operators* requirements® standards data standards  scheme compensation
‘/Ofcom ‘/Provides ‘/Ofcom ‘/Notifies ‘/Compensati
e setsout a quarterly prescribes consumer on USO
«an code of complaints detailed ofaccess services. £20
2 f data t laints for standard
Roval - 397 practice ata to complaints 0 _ or standar
32 ROQQI Mail Ofcom process Alternative  mail. £50 for
Mail) Di :
e ispute signed-for
Resolution mail
scheme
~'Hermes X No X no ‘/Required X No X no
DPD@ require- require- to pro_vide require- requirement
Other S ment ment a basic ment
parcels 1 and cost
operators? (m express effective
complaints
process
Maior new amazon X No X No X No X No X No require-
deIJivery . 0 require- require- require- require- ment
operators? 4 rgos ment ment ment ment

7.6

Royal Mail is proud to meet its mail integrity obligations. We often go above and beyond these
minimum standards. For example, Royal Mail conducts criminal record checks on its staff as part of its
recruitment policy (see Exhibit 8.3 in Chapter 8). We believe that industry-wide mail integrity requirements

251 1

~N o0~ Ww

DUSP: Designated Universal Postal Operator.

Established parcel operators: Defined by Ofcom as Unregulated Postal Operator - these operators are only required to provide a
basic and cost effective complaints process under Article 19 of the EU Postal Services Directive.

Regulation and definitions were transposed from the Postcomm regime. They do not recognise major new delivery operators.
Non-exhaustive, except for Royal Mail, which is the only DUSP.

Argos provides ‘Single Piece’ type parcel services through its partnership with UK Mail, primarily for eBay sellers.

Other than standard EU/UK consumer protections.

Split as 8 in mails integrity, 3 in the publication of complaints, 16 in the complaints process, 1 in redress and 4 in the provision of
compensation.
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are needed to grow and sustain e-commerce, including processes to protect against the loss, theft, damage,
and interference of mail. Consumer groups agree. Citizens Advice, Citizens Advice Scotland, and the
Consumer Council for Northern Ireland have all made the case for the Consumer Protection Conditions to be
°2. Royal Mail provides access to an Alternative Dispute
Resolution Scheme (ADR). We also pay compensation for loss, damage and delay for USO service.
The current regulation requires us to have these processes in place and we will continue to provide them.
But, Royal Mail believes that these same protections should be extended to other parcel operators that
provide ‘Single Piece’ type services. To ensure consumers are protected regardless of the company that

‘enhanced and brought closer in line"

delivers their parcel.

Exhibit 7.4: Ofcom has not provided sufficient evidence to support the current lack of consumer

protections in the wider parcels sector.

Ofcom’s position

Royal Mail’s view

e Mail integrity complaints are a “very low
percentage’, at 0.087%° of total parcels
conveyed®*,

Implementing higher mail integrity standards leads to
fewer consumer complaints. Although small in
percentage terms, 0.087% equates to c.700,000 parcels
that are lost, damaged, or interfered with, leading to a
customer complaint every year. In contrast, Royal Mail is
held to high mail integrity standards. Its mail integrity
complaints ratio is [$<]°*° - 80% less than the weighted
average of its peers. 72% of online shoppers say they trust
Royal Mail. This compares to 42% for the nearest

competitor®>®.

Exhibit 7.4a: Mail integrity complaints as a percentage of
total parcels conveyed; Royal Mail compared to the
average of its peers®’.

0.087%

Average of peers Royal Mail

252
253

a1

CitA / CCNI Letter to Ofcom, dated 21 April 2015 - response to call for evidence complaints handling (answer 1.a.).
Ofcom consultation, Review of the Regulation of Royal Mail, May 2016, section 7.29. We have assumed that this figure does not include

Royal Mail as Ofcom did not request any information from us.

254
35 <],
256
2

g o
~

“more than 4%"

We have assumed that all six parcels operators surveyed recognised “items” as parcels.

Delivery Matters, Understanding the needs of the UK's online shoppers in 2015, Royal Mail.
Peers are recognised as 6 of the largest parcel operators surveyed by Ofcom. All parcels operators surveyed have a market share of
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Ofcom’s position

Royal Mail’s view

e “The UK has one of the most competitive
parcels markets in the world”.

While customers benefit from a competitive market,
consumers do not have the ability to switch. Typically,
the delivery contract is between the online retailer and the
parcels operator. The online retailer may be more focused
on negotiating price, rather than ensuring a high quality
delivery experience. 73% of consumers say they have no
choice on who is delivering their items when buying
online®*®,

e ‘“Parcels are often tracked, and therefore
there is less risk of an item being lost or
stolen”.

Tracking does not preclude a poor delivery
experience. The parcel could be delivered late, damaged,
or left in an inappropriate place, leading to loss or theft.

e ‘Parcels are often expected by the recipient
and, therefore, non-arrival is more likely to
be noticed”.

From the consumer’s perspective, having the awareness
that your parcel is missing is an ‘after-the-event’ solution.
The consumer has already received some element of
harm.

o ‘“Where the parcel delivery is fulfilling an
online order, the receiving consumer s
protected by consumer legisiation”.

General consumer legislation does not cover non-
trader marketplace sellers. Royal Mail estimates that
over [3<] of all B2C parcels in the UK are generated by
marketplace sellers. In such cases - as the consumer is
purchasing through a non-trader marketplace seller - they
will not be covered by any consumer legislation or any
regulatory consumer protection at all. The only exception
would be if Royal Mail were the delivery operator.

Appropriate consumer protection standards have been introduced in other regulated network

markets.

7.7 Minimum regulatory consumer protection standards exist in other competitive markets. Ofcom
states that: “the maintenance of a competitive market for parcels should be the key objective for a regulatory
framework for the parcels sector”*>. Royal Mail welcomes parcels competition. It is a highly pronounced
feature of the market. Competition by itself, however, does not obviate the need for a minimum set of
consumer protections and standards. Other highly competitive industries have introduced protections to

meet consumer needs and market failure (See Exhibit 7.5).

258

Commissioned by Royal Mail, surveying over 3,366 consumers and businesses.

259 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016.
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Exhibit 7.5: Other regulated, network industries have applied uniform regulatory consumer protections.

Case study 1: Telecoms

In telecoms, Ofcom is taking a different approach than it is for postal services.

Consumers are protected by the provisions in the General Conditions which set minimum standards applied
to all telecoms services??. These Conditions have expanded over the years. Interventions have covered a
range of activities from sales and marketing®?, to customer complaints®®?, and additional charges®®. Ofcom
has stated: “We want to make sure that consumers get the best choice and value for money from their
communications services and are protected from unfair terms and practices, while allowing competition to
thrive .

Ofcom is currently consulting to strengthen consumer protection in the telecoms industry with its
‘Automatic Compensation’ call for inputs. This is a proposal to have an automatic compensation policy for
consumers and smaller businesses when things go wrong with their communications services®®. These
consumer protection rules would apply to all providers of telecoms, ensuring a level playing-field and
consistent consumer protections for all telecoms customers®®®.

Exhibit 7.5a: Consumer protections in the telecoms industry compared to postal services.

Categories of consumer standards

Operator type Complaints process standards Access to a redress scheme Provision of compensation
v Must provide a complaints v" Must be a member of an v" Must offer appropriate
. process Alternative Dispute compensation for USO
Royal Mail v Ofcom prescribes detailed Resolution Scheme services
standards
Other v All providers must provide a 3¢ No requirement 3 No requirement

simple and cost effective

parcels ‘
complaints process

operators

Major new % No reguirement % No requirement X No requirement

delivery
operators
e.g. Amazon
Logistics

v All providers required to have a v All providers offering services  + Ofcom is considering

Code of Practice outlining how to individuals and small “automatic compensation

they will deal with customer businesses (up to 10 for residential consumers

complaints employees) must be members and smaller businesses”
v Providers must offer ADR of an ADR Scheme (some of which may buy

services targeted at
residential consumers)

260
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264
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Ofcom, telecoms general conditions guidelines - http://stakeholders.ofcom.org.uk/telecoms/ga-scheme/general-conditions/general-
conditions-guidelines/.

Ofcom, sales and marketing of mobile telephony services, 28 May 2015 -
http://stakeholders.ofcom.org.uk/binaries/telecoms/ga/General_Condition_23.pdf.

Ofcom, telecoms customer code of practice - http://stakeholders.ofcom.org.uk/telecoms/ga-scheme/general-conditions/customer-code-
practice/.

Ofcom 2013, Price rises in fixed-term contracts,
http://stakeholders.ofcom.org.uk/binaries/consultations/gc9/statement/GC9_statement.pdf.

Ofcom 2013, Price rises in fixed-term contracts, page 8 -
http://stakeholders.ofcom.org.uk/binaries/consultations/gc9/statement/GC9_statement.pdf.

Ofcom, Automatic compensation: Call for Input, 10 June 2016.

Ofcom, Automatic compensation: Call for Input, 10 June 2016, Rules would apply to all providers of telecom services to consumers and
small businesses, paragraph 2.4.
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Case study 2: Airlines

In the airlines industry, market liberalisation in the mid-1990s led to cheaper air travel for consumers.
Concerns about consumer protections, however, resulted in European Commission intervention in 2005.

In the mid-1990s, competition in the airlines industry drove down prices for short haul flights. This
shift in the market was a reaction to the European Commission’s launch of the Third Aviation Liberalisation
Package in 1992%’. This: “was the culmination of a gradual process of liberalisation of the Community air
transport market to which Member States committed themselves in 1986 %%, Market liberalisation brought
significant benefits to the consumer. “Consumers, airlines, airports and employees have all benefited as
[liberalisation] has led to more activity, new routes and airports, greater choice, low prices and an increased

overall quality of service”*®’.

However, falling service quality led to the Commission introducing new consumer protections for all
airlines. In 2004, the European Commission raised concerns that: ‘despite the growth of air transport
stimulated by the single market dissatisfaction with service quality is growing”*’°. In 2005, it introduced new
rules on compensation and assistance to passengers in the event of denied boarding, cancellation or long
delay of flights®”*. In 2012, the European Court of Justice ruled that the "Denied Boarding Regulation" must

be interpreted as giving passengers the right to compensation for delays of three or more hours®’2.

Overview of paragraphs referenced in response to Ofcom Fundamental Regulatory Review,
questions 7, 9, 12 and 13.

Questions answered in chapter Summary responses and references

Question 7: Do you agree with our proposal to | No:

amend the scope of Essential Condition 1 to
cover untracked letter and large letter mail, and
single piece universal service parcels, and to
remove the remaining universal service
products from the scope of the Essential
Condjtion 17

e Essential Condition 1 should be applied to all major parcel
operators, including major new players in the parcels
sector.

e Royal Mail is proud to meet its mail integrity obligations.
We often go above and beyond these minimum standards.
For example, Royal Mail conducts criminal record checks on
its staff as part of its recruitment policy. We believe that
industry-wide mail integrity requirements are needed to
grow and sustain e-commerce, including processes to
protect against the loss, theft, damage, and interference of

267 Council Regulation (EEC) No 2407/92 on licensing of air carriers, 23 July 1992,
http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A31992R2407.

268

%59 Fitness Check - Internal Aviation Market, 6 June 2013,

‘Aviation: European liberalisation, 1986-2002", House of Commons Library, May 2010.

http://ec.europa.eu/transport/modes/air/internal_market/doc/fitness_check_internal_aviation_market_en_commission_staff_working_docu

ment.pdf.
270
it.

71 Regulation 1107/2006.
272

Regulation 261/2004 - this is the regulation that came into effect in 2005 that is referred to in the next sentence. It is not additional to

European Court of Justice (ECJ) Judgement on 23 October 2012.
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Questions answered in chapter Summary responses and references

mail.

e FE-commerce relies on a parcels sector with a good delivery
experience. Consumer research®’® shows that quality of
service across the parcels industry needs to improve. Royal
Mail adheres to a highly developed set of regulatory
standards for both the delivery of parcels, and redress in
the event that something goes wrong®’*. By contrast, other
major parcels operators have little or no regulatory
consumer protection standards applied to them. Ofcom’s
proposals do not address the quality of service issues. This
may impede the growth of e-commerce. Higher standards
generate better outcomes for the consumer. In parcels, the
ratio of mails integrity complaints is 80% lower for Royal
Mail than that of the weighted average of its peers. Ofcom
should put in place minimum set of consumer protection
standards for all major parcels operators.

References: See Chapter 7 summary, Exhibit 7.4, and
paragraphs: 7.2 and 7.5.

Question 9: Do you agree that the proposed | No:
drafting of Essential Condition 1 including
relevant definitions accurately capture our
intended objectives and the intended operators
and mail types?

e The regulation should be extended to all major operators.

e (Ofcom should broaden the proposed definition of “Relevant
Postal Operator” to include all major players, including
Amazon Logistics and Argos®’®. The development of the
parcels sector has outpaced consumer protection
regulation. Most operators are subject to little or no
consumer protection standards. For example, major new
players, such as Amazon Logistics, are not recognised as
postal operators, and so are not subject to any regulatory
consumer protections at all. Established postal operators
(other than Royal Mail) are only required to provide
consumers with a basic complaints process. Moreover, no
parcel delivery company, established or new (except Royal
Mail) is covered by any regulations to ensure the security of
parcels they carry.

e (Ofcom’s proposed drafting of the mails integrity regulation
represents a potentially very significant and unwarranted

273 MetaPack Delivering consumer choice: 2015 State of e-Commerce Delivery. Survey of consumers from UK, US, France, Germany, Spain
and the Netherlands.

274 Royal Mail is required to adhere to the Mail Integrity Code of Practice which includes the security of relevant mail, as well as Consumer
Protection Conditions, including CP 3.3 requiring a comprehensive consumer complaints and redress scheme. Royal Mail is also the only
UK postal operator required to meet regulatory Quality of Service targets.

27> Through its partnerships with eBay and UK Mail.
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Questions answered in chapter

Summary responses and references

increase in the regulatory burden on Royal Mail. The
proposed drafting requires Royal Mail to take “all necessary
steps”. This is effectively an unlimited commitment to mails
integrity and represents unmanageable and impractical
regulation. If Ofcom is to introduce new mails integrity
regulations, they must be proportionate and clearly defined
to be operable.

e There is no need to introduce a new mail integrity
framework. Current regulation gives operators good
guidance as to how they should remain compliant with the
mail integrity code. It is clear and transparent about its
objectives to minimise exposure to the theft, loss, damage,
and interference of mail. There is no evidence of significant
consumer harm to require a new mail integrity framework.
Ofcom should simply update the current mail integrity code
and apply it to every participant.

References: See Chapter 7 summary and Exhibit 7.4. See
Annex 2 for Royal Mail's proposed Essential Condition 1.

Question 12: Do you agree with our proposal
to amend the scope of Consumer Protection
Condjtion 3 so that it retains a minimum
requirement for all postal operators, and that
additional requirements in relation to redress
and reporting would apply to Royal Mail as the
Universal Service provider only?

No:

e The development of the parcels sector has outpaced
consumer protection regulation.  Most operators are
subject to little or no consumer protection standards. For
example, major new players, such as Amazon Logistics and
Argos, are not recognised as postal operators, and so are
not subject to any regulatory consumer protections at all.
There should be a minimum set of standards for all
operators, including include major new parcel operators.

e Furthermore, requirements for an ADR scheme and
compensation should cover all “Relevant Postal Operators”
to the extent that they offer ‘Single Piece’ type parcel
services. To ensure consumers are protected regardless of
the company that delivers their parcel. Consumers by and
large do not have the ability to select their preferred
delivery company.

e Royal Mail provides access to an ADR. We also pay
compensation for loss, damage and delay for USO service.
The current regulation requires us to have these processes
in place and we will continue to provide them.

References: See Chapter 7 summary, Exhibit 7.4, and
paragraphs 7.3 and 7.4.

Question 13: Do you agree with our proposed

No:
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Questions answered in chapter

Summary responses and references

drafting of Consumer Protection Condition 3
given our proposal to only apply the additional
requirements set out in CP 3.3 in relation to
redress and reporting to Royal Mail as the
Universal Service provider?

e Redress and compensation requirements should be
extended to all parcels operators providing ‘Single Piece’
parcel services.

References: See Chapter 7 summary and Exhibit 7.4.

See Annex 4 for Royal Mail's proposed Consumer Protection

Condition 3
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Chapter 8 - Appropriate regulatory consumer protections in letters.

Ofcom questions 7-11 and 14-18.

The regulations for letters consumer protections - introduced in 2006 - are out of date. Ofcom proposes
that Royal Mail should remain the only major letters operator with a minimum set of protections, in
particular for mail integrity. We do not believe this is the right approach. The protections should apply
equally to the key aspects of the postal process - collection, sortation and delivery. This means they
should apply to all Access operators and end-to-end operators.

Ofcom is proposing broad and unsubstantiated changes to the mail integrity framework. Key elements of
its proposal - “all necessary steps” coupled with “any direction” - are unwarranted. Ofcom seems to
take the position that there is a mail integrity issue with untracked letters and that its intervention
would apply to letters operators in general. Yet, in reality, Ofcom’s proposals would only apply to Royal
Mail. Royal Mail takes its mail integrity obligations very seriously. There is no mail integrity issue with
untracked letters.

Royal Mail agrees with a number of other proposals Ofcom has put forward. These proposals would
benefit consumers e.g., the amendments to the Postal Common Operational Procedures (PCOP)?’ and
notification periods. Ofcom should, however go further. For example, it should remove the advance
notification period for beneficial non-price changes to USO services.

e Ofcom proposes that Royal Mail continues as the only major letters operator with a minimum set
of consumer protection requirements. Instead, we believe that Ofcom should extend letters
protections to all major operators. This would be the proportionate intervention. The proposed
regulation excludes many operators, like Access operators, who handle [$<] of all letters volume®’’ for part
of its journey.

e Ofcom’s proposed intervention for mail integrity is too broad and unwarranted. Royal Mail does
not believe there is a need to change the regulatory conditions in this way. The current mail
integrity framework is working well. Indeed, Royal Mail goes above and beyond the Code in certain
instances. This preventative approach is working well. Ofcom’s proposals would result in more - not less -
uncertainty and regulatory burden for Royal Mail, without providing any substantial consumer benefit.

» Ofcom’s proposed drafting of the mail integrity regulation represents a potentially very
significant and unwarranted increase in the regulatory burden on Royal Mail. The current
drafting requires Royal Mail to take “all necessary steps™?’®. This is effectively an unlimited commitment
to mail integrity and represents unmanageable and impractical regulation. |f Ofcom is to introduce new
mail integrity regulations, they must be proportionate and clearly defined to be operable.

» Ofcom seems to take the position that there is an issue with untracked letters. We believe this
is not the case. Ofcom’s press release implies the new regulation is applicable to a number of
operators. Yet, Ofcom’s proposed intervention would only apply to Royal Mail. It is unwarranted and
inappropriate.

e Royal Mail welcomes a number of Ofcom’s proposals. But, the regulator should go further. In
addition, we would like to clarify some statements made by Ofcom:

276 Postal Common Operational Procedures Code of Practice as defined under the Postal Services Act 2011.

277 Royal Mail Full Year 2015-16 results presentation, inland addressed letters. Excludes Access operators, which have end-to-end
operations and have to comply with more extensive consumer protections.

>78 Ofcom’s regulatory principles - http://www.ofcom.org.uk/about/what-is-ofcom/statutory-duties-and-regulatory-principles/.
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» Royal Mail welcomes a number of Ofcom’s other proposals. They include: (i) the removal of PCOP;
(i) the revocation of Consumer Protection 5; (iii) the withdrawal of the advanced notification period for
changes to latest delivery time; (iv) the reduction of the advanced notification period to one month for
collection times; and (v) the removal of the advance notification period for USO price decreases. But,
Ofcom should go further. For example, it should remove the advance notification period for beneficial
(or minor) non-price changes to USO services, along with the consultation period.

» Royal Mail would like to clarify two statements made by Ofcom. The regulator states there are no
contractual remedies available to consumers under a Scheme for USQO parcels. This is not the case. If
Royal Mail breaches any of its obligations under the Scheme, consumers can take action and seek
redress from Royal Mail. Similarly, Ofcom states that Royal Mail might delay the return of items
entering its network. We are concerned that Ofcom has made this statement. Under no circumstances,
would Royal Mail ever intentionally delay mail in its possession.

Ofcom proposes that Royal Mail continues as the only major letters operator with a minimum
set of consumer protection requirements. Instead, we believe that Ofcom should extend letters
protections to all major operators. This would be the proportionate intervention.

8.1

Under Ofcom’s proposals, Royal Mail will continue to be the only major letters operator with a
minimum set of regulatory consumer protection standards®’® (Exhibit 8.1). This approach will continue
to leave Access operators outside the framework, which will only apply to Royal Mail. The postal system is a
linear process involving the collection, sortation, and delivery of mail. Access letters, which enter the Royal
Mail network at the inward mail centre, only receive protection from this point onwards (Exhibit 8.2). The
regulator states that minimum standards are unnecessary because contractual agreements and competition
encourage switching®’.  Yet, contractual agreements and competition are “after-the-event" solutions.
Businesses and consumers could have suffered loss, damage and inconvenience before any potential
remedial action is taken. This approach does not reflect Ofcom's own stated goals: "users should be able to
expect their mail to arrive without it being lost stolen, [damaged] or interfered with, and should therefore in
turn, have confidence in using those postal services' 2%, A minimum set of standards for all major letters

operators is a more effective way of maintaining consumer confidence.

279 Ofcom is proposing to only apply regulations to untracked letters and large letters up to 750g (as well as USO parcels), and only to end-

to-end delivery operators. This excludes Access operators and closed networks. Royal Mail will therefore be the only major postal
operator that has to put in place procedures to protect mail.

?80 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016 paragraph 7.21.
%81 Ofcom, Review of the Regulation of the Royal Mail, 25 May 2016, paragraph 7.20.
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Exhibit 8.1: Access operators have few regulatory consumer protections with which to comply®®2.

Total number Mails Publication of Complaints Access to a
Operator Upstream Letter of integrity com-plaints  process redress Provision of
type Operators® volumes (bn)® requirements’ standards data standards scheme compensation

‘/Ofcom sets ‘/Provides ‘/Ofcom ‘/Notiﬁes ‘/Compensa—

out a code quarterly prescribes consumer tion USO
DUSP? of practice complaints detailed of access to services. £20
(Royal data to complaints Alternative for standard
M:i{). Ofcom process Dispute mail. £50 for
Resolution signed-for
scheme mail
\/Ofcom sets ‘/Provides ‘/Ofcom ‘/Notiﬁes xNo
CMQ out a code quarterly prescribes consumer requirement
Regulated —— of practice complaints detailet}l of access to
Postal %, - data to complaints Al_tematlve
0 tore? T e delinr® Ofcom process Dispute
e Resolution
scheme
THE-MAILING-HOUSE
)
whistl
All other =77 xNo re- xNo re- ‘/Required xNo re- xNo
letters i =< -1 quirement quirement to provide quirement requirement
operators® % a basic and
><ONEPOST' cost
effective
complaints
process

282 Footnotes for Exhibits 8.1 and 8.2

1 Designated Universal Postal Operator.

2 As defined in the PSA 2011 - regulation and definitions were transposed from the Postcomm regime and are applied only to
operators who would have required a licence under that regime. CMS, Secured Mail and The Mailing House Group are the only
recognised Regulated Postal Operators by POSTRS. The vast majority of this mail is through Access operations - only a very small
proportion, if any, is sortation and therefore caught by Ofcom’s requirement for regulation.

3 Includes Unregulated Postal Operators and Access operators as defined in the PSA 2011 - these operators are only required to
provide a hasic and cost effective complaints process under Article 19 of the EU Postal Services Directive.

4 Non-exhaustive, except for Royal Mail, which is the only DUSP.

5 Inland addressed mail only. Regulated Postal Operators volume of 0.46 billion is Access mail only and does not include closed
network delivery mail, which is non-disclosed information and likely to be small.

6 Letters that are only handled by Royal Mail, i.e., excludes any letters that are handled by Access operators.

7 Other than standard EU/UK consumer protections.

8 Split as 8 in mails integrity, 3 in the publication of complaints, 16 in the complaints process, 1 in redress, 1 for payments in relation
to the work of the consumer council, 1 for PCOP and 4 in the provision of compensation.
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Exhibit 8.2: Access operators, with no regulatory consumer protections, handle [3<] billion letters.

Minimum set of regulatory consumer protection standards No minimum set of regulatory consumer protection standards
Upstream Upstream
type Operators  volumes (bn) share
DUSP [#ia]
(h:!o’{)al ! 496 41% Businesses Operator Operator Businesses
el & Hub depo &
D epot
consumers ;a ;ﬁ %B consumers
—_— —_—

%E L] L L %E Ay

Regulated
Postal =< =K%
Operators
Businesses Operator
& m Hub h
) consumers

whistl % ——

=7 > Z 5 ﬂ!D L
Access U o X @
operators UKsvizil

><ONEPOST

2< billion letters are handled by operators with no requirement for a minimum set of consumer protections

Ofcom’s proposed intervention for mail integrity is too broad and unwarranted. Royal Mail does
not believe there is a need to change the regulatory conditions in this way.

8.2 Current mail integrity regulation is working well. Royal Mail rigorously complies with the Code. In fact,
we go above and beyond it, e.g., criminal records checks on each new employee as part of our recruitment
process. Central to Royal Mail's approach has been the development of a compliance culture throughout the
business. The focus on prevention and deterrence is the most effective method to ensure mail integrity
incidents are kept to a minimum (Exhibit 8.3).
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Exhibit 8.3: Royal Mail is fully committed to very high mail integrity standards.

Processes and procedures Objective
REG Rt Ent ¢ (any out ‘right to work’ checks including: ¢ Helps to identify employees who are a good fit for our
& training — Conduct [3<] identity and criminal corporate culture and will uphold high ethical standards
record checks every year ¢ Ensure prospective employees have the capability to perform
— Establish a five year prior work history to the standards that Royal Mail and our customers expect
* Review all elements of our recruitment ¢ Keeps Royal Mail's recruitment processes up-to-date and
processes every year fit-for-purpose to meet our high standards

* Require relevant employees to complete the ¢ Ensures new employees consistently meet high standards
“Welcome to Royal Mail” training on mails

i
. integrity
332 ° Provide innovative training material, such ¢ Provides effective and engaging content to reinforce the
as films and online training tools importance of the security of mail
Operational Employ a team of around [3<] security * Maintains and develops our high standards, ensuring that
security professionals, who focus on a prioritised our mail integrity objectives are met
security model of prevention, deterrence,
detection, and disruption
* Provide nearly [<] targeted operational * Protects mail from the moment we receive it, to when it is
@ policies, processes and procedures safely delivered
* Produce annual loss estimate reports * Tracks performance to identify and improve our processes
Conduct * X * X

Bid

8.3

8.4

Our rigorous approach has driven down and maintained low levels of mail integrity incidents.
Security and mail integrity principles are embedded in our key operational processes. Royal Mail employs a
team of around 170 security professionals, focused on Prevention, Deterrence, Detection, and Disruption. In
2015-16, Royal Mail Security opened [$<] investigations into theft or intentional delay, and completed [$<]
(several investigations span more than one financial year). [$<] employees were dismissed or resigned, of
whom [3<] were formally cautioned and [3<] were prosecuted. This represents [3<] of Royal Mail’s
frontline staff. Incidents involving loss or theft of mail are rare; when such circumstances do occur, we have
a robust conduct and investigation framework in place.

There is no need to introduce a new mail integrity framework. Current regulation gives good guidance
as to how they should remain compliant with the mail integrity code. It is clear and transparent about its
objectives to minimise exposure to the theft, loss, damage, and interference of mail. There is no evidence of
significant consumer harm to require a new mail integrity framework, Ofcom should simply update the
current mail integrity code. Accordingly, we have provided some suggested minor amendments to the code
in Annex 3. Should Ofcom decide, in spite of our representations, to remove the current framework it should
consult Royal Mail on the proposed drafting prior to implementation, as it is currently not fit for purpose.
The drafting of the regulation must be proportionate and clearly defined to be operable. Nonetheless, Royal
Mail has provided an overarching view on Ofcom’s proposed mail integrity regulation below.

Ofcom’s proposed drafting of the mail integrity regulation represents a potentially very significant and
unwarranted increase in the regulatory burden on Royal Mail.

8.5

Ofcom is proposing a broad and expansive approach to the mail integrity framework. In our view,
this represents a significant intervention and considerable uncertainty. Ofcom stated that it: “ntends
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8.6

283 The proposed

to introduce new rules to clarify how postal operators must look after these items”
wording provides no such clarification. Ofcom’s proposals require Royal Mail to take: ‘al/ necessary steps to
minimise the risk of loss, theft damage and interference of mail” °®*. Without a suitable definition of
“necessary’, Ofcom is applying unmanageable and impractical regulation. Under the proposed condition
E1.3.6, Royal Mail will need to comply with “any direction” made by Ofcom to adopt such policies or
procedures as the regulator sees fit. Royal Mail would need to put in place measures that are potentially
disproportionate to the risk of loss that they are designed to prevent. Ofcom announced in its press release
that: “those who fail to meet the new rules would face fines" *®>. This is deeply concerning given the current
drafting of “all necessary steps’ coupled with the fact that we must comply with “any direction” made by
Ofcom. Royal Mail could face fines of up to 10% of turnover based upon potentially vague and ambiguous

regulation.

Ofcom is proposing a shift in mail integrity reporting from providing estimated loss of mail to
actual loss of mail data. This would reduce the accuracy of the data, whilst generating no benefit
for the consumer. Loss estimates, as currently submitted to Ofcom, use a number of factors that enable
Royal Mail to accurately calculate the amount of lost mail, including that which is not reported. This provides
a consistent assessment of year on year loss. It is a more objective trend analysis of our success in meeting
the mail integrity objectives. It also allows Ofcom to review the measures Royal Mail takes to reduce loss
further. Actual loss estimates, however, as proposed by Ofcom, will not include unreported loss of mail.
They will therefore be less accurate and less informative to Royal Mail and Ofcom. In addition, Royal Mail
handles 16.5 bhillion items of mail every year. Conforming to Ofcom's proposed reporting standards will
require investment in our systems to report and record all incidents of loss, irrespective of size.

Ofcom seems to take the position that there is an issue with untracked letters. We believe this is not the

case.

8.7

Ofcom suggests in its Fundamental Regulatory Review press release that there is an issue with
untracked letters. It provides no evidence, however, that this is the case. Ofcom states its:
“proposals would require postal operators to focus on ensuring letters arrive safely’: and that it will
introduce: “new rules to clarify how postal operators must look after these items” <%. This suggests that
there is a problem with mail integrity of untracked letters. Ofcom uses the term “postal operators’,
suggesting that it is applying the proposed rules to more than one postal operator. Yet, Ofcom’s proposals
will not affect any other major letters operator other than Royal Mail. There is no evidence of consumer
harm by Royal Mail. In fact, Royal Mail's customer satisfaction rating in letters is between 87% and 90%%%.
Ofcom previously indicated that it was no longer necessary for Royal Mail's Director of Security to provide
updates on mail integrity, in person, on a quarterly basis. If Ofcom would like to open a dialogue on mail
integrity, Royal Mail is happy to offer more meetings to discuss the progress it continues to make.

Ofcom, “Universal postal service returns to financial health” press release, 25 May 2016.

Annex 13 EC1.2.1.

> Ofcom, “Universal postal service returns to financial health” press release, 25 May 2016.

Ofcom, “Universal postal service returns to financial health” press release, 25 May 2016.

Royal Mail Consumer Satisfaction Survey 2015/16, 90% satisfaction based on receiving experience (7,068 respondents) and 87%
satisfaction based on sending experience (5,585 respondents).
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Royal Mail welcomes a number of Ofcom’s proposals. But, the regulator should go further. In
addition, we would like to clarify some statements made by Ofcom.

Royal Mail welcomes a number of Ofcom’s other proposals.

8.8

8.9

8.10

Royal Mail welcomes Ofcom's proposal to remove prescriptive PCOP regulations. This move is
appropriate given the relatively low volumes of PCOP items that currently enter our network. However,
while we agree with the removal of the requirement for code identifiers (para 7.74 of the consultation),
operators should be required to display a ‘clearly identifiable logo, or similar’ on their letters. This is to
ensure that the items can be identified and repatriated if they enter Royal Mail's network in error. Ofcom
should also maintain an up-to-date list of postal operators - and their contact details - to facilitate
repatriation. There are also a number of areas where Ofcom must provide additional clarification or
definitions:

¢ Royal Mail will be subject to a ‘reasonable endeavours’ clause (CP2.3.1): Ofcom must clearly
define what ‘reasonable endeavours’ means. Royal Mail proposes Ofcom continues to maintain a list of
all letters operators. ‘Reasonable endeavours’ should mean that the operator checks if the other party
is on that list and subsequently contacts them.

e Prohibiting deliberate or instructed mis-posting: Ofcom should include a clause clarifying that “mis-
posted” only applies to accidental or unintentional mis-posting.

Royal Mail agrees with Ofcom’s proposal to revoke Consumer Protection 5. This states that operators
should deliver mail on behalf of their customers. This is a redundant condition. Postal operators already
have sufficient incentive to ensure that they deliver mail on behalf of their customers without the need for
this piece of regulation. We also agree with Ofcom’s proposals to reduce USO notification periods.
But, we believe this approach should be extended to other USO notification periods. Consumers do
not need advanced notification for changes to delivery times and require minimal notification of changes to
collection times. We also welcome Ofcom'’s proposal to withdraw the advance notification period for USO
price reductions and the regulator's assessment that the current notification periods restrict Royal Mail's
commercial flexibility. Ofcom should go further, however. It should remove the advance notification period
for beneficial (or minor) non-price changes to USO services, along with the consultation period. The process
to make any non-price change to USO services takes a minimum of three months. It often takes much
longer. This introduces a lag before consumers can benefit from changes, for example, allowing customers
to submit claims information electronically.

Royal Mail agrees that Ofcom needs to redefine the “Relevant Postal Operator”. Ofcom should also
review its charging principles for the postal sector. Royal Mail understands from Ofcom, that it is the
only regulated postal operator, which meets the current £10 million threshold, to pay fees for both Ofcom
and the Consumer Advocacy Bodies (CABs). This is despite the fact that the postal market - for both letters
and parcels - includes other operators of significant scale and size. The turnover threshold of £10 million -
inherited from Postcomm - is too high and should be reduced?®®, The basis for the charging calculation
should be broadened to include all Relevant Postal Operators - for parcels and letters - including major new
players such as Amazon Logistics and Argos. Ofcom has undertaken a review of the parcels sector as part of
its Fundamental Review of Regulation. It has stated that it is going to increase its monitoring of parcels
operators going forward. There is an increasing regulatory focus on the parcels industry. It is inappropriate

As set out in Royal Mail's response to Ofcom’s on its postal charging in December 2011, and to Ofcom’s preliminary consultation on the

Statement of Charging Principles in June 2014.
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and unreasonable for Royal Mail to be the only operator that contributes towards the cost of Ofcom’s work in
this area. Especially as Royal Mail has very limited ability to influence Ofcom’s workplan, particularly given its
focus on monitoring and reviewing the parcel sector. Ofcom should consult on changing the threshold, at
which postal operators are required to contribute toward the fees for Ofcom and the CABs - and the
definition of Relevant Postal Operators to include all parcel operators - as part of its planned consultation on
the monitoring regime.

Royal Mail would like to clarify two statements made by Ofcom.

8.11

8.12

Ofcom states that there are no contractual remedies available to consumers under a Scheme®® for
USO parcels. This misses the point. A Scheme is not a tool to prevent users from taking legal action (akin to
an action for breach of contract) against Royal Mail, or to limit the ability for customers to complain. Instead,
postal Schemes set out the terms and conditions under which we provide Universal Services. Schemes are
used for those Universal Services, for which we do not provide terms and conditions at the point of sale, e.g.,
stamped letters. If Royal Mail breaches any of its obligations under the Scheme, then consumers can take
action against and seek redress from Royal Mail, e.g., under Sections 91 and 92 of the Postal Services Act
2000. Moreover, section 89(2)(c) of the Postal Services Act 2000 specifically requires the Scheme to include
procedures for dealing with the complaints of persons who use Universal Services®™.

There is no basis for Ofcom’s concern that Royal Mail might refuse or delay the return of items
entering its network. Ofcom states: ‘given Royal Mail’s scale and the fact that it is likely to receive the
majority of mail under CP 2, we are concerned that it may be able to refuse or delay the return of items to
other postal operators” °*.  We are very concerned Ofcom has made this statement. Under no
circumstances would Royal Mail ever intentionally delay mail in its possession. This would conflict with Royal
Mail’s social responsibilities and corporate culture. Royal Mail places the upmost importance on ensuring all
mail is delivered in line with legal and regulatory obligations, and on upholding a duty to customers, including
Access operators.

289 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 7.82 - “We note that the majority of Royal Mail's universal
service products are offered to mail users under a Scheme, rather than a contract. As such, there are no contractual remedies available
to Royal Mail's universal service customers if they have a complaint relating to these services”.

290 Sections 89 to 93 of the Postal Services Act 2000 concerning Schemes, as amended by the Postal Services Act 2011, are still in force.

71 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 7.68.
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Overview of paragraphs referenced in response to Ofcom Fundamental Regulatory Review,

questions 7-11, 14-18.

Questions responded in chapter

Summary and paragraph references

Question 7: [Jo you agree with our
proposal to amend the scope of Essential
Condition 1 to cover untracked letter and
large letter mail and single piece
universal service parcels, and to remove
the remaining universal service products
from the scope of the Essential Condition
17

No:
e The Condition should be extended to include Access operators.

e Under Ofcom’s proposals, Royal Mail will continue to be the
only major letters operator with a minimum set of regulatory
consumer protection standards®’’. This approach will leave
[3<] of letters handled by Access operators unprotected by

2% Ofcom'’s

mails integrity regulation for part of their journey
strategy is not in the best interests of the consumer and

disproportionately impacts Royal Mail.

e The postal system is a linear process of the collection,
sortation and transportation of mail. Its security is defined by
the weakest part in this chain. The regulatory protections
should be applied equally to the key aspects of the postal
process - collection, sortation and delivery. Currently Access
letters, which enter the Royal Mail network at the inward mail
centre, will only receive protection from this point onwards.
This approach does not reflect Ofcom's own stated goals. A
minimum set of mails integrity standards for all major letters
operators is a more effective way of maintaining consumer
confidence.

References: paragraph 8.1 and Exhibit 8.2.

Press release 7b: Ofcom, in its press
release, states that “all operators who
deliver ‘untracked letters’” must minimise
the risk of loss, theft damage, under
plans in today’s consultation” ***.

e (Ofcom uses the term “postal operators’, suggesting that it is
applying the proposed rules to more than one postal operator.
This is not the case. Ofcom’s proposals will not affect any
other major letters operator other than Royal Mail. This
suggests that there is a problem with mail integrity of
untracked letters.

e There is no evidence of consumer harm by Royal Mail. In fact,
Royal Mail's customer satisfaction rating in letters is between
87% and 90%°”. In addition, in 2013, Ofcom provided Royal
Mail a dispensation for the reporting of individual “serious
incidents”. This is because levels of loss were so small. Ofcom
previously indicated that it was no longer necessary for Royal

292

Ofcom is proposing to only apply regulations to untracked letters and large letters up to 750qg (as well as USO parcels), and only to end-

to-end delivery operators. This excludes Access operators and closed networks. Royal Mail will therefore be the only major postal
operator that has to put in place procedures to protect mail.

293
294
295

Royal Mail Full Year 2015-16 results presentation, inland addressed letters.
Ofcom, “Universal postal service returns to financial health” press release, 25 May 2016.
Royal Mail Consumer Satisfaction Survey 2015/16, 90% satisfaction based on receiving experience (7,068 respondents) and 87%

satisfaction based on sending experience (5,585 respondents).
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Questions responded in chapter

Summary and paragraph references

Mail’s Director of Security to provide updates on mail integrity,
in person, on a quarterly basis. If Ofcom would like to open a
dialogue on mail integrity, Royal Mail is happy to offer more
meetings to discuss the progress it continues to make.

References: Chapter 8 summary and paragraph 8.7.

Question 8: Do you agree with the
proposed  streamlining  revisions  to
Essential Condition 1, including the
removal of the Mail Integrity Code of
Practice, as drafted in Annex 127

No:

e (Ofcom is planning to remove the current Mails Integrity Code
and replace it with much more ambiguous regulation, which
represents a potentially significant increase in burden for Royal
Mail. There is no need to introduce a new mail integrity
framewaork.

e (Current regulation gives operators good guidance as to how
they should remain compliant with the mail integrity code. It is
clear and transparent about its objectives to minimise
exposure to the theft, loss, damage, and interference of mail.
There is no evidence of significant consumer harm to require a
new mail integrity framework,

e (Ofcom’s proposes to move away from a prescribed set of mail
integrity standards to an approach that represents a
potentially significant burden for Royal Mail. Ofcom believes its
proposals will: ‘ensure that postal operators have the incentive
to concentrate on good consumer outcomes rather than
process”??®. Ofcom’s aim is for postal operators to have more
flexibility on their mail integrity procedures, whilst achieving its
objectives®”’. Ofcom’s proposals require Royal Mail - and only

Royal Mail - to take: “all necessary steps to minimise the risk of

loss, theft damage and interference of mail’ **®. Royal Mail

would need to put in place measures that are potentially
disproportionate to the risk of loss they are designed to
prevent. Under the proposed condition E1.3.6, Royal Mail will
need to comply with “any direction” made by Ofcom to adopt
such policies or procedures as Ofcom sees fit. This gives
Ofcom too broad a remit for regulatory intervention and is

disproportionate.

References: paragraphs 8.4-8.6.

Question 9: Do you agree that the
proposed drafting of Essential Condition 1
including relevant definitions accurately

No:

e A minimum set of mails integrity standards for all major letters
operators is a more effective way of maintaining consumer

296
297

)

% Annex 13 EC1.2.1.

Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 1.2.
Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 7.37.

86




Royal Mail's Response to Ofcom’s May 2016 Fundamental Review of the Regulation of Royal Mail - August 2016

Questions responded in chapter

Summary and paragraph references

capture our intended objectives and the
intended operators and mail types?

confidence.

e Ofcom’s proposal to move away from a prescribed set of mail
integrity standards represents a potentially significant burden
for Royal Mail.

References: paragraphs 8.1-8.6. See Annex 2 for Royal Mail's
proposed Essential Condition 1.

Question 10: Jo you agree with the
proposed Consumer
Protection 2, including the removal of the
PCOP code and agreement as drafted in
Annex 13?7

revisions to

Yes:

e However, we do not agree with Ofcom’s proposal to remove
the requirement for code identifiers (para 7.74). A more
reasonable approach would be to remove the ‘code identifier’
but require that a ‘clearly identifiable logo, or similar’ was
included on the mail piece to ensure that it could be
repatriated if it entered Royal Mail's network in error. Ofcom
should also maintain an up-to-date list of postal operators,
and their contact details, to facilitate repatriation.

References: paragraph 8.8.

Question 11: Jo you agree that the
proposed drafting of CP 2 including
relevant definitions accurately capture our
intended objectives and the intended
operators and mail types?

Yes:

e Royal Mail welcomes Ofcom's proposal to remove prescriptive
PCOP regulations.  This move is appropriate given the
relatively low volumes of PCOP items that currently enter
Royal Mail’'s network.

References: paragraph 8.8. See Annex 3 for Royal Mail's

proposed Consumer Protection 2.

Question 14: Do you agree with our
proposal to revoke Consumer Protection
Condition 57

Yes:

e This is a redundant condition. Postal operators already have
sufficient incentive to ensure that they deliver mail on behalf of
their customers without the need for this piece of regulation.

References: paragraph 8.9.

Question 15: Jo you agree with our
proposal to remove the one-month
notification period for price decreases to
Royal Mail's Universal Service products
and services?

Yes:

e However, Ofcom should go further, however, and remove the
advance notification period for beneficial (or minor) non-price
changes to USO services, along with the consultation period.
The process to make any non-price change to USO services
takes a minimum of three months, but often takes much
longer. This introduces a lag before consumers can benefit
from changes, for example allowing customers to submit
claims information electronically.

References: paragraph 8.9.
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Questions responded in chapter

Summary and paragraph references

Question 16: Jo you agree with our
proposal to reduce the advance notice
period for specified collection times to one
month (reduced from three months)?

Yes:

e Royal Mail agrees with Ofcom that consumers need only
minimal notification of changes to collection times.

References: paragraph 8.9.

Question 17: Do you agree with our
proposal to remove the advance notice
period for latest delivery times (currently
at three months)?

Yes:

e Royal Mail agrees with Ofcom that consumers do not need
advanced notification for changes to delivery times.

References: paragraph 8.9.

Question 18: Do you agree with our
proposed restructuring and drafting of
Designated Universal Service Provider
Conditions 1.101 and 1.10.2, and the
removal of Designated Universal Service
Provider Conditions 1.10.3?

Yes:

e Royal Mail agrees that the proposed restructuring and drafting
reflects Ofcom’'s proposals to changing notification
requirements for collections, deliveries and price reductions for
USO services.

References: paragraph 8.9.
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Chapter 9 - A new sustainability framework for the Universal Service.

Ofcom question 2.

We operate in a fragile ecosystem. Our stretching efficiency and cost avoidance programmes alone
cannot address the unique circumstances relating to post. Ongoing structural decline in letters and
intense competition in parcels continue. Parcels revenue growth, for example, is not currently offsetting
the decline in letters revenue. These circumstances create potential risks to the financial sustainability
of the Universal Service.

Ofcom’s duty to secure the provision of the Universal Service that is enshrined in the PSA 2011 has few -
if any - precedents elsewhere. Alongside our focus on efficiency, a sustainability framework provides the
best solution to underpinning the Universal Service. Long after-the-event solutions - like compensation
funds - are typically too small to be of value and come too late. Subsidy would be a poor public policy
outcome.

A key feature of the current regulatory approach is the substantial burden placed on Royal Mail. This
includes the highly demanding reporting requirements - 170 financial and non-financial reports
produced a year for Ofcom. More broadly, Ofcom is proposing a range of measures which will further
restrict Royal Mail or create considerable and unnecessary uncertainty. They include the proposed
regulatory cost allocation exercise and the application of the APR principles. In addition, the Ofcom
proposals related to outcome based regulation and untracked letters are unwarranted and unnecessary.
They would only apply to Royal Mail. Yet, the net result of the regulator’s proposals elsewhere is that a
minimum set of consumer protections would not apply to other major letters and parcels operators. In
short, the regulatory burden - and how it is shared between operators - should be a key focus for Ofcom.

Here, we outline the main elements of the sustainability framework. A focus on revenue pools is a key
aspect of sustainability. The Universal Service specification optimises the revenues available to fund the
high, fixed cost Universal Service. Therefore, we do not wish to see any reduction in its scope. However,
Ofcom should ensure that the USO is able to evolve over time to reflect the changing market conditions.
There is also a need for active regulatory recognition that parcel competition is highly developed,
intense, and growing. There is no need to incentivise more competition through mandating the delivery
of Access parcels through the Universal Service network; it will undermine the financial sustainability of
the Universal Service by removing valuable revenue pools to fund it.

The regulatory framework does not address key consumer issues and is primarily focused on Royal Mail.
Stronger consumer protections - on all major players - in parcels and letters are key to sustainability.
Royal Mail itself adheres to a highly developed set of regulatory standards. But other major players have
no regulatory standards applied to them or a light touch complaints handling process. Ofcom must
address this issue - both in parcels and letters.

e We have made significant progress on efficiency. We outstripped the UK economy’s total factor
productivity improvement every year during the 2010-11 to 2014-15%"° period. We have ambitious and

stretching plans to deliver more efficiency improvements.

Royal Mail estimate using Price, Volume, Efficiency, Other (PVEQ) approach, RPI inflation as deflator; ONS data not available for 2015-
16. For an overview of the PVEQO approach, see FTI Consulting, Efficiency Metrics for Royal Mail, September 2015, Chapter 4.
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e The Universal Service has high fixed costs that need to be paid for through the generation and
maintenance of significant USO and non-USO revenue pools. The estimated®® standalone cost of the
Universal Service is [3<]. Set against USO-related revenues of [3<]. This means a shortfall of [3<].
Revenue pools (USO and non-USO activities) are vital to sustain the Universal Service. The current, high
quality scope of the Universal Service should be maintained and updated.

e There are significant risks to the Universal Service. Whilst Royal Mail Group has a strong balance
sheet and has an investment grade credit rating, there are risks to the financial sustainability of the
Universal Service. The Reported Business is just within the EBIT margin range deemed appropriate by
Ofcom®® for securing a financially sustainable USO. Downside risks are greater and exacerbate the
challenge. The margin of the Reported Business could easily fall below 5%, posing a challenge to our ability
to invest and transform.

e There is no need for the regulator to intervene further to promote competition.

» Market forces are doing their job*®

has ample spurs to efficiency.

. The market is already highly competitive. Royal Mail already

» Ofcom should seek to reduce - not increase - the burdens on the Universal Service provider.
The regulatory burden and how it is shared between operators - should be a key feature.

» Ofcom does not have the right approach to ensure the financial sustainability of the USO.
Ofcom is overly reliant on after-the-event solutions - like compensation funds - that come too late and
have been ineffective elsewhere. In addition, monitoring - while clearly important - does not constitute
a set of concrete tools for appropriate intervention before sustainability becomes a major issue.

e Our proposed sustainability framework has three key elements. [t is active and pre-emptive. Its
specific components are:

» Sustaining the revenue pools that underpin the USO. Maintain the current Universal Service
specification. The regulator should commit to actively update the USO to sustain revenue pools, e.g., by
removing the prohibition of end-to-end tracking of standard parcels in the USO. The next User Needs
Review needs to actively consider revenue implications in detail. There should be no changes to
regulation without consideration of the impact on the Universal Service and the revenue pools to sustain
it.

» Focusing on the financial sustainability of the Universal Service. Ofcom acknowledges that
market forces are doing their job. There is no need for economic regulation to incentivise more
competition. There should be no extension of mandated Access for letters, and no mandated Access for
parcels. The regulatory burden - which is significant - should be reduced in line with good regulatory
practice. Ofcom should remove the current Second Class (2C) safeguard price caps. Ofcom should
remove the Post Code Area (PCA) targets.

» Raising consumer standards to enable e-commerce growth. A single consumer protection
standard for all major players in both letters and parcels. The standard should include an appropriate
redress and Alternative Dispute Resolution (ADR) schemes and appropriate financial compensation for
all UK parcels operators providing ‘Single Piece’ type parcel services.

00 [(5<].
1 Ofcom considers 5-10% EBIT margin as a reasonable commercial rate of return for the Reported Business.
>Y¢ See Chapters 1 and 3.
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We have made significant progress on efficiency®®.

91

9.2

9.3

A step change in efficiency has been delivered since privatisation. We have achieved significant
efficiency improvement, including 1.3% in 2015-16, building on the 4.5% improvement in 2014-15°%. We
outstripped the UK economy’s total factor productivity in the period 2011-12 to 2014-15. We have
transformed every aspect of our operations:

e Increased automation: letter sequence sort rates increased from 1% to 83% (2009-10 to 2015-16).

e We started to rationalise our mail centre estate in 2008. Since then we have closed 35 of 69 mail
centres and opened 4 new modern mail centres (March 2008 to c.April 2016).

e Reduced operations headcount by [$<] from 2009-10 to 2015-16>%.

Our transformation has delivered major efficiency improvements. We have improved relations with
the trade unions. This is delivering both commercial and operational benefits - ¢.80% fewer industrial
disputes (2015-16 vs. 2013-14) and no national disruptions since 2009. Underlying UKPIL costs (before
transformation costs) fell by 1% in both 2014-15 and 2015-16°%. We have an ambitious plan to deliver
even greater efficiency improvements. We have targeted to avoid c.£500 million in annualised costs hy
2017-18%. We know where the efficiency gaps remain. We have a clear plan to target them. We actively
review the absorbable rate of change. We seek to strike the appropriate balance between quality, efficiency,
and industrial stability. There is a limit to how quickly we can remove costs from the business. Labour costs
accounted for c.67%% of our UKPIL cost base in 2015-16. Cost reductions in the face of declining volumes
typically require reductions in the number of hours. This may involve costly redundancy programmes and
often require redesign of the network or processes, which takes time.

Shareholder scrutiny, intense competitive pressure in parcels and rapid e-substitution in letters
are already major spurs to efficiency. We are committed to delivering a high Quality of Service while
seeking to become ever more efficient. In doing so, we actively review the absorbable rate of change and the
appropriate balance between quality and efficiency. We disagree with Ofcom that our plans are “at the lower
end of a reasonable range for [efficiency] improvement”. Econometric analysis shows the efficiency gap in
delivery office and mail centres is small and the gap is narrowing - see Chapter 2. Ofcom stated that our
Business Plan is stretching and more ambitious than past achievements. We consider all options to increase
efficiency on an ongoing basis. We note with interest the operational measures WIK identified. The report
outlines a number of operational practices that have been implemented by other postal operators. Some of
these we are currently trialling. Others, we have consciously decided not to pursue. We do not believe them
to be right for Royal Mail at this time. Nor do we believe that there are significant opportunities that we are
not pursuing. But we keep this under continuous review.

The Universal Service has high fixed costs that need to be paid for through the generation and
maintenance of significant USO and non-USO revenue pools.

9.4

The Universal Service is expensive to deliver, with a standalone cost of [3<]*®°. The [3<] earned in

310

related revenues is not sufficient to cover its costs, leading to an annual shortfall of [3<] All Universal

303
304
305
6
7
8
309

o

3

o

3

o

3

See Chapter 2.

Royal Mail estimate using Price, Volume, Efficiency, Other approach, RPI inflation as deflator.

Royal Mail Operational Metric.

Royal Mail Annual Report and Financial Statements 2015-16, 2014-15, underlying UKPIL costs.

Royal Mail plc Annual Report and Financial Statements 2015-16, cumulative over financial years 2015-16, 2016-17, 2017-18.
Royal Mail Annual Report and Financial Statements 2015-16, UKPIL costs after transformation costs.

[<].
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9.5

Th
9.6

Service revenues are needed to cover the cost of the Universal Service as well as a large contribution from
non-Universal Service activities. The costs of maintaining the Universal Service are substantially fixed in the
short term. They cannot be easily scaled with volumes. Unlike revenue, which has a close relationship with
volume, cost reduction in response to volume reduction is much smaller. In a world of declining volumes,
this means that unit costs will increase - even if underlying efficiency is unchanged. This was recognised by
NERA in a report for Ofcom: “There are economies of scale and density in providing mail services, which
means that unit costs typically fall when volumes increase, and rise when volumes fall even if underlying
efficiency is unchanged”**.

The current, high quality scope of the Universal Service needs to be maintained and updated. We
note that Ofcom is not currently considering any reduction in the scope of the USO. Royal Mail does not
wish to see any reduction in the current scope of the USO. [t optimises the revenues available to fund the
Universal Service. It meets the needs of businesses and consumers. Customers want faster and more
frequent parcel delivery, including Sunday delivery where appropriate. In letters, there is also an expressed
market demand for fast and value for money delivery, i.e., First Class, for important letter communication.
Key elements of the current specification that meet these trends include: First Class, overnight six days a
week delivery, and uniform prices. This is highlighted by the importance of overnight products ([$<]).
including Special Delivery ([3<]), to Royal Mail**2. While the Universal Service specification is well
configured, it needs to evolve to meet the changing needs of consumers and SMEs. Current retailing
trends - for example, more overnight delivery, and disruptive business models - underpin the importance of
a high quality Universal Service specification in the future.

ere are significant risks to the financial sustainability of the Universal Service.

The unique circumstances pertaining to post remain in place. There are significant potential risks to
the financial sustainability of the Universal Service. As Richard Hooper noted, Royal Mail is: ‘not like other
utilities” >, We operate in a fragile ecosystem with high fixed costs that take time to remove, material
headwinds, and asymmetric downside risks. The regulatory blueprint needs to be grounded in these
realities.

e The future is uncertain. Whilst our view remains that letters will continue their structural decline of
4-6% per annum in the medium term, there are plausible risks that could take us out of this range.
There could be a tipping point in letters volumes, as discussed in Chapter 1. There are major disruptive
forces emerging in parcels - new entrants such as Amazon Logistics, and different business models like
Sainsbury’s and Argos®®*.

e Parcels revenue growth has not been sufficient to offset letters revenue decline. Letters
revenues fell 2.5%**° between 2011-12 and 2015-16, as volumes have declined, despite modest price
rises. Letters revenue has fallen by £155 million in the past two years®'. In the same period, parcels

310
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313
314

315

316

[<].

NERA consulting, Approaches to Measuring the Efficiency of Postal Operators, Final Report for Ofcom, August 2013, page 5
http://stakeholders.ofcom.org.uk/binaries/post/postal-efficiency/nera.pdf.

[<].

Richard Hooper, Saving the Royal Mail’s universal postal service in the digital age, (2010), page 27.

See Chapter 3.

Royal Mail plc Annual Report and Financial Statements 2015-16 UKPIL Letter Revenue of £4,470m compared with 2011-12 UKPIL
Letter Revenue from Royal Mail plc Prospectus of £4,585m , not adjusted for working days.

Royal Mail plc 2014-15 and 2015-16 Annual Report and Financial Statements, not adjusted for working days.
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revenue did increase, but only by £34 million. Since April 2013, Royal Mail's average consumer parcel

prices have fallen by an average of c.1.8% p.a. in real terms™"’.

Exhibit 9.1: UKPIL Revenue change in letters and parcels,

Letters revenue Parcels revenue Net revenue impact

2013-14  -75 154
2014-15 -58
2015-16 -97 6 -91

9.7

The Reported Business is delivering just within the EBIT margin range deemed appropriate by
Ofcom for securing a financially sustainable Universal Service (see Exhibit 9.2). As a result of
management action, the profitability of our Reported Business has improved significantly since 2012. Ofcom
considers 5-10% EBIT margin as a commercial rate of return for the Reported Business. Royal Mail met this
threshold for the first time since privatisation in 2014-15. Our margin, however, fell in 2015-16 from 5.6%
to 5.0%, the bottom of Ofcom’s range. [3<].

Exhibit 9.2: Royal Mail Reported Financeability Business EBIT margin%, historic and forecast.

— Royal Mail Margin EBIT Ofcom financeability range
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317 Royal Mail Corporate Responsibility Report 2015-16, page 31.
318 Royal Mail plc Annual Report and Financial Statements, 2013-14 to 2015-16, not adjusted for working days.
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9.8

9.9

9.10

Management has taken steps to ensure that the balance sheet of the Group is currently strong. We
have an investment grade credit rating (currently rated BBB with a stable outlook). In the Royal Mail plc
Annual Report and Financial Statements 2015-16, the Directors stated that they had assessed the viability
of the Group over the next three years. They considered all principal risks as set out in the ‘Principal Risks’
section of the Annual Report. They considered risks that could have a plausible and severe financial impact
over the time horizon. In particular, they considered the potential impact of industrial action and
deteriorating economic and market conditions. The downside scenario was tested to determine whether the
Group would remain solvent. Based on the results of their analysis, there was a reasonable expectation that
the Group would be able to continue in operation and meet its liabilities for the relevant period. Were this
scenario to materialise, Royal Mail would take certain short term cost and cash actions which could mitigate
the impact. Whilst these actions could maintain solvency, they could erode longer term sustainability. Our
investment grade credit rating could be at risk. This could impact our ability to access new capital.

Alongside the modelling underpinning the viability statement, we considered, as part of our 2016 strategic
planning process, the key trends that could change this business environment in which we operate.
Specifically, we identified that a key revenue risk could come from the [3<]*%"):

e [X]

The scenarios demonstrated there are a number of downside risks which could likely lead to a
significant deterioration in the profitability of the Reported Business. They underline the significant risk
to the financial sustainability of the Universal Service. An EBIT margin of 5-10% is the minimum
necessary to ensure financial sustainability®®’. If the margin of the Reported Business were to remain
below 5% for a prolonged period, there could be risks to the financial sustainability of the Universal
Service. Although still profitable, in such an environment, the business may find it much harder to attract
investment, transform, and therefore compete. A margin of 5-10% is important to delivering long-term
sustainability of the USO.

There is no need for the regulator to intervene further to promote competition.

Market forces are doing their job.

911

In post, Ofcom has a difficult task: securing the sustainability of the Universal Service whilst
promoting competition. Ofcom - like most regulators - is focused on promoting competition in many of
the sectors it regulates. The duty to secure the Universal Service enshrined in PSA 2011 has few, if any,
precedents elsewhere. It is to be expected that it would take some time for the regulator to embed the
importance of sustainability. The 2008-10 Hooper reports noted the contradiction between the
sustainability of the Universal Service and competition. Hooper stated; “there are some risks’ associated
with competition, and “some forms of competition may be inefficient if they simply exploit the constraint
placed on Royal Mail to provide the universal service™>?*. Ofcom’s dual role in competition enforcement and
postal regulation creates the risk that any conflict will not be resolved in favour of sustainability. As the then
Secretary of State Vince Cable stated in 2011: “While competition is beneficial - and has brought real
benefits to consumers over the last few years - it must not come at the expense of the Universal Postal

319 [<].

320 Roy
6.8.

al Mail plc, Response to Ofcom’s July 2015 Discussion paper: Review of the Regulation of Royal Mail, 18 September 2015, paragraph

321 Hooper Report, Modernise or Decline, 16 December 2008.
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912

9.13

2

Service’*®. Yet, in the FRR, Ofcom states “the maintenance of a competitive market for parcels should be

the key objective for a regulatory framework for the parcels sector>*>. In reality, however, there is no need
for regulatory intervention in the parcels sector. It is highly competitive. Competition should not be the

regulator’s main focus in such a sector.

The solution to sustainability is not more competition driven by the regulator. Market forces are
doing their job®**. There is no need for the regulator to intervene further to promote competition in the
name of efficiency. There is very strong and growing competition in parcels. Royal Mail has a range of
market-based incentives to efficiency already. They include shareholder scrutiny and structural volume
decline.

e There are a number of major players in parcels. Substantial investment in new facilities has
generated ¢.20% annualised spare capacity. This has placed (and continues to place) pressure on prices.
As Ofcom has recognised, "the UK has one of the most competitive parcels markets in the
world®.  Competition will intensify. There are a number of disruptive business models, e.g., the
expansion of Amazon Logistics and carrier management systems. Technological change is introducing
new forms of competition.

e |n letters, Royal Mail also faces significant competition. E-substitution is a potent form of
competition. It constrains our pricing. The overall increase in letters prices since April 2012 was ¢.0.7%
p.a. above RPI**® across all addressed inland letters and large letters. The Access market is working
well. [t has developed rapidly since its introduction in 2004. It is by far the biggest postal Access
market in the EU. Access accounts for ¢.59%%%’ of all inland addressed letter volume (c.7 billion per
year), and c¢.70%%?® of the addressed letter volume posted by large businesses. Our Access letters
pricing has been fair and reasonable. Access customers compete with each other and with Royal Mail
for customer volumes. Large contracts are won and lost over a fraction of a penny.

Against the backdrop of intense competition it is important that Ofcom does not take actions that
could remove revenue pools or which generate significant uncertainty. For example, if Ofcom were to
mandate parcels Access or extend letters mandation, this would have a material impact on our revenue
pools. Ofcom’s intention to test for cross-subsidy and its potential concern relating to “unfair leveraging” by
Royal Mail will generate considerable uncertainty and is unwarranted. Royal Mail adheres rigorously to the
accounting - and reporting - framework put in place by Ofcom. There is a high degree of oversight by the
regulator. We closely adhere to the requirements of competition law. The appropriate measure to test for
cross-subsidy is incremental cost and long run average incremental cost (LRAIC) is an appropriate measure
of incremental cost. We have invested considerably in our LRAIC model. We wish to continue our
engagement with Ofcom on it. In short, there is no need for more regulatory intervention.

Ofcom should seek to reduce - not increase - the burdens on the Universal Service provider. The
regulatory burden - and how it is shared between operators - should be a key feature.

9.14

A key feature of the current regulatory approach is the substantial burden placed on Royal Mail.
Ofcom should reduce the burden of regulation in line with government policy. In 2011, BIS directed
Ofcom to: “look again at where regulation is needed ... [to] determine what form that regulation should take

N

2

3

Secretary of State Letter to Ofcom, 15 April 2011, setting out the “intentions of the regulatory framework”.

323 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 4.105.

[

3

“ See Chapters 1 and 3.

325 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 1.2.

N
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327

Internal Royal Mail calculations.
Royal Mail Full Year 2015-16 results presentation, % of inland addressed letters.

328 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016.
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9.15

9.16

if required’. More broadly, in 2015, Secretary of State Sajid Javid, said he was: ‘determined to take the
brakes off British businesses and set them free from heavy-handed regulators ... to help create more jobs
for working people, boost productivity and keep our economy growing' . Royal Mail operates in a complex
regulatory environment where a number of the key aspects of the regulatory framework have not been
updated. We note that Ofcom intends to consult on proposals to amend the USP Accounting Condition and
Regulatory Accounting Guidelines. We are committed to working with Ofcom to develop a reporting
framework that is targeted. This should provide Ofcom with the information it needs to secure the provision
of the Universal Service and minimise the regulatory burden. Ofcom should seek to use existing
management information where possible rather than requiring bespoke reports. Royal Mail remains subject
to highly demanding reporting requirements. We provide over 170 financial and non-financial reports to
Ofcom every year - an average of three reports per week. Many of these reports are produced solely for
Ofcom. We voluntarily provide our management accounts report on a monthly basis to Ofcom. This
provides the best insight on performance and early sight of any concerns about financial sustainability.

In the FRR, Ofcom is proposing a range of measures which will further restrict Royal Mail and
generate considerable, unwarranted uncertainty. For example, Ofcom is seeking to introduce the main
principles underpinning its 2014 Access Pricing Review proposals in the form of guidance. These proposals
are a materially retrogressive change from the 2012 framework. Their proposed application now - despite
the absence of direct delivery letter competition - would restrict our commercial freedom in the future in an
unnecessary and disproportionate fashion. More broadly, it is the competitive postal landscape - not
regulation - that maintains downward pressure on prices. The existing price caps - Second Class letters,
large letters and parcels - represent unnecessary regulation and should be removed. Ofcom’s planned
review of cost allocation is also unnecessary. [t will generate considerable uncertainty for a prolonged period
of time. This follows a sustained period of uncertainty following the 16 different reviews the regulator has
conducted since 2012. The current regulatory financial reporting framework was set by Ofcom and is
controlled by it. The regulator has full and detailed visibility of our costs. Our pricing is fully compliant with
competition law.

Strong consumer standards - and how they are applied across many operators - should be a key
feature of sustainability. In mails integrity and consumer protection, Ofcom is proposing a number of
unwarranted and disproportionate interventions. The only major operator it would apply to is Royal Mail. At
the same time, despite clear evidence of customer need, the net result of Ofcom’s proposals is that a
minimum set of consumer protections would not be applied to other major letters and parcels operators.
Ofcom’s proposed direction for the mail integrity regulation represents a potentially very significant increase
in the regulatory burden on Royal Mail. The current drafting - which requires Royal Mail to take “al/
necessary steps’ and “any direction” - is effectively an unlimited commitment to mail integrity. It represents
unmanageable and impractical regulation, particularly given Ofcom’s statement that “those who fail to meet
the new rules would face fines”. Ofcom also seems to suggest there is an issue with untracked letters but
provides no evidence to substantiate its position. While the regulator uses the term “postal operators”, the
reality is that, of all the major operators, the proposed intervention would only apply to Royal Mail. It is
unwarranted especially given Royal Mail's strong track record on mails integrity. More broadly, Ofcom does
not address the quality of service issue elsewhere in the letters and parcels industry. A key part of any
sustainability approach - and regulatory burden sharing - must be a minimum set of consumer protection
standards that apply to all major players, including new parcel operators.

Ofcom does not have the right solution to ensure the financial sustainability of the USO.

9.17 Ofcom’s current approach is overly reliant on after-the-event solutions (set out in Zone 3 of Exhibit 9.3),

like compensation funds. Waiting until the Universal Service is in such serious difficulty represents a very
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poor public policy choice. This was recognised by CEPA - in a report commissioned by Ofcom - in November
2015%%°.  Actions taken to preserve short-term solvency may erode longer term sustainability and
shareholder value. Instead, what is needed is a new sustainability framework, to make sure that such
emergency measures are never required.

9.18 Compensation funds are not a viable solution. In practice, compensation funds are slow to set up,
involving protracted periods of negotiation and syndication. Once operational, they are largely ineffective.
There are two principal difficulties with compensation funds:

e Compensation funds typically do not generate enough money to cover the cost of the USO.
Typically a compensation fund is supported by revenues from all operators” USO services in the market.
USO-type revenues achieved by other operators are often minimal. As a result, few European countries
have established compensation funds. Spain, Netherlands and Greece began to set up their own funds,
but either abandoned or suspended their plans®*. Those countries that have set up compensation
funds have almost always required government intervention to top up the fund. Iltaly, for example,
failed to raise sufficient revenue from licence holders of USO-type services. Contributions from other
ltalian operators amounted to only €111,000 in 2005 (0.04% of USO net costs**). Subsequently, the
ltalian Treasury has subsidised the USP by c.€350 million a year to cover the estimated losses incurred
through the provision of the US0**?,

e Establishing a compensation fund is complex and time consuming. Compensation funds are
politically, legally, and commercially sensitive. There are a number of requirements to meet before a
regulator and government can establish a fund. Defining the net cost burden of the USO can be
particularly contentious. For example, Poste ltaliane has calculated the net cost of the Italian Universal
Service as c.£€700 million®*3, more than double the figure the ltalian regulator recognises. Similarly,
agreeing an appropriate percentage of contributions from other operators is complex. Ofcom would
need to determine a level of contribution (licence fee) that is effective, yet does not distort the market.
Setting a licence fees too high can stifle competition. Setting the fees too low means the fund is too
small. Consequently, compensation funds can take a significant period of time to establish. The process
- ranging from net cost calculation to State Aid approval from the European Commission - has taken
other countries a significant period of time to complete. In Greece, despite the European Commission
approving the fund in 2014, it is still not operational. In the meantime, the Greek Treasury has not yet
made any dishursements towards the net costs of the USQ, estimated to be a total of €14-15 million a
year>*. A UK fund could not be brought into operation swiftly. Although BIS has recommended that
Ofcom publish “an assessment that that timescale is fast enough to avoid a failure in the Universal
Service, even in the short termi>*, Ofcom has not yet provided such an assessment.

9.19 At present, Ofcom has no before-the-event tools of significance in use. Instead, Ofcom is primarily
reliant on monitoring which is a significant burden on Royal Mail. Royal Mail welcomes many of
Ofcom’s proposals for new financial health metrics (see the response grid at the end of this chapter). But it

329 CEPA, Relevance of Margin Based Approach, 17 November 2015, page 21.

330 The Spanish Postal Act created the provision for a fund in 2011, but it has not yet been implemented. The Netherlands considered
launching in a fund in 2014, but instead decided to reduce the USO specification. The Greek Universal Service provider has not yet
received any revenue from the fund approved by the European Commission in 2014.

331 A report by WiK-Consult for the USPS. Funding the Universal Service Obligation. March 2016.

332 A report by WiK-Consult for the USPS. Funding the Universal Service Obligation. March 2016. As of 2015, the ltalian government has

set the level of compensation to a maximum of 262 million Euros a year.

http://postandparcel.info/62123/news/companies/poste-italiane-calls-for-review-of-universal-service-funding/.

* ELTA Financial accounts 2014. €14.9 million for 2013 and €14.2 million for 2014.

Competition in the postal services sector and the Universal Service Obligation - Department of Business, Innovation and Skills. March

2015.
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should be understood that these - and the 5-10% target EBIT margin - are metrics to identify issues. They
are not a set of tools to sustain the Universal Service. The duty to secure the Universal Service is an active
duty. Regulatory thinking on sustainability needs also to be active and pre-emptive. Exhibit 9.3 sets out the
terrain of this underused toolkit, and our proposed sustainability framework. These are addressed in more
depth later in this chapter.

Exhibit 9.3: Missing elements in the current approach to sustainability®3¢.

Red text = Additional tools required to be deployed
in a future state

EBIT To: Royal Mail's proposed
margin From: Current framework sustainability framework

* Regulatory and statutory * Regulatory and statutory financial
Zone financial reporting reporting
Financially U . .
secure * EBIT margin targets * EBIT margin targets
¢ Key financial indicators * Additional indicators’
5% Sustaining the revenue pools
1 that underpin the USO.
Create a USO fit for 21st Century
Zone 2: Focusing on the financial
Sustain- L": ’Igezzures 2 sustainability of the USO. ?’W
ability risk ploy Reduce the burden of regulation
Raising consumer standards “wew
3 -
to enable e-commerce growth #%
Zone 3: * Compensation funds * Compensation funds
Public * Public subsidy * Public subsidy
policy * User needs assessments * User needs assessments
Failure * Special administrative regime * Special administrative regime

Our proposed sustainability framework has three key elements: sustaining revenue pools,
focusing on sustainability, and raising standards to enable e-commerce.

Sustaining the revenue pools that underpin the USO.

9.20 Decisions - or non-decisions - that prevent the Universal Service from changing could have a
significant impact®®’. If Universal Service products are not allowed to evolve over time - as user
expectations develop - consumers will increasingly turn to competitors (see Chapter 6). This volume loss
would significantly impact Royal Mail due to its high, fixed cost structure. A loss of demand would have a
greater impact on revenues than on costs. It takes time to remove costs - it requires major structural
change. Royal Mail could not respond to falling volumes by increasing prices because of the likelihood of
creating a tipping point. Consequently, Royal Mail would have very few options available to maintain
Universal Service revenue pools.

336 Footnote (1) in chart refers to additional financial health indicators including FFO / Net debt; Net Debt / EBITDA; and EBITDA / Interest.
337 In citing the promotion of competition, for example, stating that allowing tracked parcels in the USO could “risk damaging growing but
relatively recent competition in ‘single piece’ parcels”, Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 5.8.
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9.21

9.22

9.23

9.24

Ofcom appears to have adopted a more minimalist view of the Universal Service. This was reflected
in its 2013 User Needs Review. In that review, Ofcom only considered potential cost savings. It did not
consider the revenue impact from reducing the scope of the USO. Ofcom also did not look at options to
update the Universal Service or expand it. lts recent decision to keep the tracking prohibition on Universal
Service products - other than Special Delivery - is another illustration of this approach. It appears that only
in the specific circumstances when: (a) there is a demonstrable need; and (b) the rest of the market cannot
meet that need, would Ofcom consider removing the tracking prohibition in the USO. This does not meet the
need for the Universal Service to evolve to remain contemporary.

Sustaining the revenue pools that fund the Universal Service must be at the heart of the new
regulatory framework. To underpin Universal Service revenue pools, the current high-quality Universal
Service specification should be maintained and enabled to evolve over time. This includes allowing end-to-
end tracked standard parcels in the USO. If Ofcom intervention were to reduce Royal Mail's ability to
compete, the sustainability of the Universal Service could be challenged. Were the financial sustainability of
the Universal Service to come under threat, there would be little Ofcom could do to return the Reported
Business to a sustainable commercial rate of return. Ofcom cannot award Royal Mail additional revenues or
reduce its cost base. Ofcom should ensure the Universal Service remains relevant by allowing it to react
quickly to changing user needs and competition. This is supported both in the PSA 2011 and in Article
5 of the Postal Services Directive which states that the Universal Service should: “evolve in response to the
technical, economic, and social environment and to the needs of users”3®: The current regulations do not
provide this flexibility.

The next User Needs Review conducted by Ofcom should have as a pivotal feature the critical
centrality of parcels and letters revenue to the USO. Ofcom has said it will undertake a User Needs
Review at some point in the next five years. Ofcom has significant discretion in this area - there is no
guidance as to how such a review should be undertaken. As demonstrated by the research we have shared
with Ofcom, the revenue impact of a reduction in the scope of the USO would more than outweigh any cost
savings, putting the financial sustainability of the Universal Service under greater threat. Ofcom should also
consider trends in the parcels sector and the continued importance of letters. The review should also
encompass recognition that specification changes may lead to asymmetric risk and impact the financial
sustainability of the Universal Service. Recognition that alternative revenue pools will not be available should
be an important component too. The alternatives to revenue pools, i.e., public subsidy, or compensation
funds, are limited and very modest as observed when applied in other countries. Ofcom should also consider
to what extent the market, compared to the USO, would provide similar value for money products and
services to a consistent level and provision in terms of convenience, universal price and geographical
coverage.

In summary, there should be no regulatory intervention without detailed and due consideration on
the effect of it on revenues essential to fund the Universal Service.

Focusing on the financial sustainability of the Universal Service.

9.25

Royal Mail has all the necessary incentives to drive efficiency. Therefore, Ofcom should focus on its duty
to sustain the Universal Service. This focus on a proactive, preventative nature of the duty to sustain the
Universal Service needs to be significantly enhanced through the Ofcom review. Any intervention must come
before the Universal Service has become financially unsustainable. This, in tumn, requires providing Royal

338 postal Services Directive, Article 5.
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9.26

9.27

9.28

Mail with the flexibility and regulatory underpinnings to actively respond on a timely basis to an emerging
sustainability threat.

In line with this approach Ofcom should not extend the mandatory Access regime in letters or
mandate parcels Access to the Universal Service network (see Chapters 3 and 5). While Ofcom is not
currently proposing to extend the mandated Access regime to parcels, it remains open to requests from
operators to extend Access, subject to sufficient evidence. We believe mandated parcels Access to our
network is unwarranted. It would distort competition in the parcels sector. It would undermine the
sustainability of the Universal Service, given the critical centrality of parcels revenue. We have raised this
issue with BIS and requested that the PSA 2011 is amended to remove the ability to increase the scope of
the mandatory Access to Royal Mail's network. In addition, there should be no extension of mandated Access
in letters. The market is already highly developed and working well. Access operators now handle 59% of
letters and 70% of business mail in the nation’s postbag®’. In other EU markets, no more than 11% is
handled by Access operators®®.

There is no need to retain the existing 2C safeguard caps. The competitive postal landscape - not
regulation - already maintains strong downward pressure on prices. Customers already have sufficient
protection through the PSA 2011 and Ofcom’s General Universal Service Conditions. Ofcom has
acknowledged that: “postal services and delivery is the only sector to see an increase in customers’
perception of value for money”**. The high fixed cost of the USO coupled with declining letter volumes
creates upward pressure on unit cost. The cap was only intended to be in place until 2019. Retaining this
cap will reduce our pricing flexibility and our ability to respond if necessary to sustain the USO. ‘Safeguard’
price caps therefore represent unnecessary regulation. (See Chapter 1.)

A new sustainability framework should not only reduce gold plating of European postal legislation but
also, as the UK moves to exit from the EU, give serious consideration to those elements of the Postal Service
Directive that should be reduced or removed to enhance the sustainability of the Universal Service. For
example, Royal Mail is required to achieve a next day service at 91.5% performance across 118 of its 1213*
Postcode Areas (PCAs)**’. This is not mandated by the EU Postal Services Directive (PSD); no other
Universal Service Provider has such a requirement. There is also an inconsistency between the 93.0% 1%
Class target and the 91.5% performance for each PCA. For Royal Mail to achieve a 91.5% performance
across every PCA, it would have to achieve a much higher national performance than 93.0%. Specifically for
all 118 PCAs to meet or exceed 91.5%, the overall national performance would need to be ¢.94.5%. Ofcom’s
review of the quality of service regime - which it plans to undertake in 2016 - provides an ideal opportunity
to look at the PCA issue. We will engage with Ofcom fully on this review.

Raising consumer standards to enable e-commerce growth.

9.29

E-commerce growth in the UK is dependent on customers receiving a good delivery experience. The
Universal Service has a stake in the quality of delivery to all end recipients, whether served by the USO or
not. If the sector acquires a poor reputation, and e-commerce growth is impacted, that would have

“9 Royal Mail Annual Report 2015-16, % of inland addressed letters.
340 ERGP, 2014 Report on E2E Competition and Access in EU Postal Markets -
http://ec.europa.eu/DocsRoom/documents/14345/attachments/1/translations/en/renditions/native.

341
342

Perceived value for money increased from 5.92 in 2005 to 6.91 in 2015. Ofcom’s Customer Experience Report 2015.
Royal Mail has an exemption for 3 of its PCAs because their remote location makes it impossible to deliver every day e.g. there is a ferry

sailing every other day.

3 There are 121 Postcode Areas nationwide. All but three are set a minimum standard for First Class stamped and meter franked mail of

91.5%. The three exceptions are Shetland, Orkney and the Hebrides because of their remoteness.
http://www.royalmailgroup.com/royal-mail-delivers-quality-service-targets.
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9.30

9.31

9.32

a major impact on the finances of the Universal Service. The development of the parcels sector has
outpaced consumer protection regulation. Consumer protections are particularly significant in parcels. End
recipients typically do not choose the parcel delivery company when purchasing. In most cases, the e-
retailer makes that choice for them. (See Chapters 7 and 8.).

Most parcels operators are subject to little or no consumer protection standards. Major new players,
such as Amazon Logistics, are not even recognised as postal operators. Established postal operators are
only required to provide consumers with a basic complaints process. Royal Mail, by contrast, as the
Designated Universal Service Provider (DUSP), adheres to 32 consumer protection requirements. Evidence
suggests that a higher number of regulatory consumer protections in parcels improves mail integrity
performance. Royal Mail has a complaints ratio which is 80% less than the weighted average of its peers®*.

Ofcom should take action to raise standards, as set out in Chapter 7.

The letters market has also developed significantly in recent years. Yet the regulations for letters
consumer protections - introduced in 2006 - are out of date. Ofcom has made some welcome steps to bring
consumer protection regulations in line with market realities. For example, Royal Mail is pleased to see the
removal of PCOP***, the revocation of Consumer Protection 5 and the withdrawal of the advanced
notification period for changes to latest delivery time. But Ofcom proposes that Royal Mail continues as the
only major letters operator with a minimum set of regulatory consumer protections. By contrast, Access
operators who handle 59% of all letters volume for part of the mail's journey®*¢, do not need to comply with
current consumer protection standards. Ofcom should rectify this by applying a minimum set of standards
to all letters operators (Chapter 8).

Ofcom should apply a minimum set of regulatory consumer protection standards to all major postal
operators - letters and parcels - to protect the safety and security of consumers’ mail. It should do so by
broadening the proposed definition of ‘Relevant Postal Operator’ to include all major players and Access
operators and extending the mail integrity and complaints handling process requirements to all identified
‘Relevant Postal Operators’. Ofcom should also extend the requirements to provide an approved redress and
Alternative Dispute Resolution (ADR) scheme and appropriate financial compensation to all ‘Relevant Postal
Operators’ providing ‘single piece’ type services.

344 Royal Mail's peers have a weighted average complaints ratio of 0.087% - Ofcom, Review of the Regulation of Royal Mail, 25 May 2016,
paragraph 7.29. We have assumed that this figure does not include Royal Mail as Ofcom did not request any information from us. By
contrast, Royal Mail has a complaints ratio of [<] mail integrity complaints on a total of 1.034 billion parcels conveyed, 2015-16.

345 postal Common Operational Procedures Code of Practice as defined under the Postal Services Act 2011.

346 Royal Mail Full Year 2015-16 results presentation, % of inland addressed letters.
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Overview of paragraphs referenced in response to Ofcom Fundamental Regulatory Review,

question 2.

Questions responded to in chapter.

Paragraph reference.

Question 2: “Jo you agree that the regulatory
framework should remain in place until March
2022 following the anticipated completion of
Ofcom’s review by the end of 2016-177 Please
state your reasons and provide evidence to
support your view.”

Royal Mail welcomes several of Ofcom’s proposals:

e Royal Mail supports the extension of the regulatory
framework until March 2022, subject to the important
changes detailed in this chapter.

o We agree®’ with Ofcom that "the EBIT margin of the
Reported Business continues to be the appropriate
metric ‘to use to assess the commercial rate of return of
the universal postal service provider for the purposes of
assessing financial sustainability over the medium to long
term >*®".

e However, we are concerned that Ofcom may augment its
monitoring with a Return on Assets (ROA) metric if our
financial returns reach the upper end of the 5-10% EBIT
range. There are significant practical challenges in using an
ROA metric - it is not appropriate for a people based
business.

e We welcome the fact that Ofcom has agreed to consider
our viability statement and the statement of principal
risks in our annual report when considering sustainability.

e We are pleased that Ofcom has adopted our proposal to
enhance its monitoring framework with additional
financial health metrics. This is in line with how rating
agencies assess Royal Mail. It will be helpful for Ofcom and
Royal Mail to have a common view of these indicators. We
will engage with Ofcom on how we can best provide the
information it has proposed to include: funds from
Operations (FFO) / Net debt; Net Debt / Earnings before
Interest, Tax, Depreciation and Amortisation (EBITDA)**? and
EBITDA / Interest (also known as interest cover)*®.

Most pressingly, Royal Mail believes that Ofcom should put
in place a proactive sustainability framework, to secure
the Universal Service.

e We have made significant progress on efficiency. But, our
stretching efficiency programme alone cannot address the
unigue circumstances relating to post.

347 See the summary of our view provided in Ofcom, Review of the Regulation of Royal Mail Annexes 5-11, 25 May 2016, paragraphs

A6.14-A6.15.

348 Ofcom, Review of the Regulation of Royal Mail, 25 May 2016, paragraph 6.42.
3@ As defined under Royal Mail loan covenants see Note 20 of Royal Mail plc Annual Report and Financial Statements 2015-16.
350 As defined under Royal Mail loan covenants see Note 20 of Royal Mail plc Annual Report and Financial Statements 2015-16.
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Questions responded to in chapter.

Paragraph reference.

e Significant downside risks may bring the Reported Business
component below the 5-10% range deemed appropriate by
Ofcom for securing a financially sustainable USO. This is
addressed in paragraphs 9.6-9.10.

e (Ofcom does not need to intervene further to promote
competition - market forces are doing their job. Instead,
Ofcom needs to focus on sustainability. This is addressed in
paragraphs 9.11-9.13.

e Ofcom should seek to reduce the regulatory burden on the
Universal Service Provider. The regulatory burden should be
shared between operators. This is addressed in paragraphs
9.14-9.16.

e Ofcom’s current approach is not sufficient. It is too reliant on
after-the-event solutions or monitoring alone. These do not
constitute a set of tools to sustain the USO. This is
addressed in paragraphs 9.17-9.19.

e We propose an active and pre-emptive sustainability
framework made up of the three specific components:
sustaining the revenue pools that underpin the USO,
focusing on sustainability, and raising consumer standards to
enable e-commerce growth. This is addressed in
paragraphs 9.20-9.32.

We have a number of suggestions as to how Ofcom’s
proposals could be strengthened.

e Ofcom should also consider dividend-related metrics.
Our business risk profile and high operational gearing limit
the level of debt we can withstand whilst retaining an
investment grade credit rating. As such, equity is a
fundamental part of our capital structure and our ability to
return dividends to equity holders over the longer term is a
lead financial health metric.  Accordingly, we propose a
further metric that indicates our ability to fund dividends,
including dividend cover (defined as in-year trading cash
inflow divided by the cash dividend paid).

103




Royal Mail's Response to Ofcom’s May 2016 Fundamental Review of the Regulation of Royal Mail - August 2016

Annex 1

Ofcom’s proposals that restrict Royal Mail, create an unnecessary burden

and/or generate unwarranted uncertainty.

Ofcom’s Proposal Royal Mail’s Response

Price
control

To retain the safeguard °
caps in their current form

Royal Mail does not agree with this proposal -
we believe both of the safeguard caps should be
removed. Royal Mail is subject to intense
competition. This diminishes our ability to
increase prices and ensures prices remain
affordable. Therefore the main purpose of the
safeguard caps is already fulfilled by market
forces.

These safeguard caps are not in keeping with
Ofcom’s stated principle of only intervening
where necessary.

Parcels
mandation

Remains open to °
considering requests to
expand Access however we
would emphasise that this
requires a sufficient degree

of evidence to meet the

legal threshold for imposing

an Access condition.

We believe mandated Access for parcels to our
delivery network is unwarranted. Parcel
mandation would actually undermine the
financial sustainability of the Universal Service
by removing valuable revenues needed to fund
it. The intense competition in the parcels sector
has occurred without a mandated Access
regime. Royal Mail's delivery network is not
essential for achieving effective competition in
the parcel sector as there are many alternative
providers to Royal Mail.

Regulatory
cost
allocation

To review cost allocations 4
between parcels and letters
and to build a costing model

There is no need for such a review. We comply
with the USPAC and with the RAG. We are
subject to an extensive monitoring regime
which the regulator put in place. Such a review
will create unnecessary uncertainty.

This is a significant new regulatory burden
which is not justified.

Ofcom and Royal Mail should work together
more closely within the existing framework. We
will review specific methodological issues with
the regulator. We will present our plans for
future methodology changes to Ofcom.

We have highly demanding reporting
requirements - we produce 170 financial and
non-financial reports a year for Ofcom.

Access

To significantly reduce the 4

Architecture timeframe Royal Mail has to

We disagree with Ofcom’s proposal to amend
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Ofcom’s Proposal

Royal Mail’'s Response

process applications for new
Access services.

USPA 41 (c) to significantly reduce the
timeframe to process applications for new
Access services. It is neither warranted nor
achievable. Ofcom has not presented any
evidence that the current 13-week timeline
does not meet the requirements of users.
Ofcom has also not demonstrated that a six-
week period is technically viable. It is required
to do by Section 38 (8) of PSA 2011.

To introduce the main
principles behind its 2014
Access Pricing Review as
guidance.

Royal Mail has major concerns about proposals
in relation to the Access Pricing Review. In
substance, Ofcom is seeking to introduce the
main principles underpinning its 2014 Access
Pricing Review proposals in the form of
guidance. The use of guidance raises issues of
procedural fairness and administrative law.
These proposals are a materially retrogressive
change from the 2012 framework. Their
proposed application now - despite the absence
of direct delivery competition in the letters
segment - would restrict our commercial
freedom in the future in an unnecessary and
disproportionate fashion.

uso

Not to amend the Universal
Service Order or the DUSP
conditions to include
tracking as standard on
First and Second Class
Single Piece parcels.

Ofcom should remove the restrictive regulation
that prevents end-to-end tracking of standard
parcels in the USO. Royal Mail believes that
Ofcom needs a new way of thinking about the
Universal Service. If USO products are not
allowed to evolve over time - as user
expectations develop - consumers  will
increasingly turn to the competition.

Opting not to update the USO will remove, over
time, new or existing revenue pools. This will
make it more difficult to fund the Universal
Service. A market funded Universal Service
needs to be contemporary and market facing.

Consumer
Protections

Change the mail integrity
framework to take “all
necessary steps” and
“comply with any direction
made by OFCOM”.

Ofcom’s proposed drafting of the mail integrity
regulation represents a potentially very
significant and unwarranted increase in the
regulatory burden on Royal Mail. The proposed
drafting requires Royal Mail to take “all
necessary steps”. This is effectively an unlimited
commitment to mail integrity and represents
unmanageable and impractical regulation. If
Ofcom is to introduce new mail integrity
regulations, they must be proportionate and
clearly defined to be operable.
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Ofcom’s Proposal

Royal Mail’'s Response

Ofcom’s press release suggests that there is a
problem with mail integrity of untracked letters.
There is no evidence of consumer harm by
Royal Mail. In fact, Royal Mail's customer
satisfaction rating in letters is between 87% and
90%. If Ofcom would like to open a dialogue on
mail integrity, Royal Mail is happy to offer more
meetings to discuss the progress it continues to
make.

Ofcom wuses the term “postal operators”,
suggesting that it is applying the proposed rules
to more than one postal operator. This is not
the case. Ofcom’s proposals will not affect any
other major letters operator other than Royal
Mail.

The protections should apply equally to the key
aspects of the postal process - collection,
sortation and delivery. This means they should
apply to all Access operators and end-to-end
parcel and letter operators.

This is a continuation of an unlevel playing field
which adversely affects the only party that has
a universal social obligation.

Only apply basic complaints
handling process to
traditional parcel operators.

There are issues with quality of service in the
parcels sector. This may impede the growth of
e-commerce.

The development of the parcels sector has
outpaced consumer protection regulation. Most
operators are subject to little or no consumer
protection standards. For example, major new
players, such as Amazon Logistics, are not
recognised as postal operators, and so are not
subject to any regulatory consumer protections
at all. Established postal operators (other than
Royal Mail) are only required to provide
consumers with a basic complaints process.
Royal Mail, by contrast, as the Designated
Universal Service Provider (DUSP), adheres to
32 consumer protection requirements relating
to parcels. Higher standards generate better
outcomes for the consumer. In parcels, the ratio
of mail integrity complaints is 80% lower for
Royal Mail than that of the weighted average of
its peers

This is a continuation of an unlevel playing field
which adversely affects the only party that has
a universal social obligation.
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Reader guide for Annexes 2, 3 and 4.

In response to Ofcom’s questions 9, 11, and 13, Royal Mail’s drafting amendments to Essential
Condition 1, Consumer Protection 2 and Consumer Protection 3.

Annexes 2, 3 and 4 contain Royal Mail's proposed changes to Ofcom’s drafting of the regulatory conditions. These
annexes reflect our commentary in Chapter 7 and 8 of this document; appropriate regulatory consumer
protections in parcels and letters.

Essential condition 1 - Mails Integrity Code of Practice (Annex 2)

We do not think it is necessary to remove the Code. It is working well. Therefore, we have proposed changes to the
current Condition and Code (rather than Ofcom’s proposed revised Condition):

1. Changed the definition of “relevant postal operators” to include all letter and parcel operators including major
new players (other than closed network operators).

2. Changed the definition of “relevant postal service” to mean a letters or parcel postal service up to 20kg.
3. Removed unnecessary reporting requirements.

4. Made minor changes to reduce ambiguity or remove obsolete requirements.

Consumer Protection Condition 2 - Postal common operating procedures (Annex 3)

1. Inserted a requirement for all operators to report up to date contact details to Ofcom, and for Ofcom to publish
those details, so their mail can be repatriated.

2. Inserted a requirement for all operators to apply a clearly identifiable company logo to their mail.
3. Inserted a requirement for all operators to act reasonably in signing up to the PCOP agreement (PCOPA).

Consumer protection condition 3 - Complaints and redress (Annex 4)

1. Changed the definition of “relevant postal operators” to include all letter and parcel operators including major
new players (other than closed network operators).

2. Inserted a requirement for all operators handling ‘Single Piece’ consumer parcels to comply with consumer
complaint handling requirement and reporting requirements.

Key for reviewing annexes:
e Yellow highlighted text is wording that we propose to delete.

e (Green highlighted text is wording that we propose to insert.
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Annex 2

(Annex 13 to Ofcom’s Review of the Regulation of Royal Mail)

Statutory Notification: essential condition

NOTIFICATION OF DECISION TO IMPOSE A REGULATORY CONDITION IN ACCORDANCE WITH
SECTION 49 OF, AND PARAGRAPH 3 OF SCHEDULE 6 TO, THE POSTAL SERVICES ACT 2011

BACKGROUND

(A) On 13 December 2011, at Annex 16 to the consultation document entitled
‘Review of Regulatory Conditions: Postal Regulation’, OFCOM published a natification in
accordance with section 49 of, and paragraph 3(3) of Schedule 6 to, the Act setting out their
proposals to impose on regulated postal operators an essential condition pursuant to their powers
in section 49 of the Act (the “First Notification”).

(B) A copy of the First Notification was sent to the Secretary of State in accordance with Schedule 6
paragraph 5(1)(a) of the Act.

(C) Inthe First Notification (and the accompanying consultation document), OFCOM invited
representations about any of the proposals set out therein by
31 January 2012.

(D) By virtue of section 49 of, and paragraph 3(5) of Schedule 6 to, the Act OFCOM may give effect,
with or without modifications, to a proposal with respect to which they have published a notification
only if they—

(i) bhave considered every representation about the proposal that is made to them within the
period specified in the First Notification; and

(i)  bhave had regard to every international obligation of the United Kingdom
(if any) which has been notified to them for this purpose by the Secretary of State.

(E) OFCOM received responses to the First Notification and have considered every such
representation made to them in respect of the proposals set out in the First Notification (and the
accompanying consultation document); and the Secretary of State has not notified OFCOM of any
international obligation of the United Kingdom for this purpose

DECISION

1. OFCOM hereby imposes an essential condition, in accordance with section 49 of, and paragraph 3
of Schedule 6 to, the Act and pursuant to powers in section 49 of the Act, on postal operators (as defined
in the conditions), to make provision for matters set out in that section 49.

2.  The essential condition is specified in the Schedule hereto.

3.  The effect of, and OFCOM’s reasons for making, this decision are set out in the accompanying
explanatory statement.
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OFCOM’S DUTIES AND LEGAL TESTS

4. OFCOM is satisfied that this decision satisfies the general test in paragraph 1
of Schedule 6 to the Act.

5. In making this decision, OFCOM has considered and acted in accordance with

its principal duty in section 29 of the Act and its general duties in section 3 of the

Communications Act 2003.

INTERPRETATION

6.  Exceptinsofar as the context otherwise requires, words or expressions shall
have the meaning assigned to them in this Notification and otherwise any word
or expression shall have the same meaning as it has been ascribed for the
purpose of Part 3 of the Act.

7. In this Notification—
(@) “Act” means the Postal Services Act 2011 (c.5); and
(b) “First Notification” has the meaning given to it in recital (A) above.

8. For the purpose of interpreting this Notification—

(@) headings and titles shall be disregarded,

(b) expressions cognate with those referred to in this Notification shall be
construed accordingly;

(c) the Interpretation Act 1978 (c. 30) shall apply as if this Notification were
an Act of Parliament.

9.  The Schedule to this Notification shall form part of this Notification.
10. Unless otherwise is stated in that Schedule, this Notification shall take effect on

1 April 2012.

Signed by Daniel Gordon

gk boh—

Competition Policy Director

A person duly authorised by Ofcom under paragraph 18 of the Schedule to the Office
of Communications Act 2002

27 March 2012
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SCHEDULE ESSENTIAL

CONDITION 1

1.1. Application, Definitions and Interpretation

E111

This Essential Condition shall apply to requlated postal operators.

E11.2

In this Essential Condition—

(a) “Act” means the Postal Services Act 2011 (c.5);
(b) 13 N et ;
(c) “Relévant Cede-Postal Packet” means a postal packet

conveyed by a relevant postal operator in-the-provision-of-a
regulated postal service-ora-universal-service;

(d) “Council” means the National Consumer Council
established by s.1 of the Consumers, Estate Agents and
Redress Act 2007;

(e) “Damage” means, in relation to a Sede-Pestal
, any physical damage to a
(other than

damage caused by interference or accidental damage)

occurring after the time of acceptance of that Cede-Pestal
m by the relevant requlated

postal operator and before its delivery to the person to whom
or at the premises to which it is addressed,;
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(f) “Interference” means interference with a Cede-Postal
contrary to sections 83 or 84
of the Postal Services Act 2000;

| (9) “Loss” means the physical loss of a CedePestal Packet
Relevant postal packet, other than as a result of:

(a) having been stolen,
(b) being incorrectly addressed,

at any time after the acceptance of that CedePostal
M by the felevant requiated

postal operator and before its delivery to the person to
whom or at the premises to which it is addressed. Save
where the context otherwise indicates, loss includes a

failure by the FeléVant ostal operator to deliver
‘ that within 10

45 working days of its due day of delivery;

(h) “Mail Integrity Code” means the document of that
name annexed to this Condition;

(i) “Mail Integrity Objectives” has the meaning given by
paragraph 1.1 of the Mail Integrity Code;

(i) “public holiday” includes, in relation to a particular territory,
any day in relation to which OFCOM has by direction stated
that exceptional circumstances require it to be treated as a
public holiday;

(k) ‘Relévant gutated-postal operator” forhe purposes of

M regwlated-postal service”
means a postal service

the-prevision-et-which-had-itbeen-carried-out-priorte

(m) “Relevant Employees” means permanent, temporary,
casual or part time employees or workers (including those
under a contract for service), who are (or may be) involved

in conveying, receiving, collecting, sorting, delivering or
otherwise handling

S
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()] ‘Interference” means interference with a Sede-Pestal
contrary to sections 83 or 84
of the Postal Services Act 2000;

(@) “Loss” means the physical loss of a Cede-Peostal
Packet Relevant postal packet, other than as a result of:

(a) having been stolen,
(b) being incorrectly addressed,

at any time after the acceptance of that GedePestal
M by the felevant requlated

postal operator and before its delivery to the person to
whom or at the premises to which it is addressed. Save
where the context otherwise indicates, loss includes a

failure by the felevant ostal operator to
| deliver that

within 8 25 working days of its due day of delivery;

(h) “Mail Integrity Code” means the document of that
name annexed to this Condition;

(i) “Mail Integrity Objectives” has the meaning given by
paragraph 1.1 of the Mail Integrity Code;

(i) “public holiday” includes, in relation to a particular territory,
any day in relation to which OFCOM has by direction stated
that exceptional circumstances require it to be treated as a
public holiday;

(k) “Re gulated-postal operator” for the purposes

condition means a postal operator which
rovides services

() regulated-postal service”
means a postal service

(m) “Relevant Employees” means permanent, temporary,
casual or part time employees or workers (including those
under a contract for service), who are (or may be) involved

in conveying, receiving, collecting, sorting, delivering or

otherwisé handiing Code Posiat BEEKBTREIBVATBOSTE]

-sepwhe—aFe—Feasenably—erly—tehave—aeeess—te
I I I ol f thei 9
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(n) “Relevant year” means any year beginning on 1 April;

(©) | Mail? | Mail il T |
Atmber4138203):

(p) “Serious incident” has the meaning given in paragraph 2.6 of
the Mail Integrity Code;

(g) “Stolen” means misappropriated contrary to the Theft Act 1968;
(r) “Theft” means misappropriation contrary to the Theft Act 1968;

(s) “Working day” means any day which is not a Sunday or a
public holiday.
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E1.13

For the purpose of interpreting this Essential Condition—

(a) exceptin so far as the context otherwise requires, any word or
expression shall have the same meaning as it has been ascribed

for the purpose of Part 3 of the Act’;
(b) headings and titles shall be disregarded;

(c) expressions cognate with those referred to in this Essential
Condition shall be construed accordingly;

(d) the Interpretation Act 1978 (c. 30) shall apply as if this Essential
Condition were an Act of Parliament;

(e) references to a day are references to a period of twenty-four
hours beginning with one midnight and ending with the next,
which period shall be treated to include a Saturday, a Sunday, a
Bank Holiday, Christmas Day, Good Friday or other public holiday

(f) the following shall be deemed to be directions issued by OFCOM
agreeing that a day should be treated as a public holiday for the
purposes of the definition of “public holiday” in this Essential
Condition:

e Exceptions to Royal Mail’s universal service obligation — for
the 26 December 2009 in the UK,
and local holidays in Northern Ireland and Scotland:

, a decision document

1.2 Obligation to comply with the Mail Intearity Code

El21

Unless OFCOM otherwise consents, a relevant gulated-postal

operator shall at all times comply with the Mail Integrity Code.

! A table for information identifying such defined terms is provided at the end of this condition.
This table is intended only as a guide and does not form a part of this condition. We make no
representations as to its accuracy or completeness.
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Annex to Essential Condition 1 - Mail Integrity Code

Protecting the Integrity of Mail — A Code of Practice

1

11

1.2

1.3

| 1.4

15

2.1

2.2

2.3

24

Introduction

This is the Code of Practice covering the protection of the integrity of mail. Its
purpose is to achieve the following objectives (the "Mail Integrity Objectives"):

(&) minimising the exposure of Cede-Postal PacketRelevant postal packets
to the risk of loss, theft, damage and/or interference; and

(b) maintaining and improving regulatedrelevant postal operators’
performance in respect of the matters referred to in paragraph 1.1(a).

This Code sets out the requirements and procedures to be followed in order
to satisfy the Mail Integrity Objectives.

This Code applies to:

(a) regulatedRelevant postal operators; and

(b) all Code Postal Packets conveyed, received, collected, sorted, delivered
or otherwise handled by regulatedrelevant postal operators.

RegulatedRelevant postal operators should allocate responsibility to specific
personnel within their organisations for implementation of and compliance with
this

Code.

In meeting their obligations under this Code, regulatedrelevant postal
operators should have due regard to the size and nature of their
organisations and operations.

Definitions and rules of interpretation

In this Code, unless the context requires otherwise, the words include,
including and in particular are to be construed as being by way of illustration
or emphasis and do not limit or prejudice the generality of any foregoing
words. The singular includes the plural and vice versa.

Nothing in this Code is to be construed as requiring a regutatedrelevant
postal operator to act unlawfully (for example, by breaching employment
law in meeting the recruitment and vetting requirements set out in
paragraph 3 of this Code).

This Code shall not be interpreted in any way which is inconsistent with the
Mail Integrity Objectives.
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3.1

3.2

Recruitment of Relevant Employees

If a regulatedrelevant postal operator employs or uses (or intends to employ
or use) Relevant Employees, the regutatedrelevant postal operator must:

(a) establish, maintain and adhere to a recruitment policy in relation to the
employment or use of Relevant Employees designed to facilitate the
achievement of the Mail Integrity Objectives; and

(b) allocate responsibility to specific personnel within its organisation for the
implementation of and compliance with that recruitment policy.

The recruitment policy should include:

(a) an explanation of the jobs, roles or types of work, as the case may be, in
respect of which the recruitment policy should apply;

(b) the types of information about a prospective Relevant Employee that the
relevant postal operator requires;

(c) the steps that the regulatedrelevant postal operator requires to be taken
to satisfy itself of the identity of the prospective Relevant Employee;

(d) the steps which the regulatedrelevant postal operator expects to be taken
in order to confirm a prospective Relevant Employee's work history over at
least the immediately preceding 5 years (or the entire period of that
Relevant Employee's working life, if that period is shorter than 5 years);

(e) arequirement for prospective Relevant Employees to declare any
criminal convictions or any cautions or conditional discharges for offences
relating to:

(i) postal packets; or

(ii) dishonest conduct generally (in particular, theft, obtaining property by
deception or fraud)




Royal Mail’'s Response to Ofcom’s May 2016 Fundamental Review of the Regulation of Royal Mail - August 2016

3.3

| 35

4.1

4.2

4.3

RegulatedRelevant postal operators must reasonably regularly monitor

implementation of and compliance with the recruitment policy.

RegulatedRelevant postal operators must reasonably regularly review the
recruitment policy and, where necessary, update or amend the policy to
ensure that it continues to meet the Mail Integrity Objectives.

Training Relevant Employees

If a regulatedrelevant postal operator employs or uses Relevant
Employees, the regulatedrelevant postal operator must:

(a) establish, maintain and adhere to a training policy that provides for
Relevant Employees to receive initial and ongoing training so as to
facilitate achievement of the Mail Integrity Objectives; and

(b) allocate responsibility to specific personnel within its organisation for
the implementation of and compliance with that policy.

Without prejudice to the generality of paragraph 4.1, all Relevant Employees
must be informed of the provisions of sections 83 and 84 of the Postal
Services Act 2000 and made aware of the seriousness of the offences
detailed in those sections.

The training policy should include:

(a) the levels of training required to facilitate achievement of the Mail
Integrity Objectives;

(b) the levels of training required according to the differing responsibilities
of, and work undertaken by, Relevant Employees in relation to Code
Postal Packets;

(c) details of the minimum level of training required;
(d) an explanation of how the training will be provided;

(e) the frequency with which training should be provided; and
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51

5.2

5.3

| 55

) details of how training is to be given, recorded and monitored.

RegulatedRelevant postal operators must reasonably regularly monitor implementation of and
compliance with the training policy.

RegulatedRelevant postal operators must reasonably regularly review the training policy and,
where necessary, update or amend the policy to ensure that it
continues to meet the Mail Integrity Objectives.

Disciplinary Procedures

If a regulatedrelevant postal operator employs or uses Relevant Employees, the
regulatedrelevant postal operator must:

(a) make Relevant Employees aware of the standards of conduct in relation to facilitating
achievement of the Mail Integrity Objectives the regulatedrelevant postal operator requires
Relevant Employees to meet; and

(b) establish, maintain and adhere to a conduct diseiptnary policy in relation to the treatment
of Relevant Employees who fail to meet the standards of conduct expected of them.

The standards of conduct and disciplinary policy should be such as to facilitate
achievement of the Mail Integrity Objectives.

RegulatedRelevant postal operators must allocate responsibility to specific personnel within their
organisations for:

@ making Relevant Employees aware of the standards of conduct expected of them;
and

(b) the implementation of and compliance with the conduct disciptinary policy.
The gonduct disciplinrary policy should include:

(a) an explanation of what constitutes a failure to meet the standards of conduct and the
action to be taken in relation to any failures;

(b) an explanation of how the regulatedrelevant postal operator ensures that all Relevant
Employees understand when a failure to meet the standards of conduct might also
constitute a criminal offence and how this will be dealt with;

(© provision for appropriate records to be maintained detailing any action taken against
Relevant Employees for failure to meet the standards of conduct; and

(d) a process to identify consistent failure to meet the relevant standards of conduct and the
taking of appropriate remedial action.

RegulatedRelevant postal operators must reasonably regularly monitor implementation of and
compliance with the:

(@ standardsolconduciCode of Business Standards; and

(b) Conduct diseiplinary policy.

RegulatedRelevant postal operators must reasonably regularly review the:
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6.1

6.2

6.3

6.4

7.1

7.2

(@ standardsoleonduct Code of Business Standards; and

(b) Conduct diseiplinary policy

and, where necessary, update or amend the standards ot conduct Code of Business Standards
or conduct diseiplinary policy, as the case may be, to ensure that they continue to meet the Malil
Integrity Objectives.

Security of Mail

Notwithstanding the other requirements of this Code, regulatedrelevant postal operators must
establish, maintain and adhere to such other policies and procedures as may reasonably be
necessary to facilitate achievement of the Mail Integrity Objectives, in particular in relation to the
security of relevant premises, and the use of vehicles and equipment in the collection,
conveyance or delivery of Code Postal Packets, up to the point that a Code Postal packet has
been delivered.

RegulatedRelevant postal operators must allocate responsibility to specific personnel within their
organisations for the implementation of and compliance with the policies and procedures
specified in paragraph 6.1.

The policies and procedures should include: (a) regular risk

assessment;

(b) the-maintenance-of-records-so-that regulatedrelevant postal operators can-identify—asfar

(© the measures to be taken, including monitoring, to prevent or detect loss or theft of,
damage to, or interference with, Code Postal Packets
from or at premises, vehicles or equipment.

RegulatedRelevant postal operators must reasonably regularly review the policies and
procedures and, where necessary, update or amend those policies and
procedures to ensure that they continue to meet the Mail Integrity Objectives.

Information and Reporting Requirements

All incidents of loss or theft of, damage to, or interference with Code Postal
Packets must be recorded in reasonable detail.

Without prejudice to the generality of paragraph 7.1, information to be recorded in relation
to Serious Incidents includes:

(a) the date, time and place of the incident;

(b) the number of (or where the precise number is not known, a reasonable estimate of the
number of) Code Postal Packets the subject of the incident;

(c) as far as is reasonably practicable, the Relevant Employees involved in the conveyance,
receipt, collection, sortation, delivery or handling, as the case may be, of the Code Postal
Packets the subject of the incident; and
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(d) any other particulars relating to the incident which it would be reasonable to record, including
the factual circumstances in which the incident occurred.

7.3

7.5 RegulatedRelevant postal operators must reasonably regularly review the information recorded
under this paragraph 7 with a view to identifying any trends, patterns or other notable features
(such as above average incident levels at certain
premises).

7.6 RegulatedRelevant postal operators must submit to OFCOM are-the-Ceuneil—annual reports not
later than 3 months from the end of the year (being 31 March) to which those reports relate,
which include:

(a) the number of (or where precise numbers are not known, reasonable estimates of the
numbers of) Code Postal Packets during the relevant year which were lost, stolen,
damaged or interfered with; and

(b) details of any trends, patterns or other notable features (such as above average incident
levels at certain premises) in relation to the incidence of loss or theft of, damage to, or
interference with, Code Postal Packets.

For the purposes of these reports, the references to “lost” and “loss” exclude items that are
delivered after 10 45 working days of their due day of delivery and

within the reporting year. Such-items-are-to-bereportedin-thesereports-as

“substantialh-delayed™ Such items are defined as “substantially delayed” and do not require
reporting under MICOP.

7.7 Regulated postal operators must also submit to OFCOM and the Council with each annual
report submitted under paragraph 7.6, a statement of the measures that the regulated postal
operator intends to take to remedy any failures or patterns of failure to achieve the Mail Integrity
Objectives and to reduce the numbers of Code Postal Packets lost, stolen, damaged or
interfered with.

7.8  RegulatedRelevant postal operators must allocate responsibility to specific personnel within
their organisations for meeting the recording, reporting and other
requirements of this paragraph 7.

8 Agents and Sub-Contractors

8.1 Each regulatedrelevant postal operator shall ensure that, so far as is reasonably
practicable and proportionate, all of:
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(a) its franchisees, agents or sub-contractors (if any) who are directly involved in the
conveyance, receipt, collection, sortation, delivery or handling of Code Postal Packets,
comply with this Code as if this Code applied to the franchisee, agent or sub-contractor;

and

(b) its agents or sub-contractors (if any) who are responsible for providing Relevant
| Employees to work for the regulatedrelevant postal operator, comply with this Code as if

this Code applied to such agent or sub-contractor.

8.2 Where the franchisee, agent or sub-contractor is a regulatedrelevant postal operator, it shall be
sufficient for the regutatedrelevant postal operator which lets the franchise, appoints the agent

or engages the sub-contractor, as the case may be, to rely on the direct application of this Code
| to that regutatedrelevant postal operator in fulfilment of its obligations under paragraph 8.1(a).

Table of terms defined in the Act

This table is provided for information and does not form a part of this condition. We make no

representations as to its accuracy or completeness. Please refer to the Act.

Defined term Section
letter 65(1)
OFCOM 90
postal packet 27(2)

universal service provider

65(1) and Schedule 9 paragraph 3(3)
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Annex 3

(Annex 14 to Ofcom’s Review of the Regulation of Royal Mail)

Statutory Notification: proposed modification
of Consumer Protection condition 2

NOTIFICATION OF PROPOSALS TO MODIFY REGULATORY CONDITIONS IN ACCORDANCE WITH
SECTION
51 OF, AND PARAGRAPH 3 OF SCHEDULE 6 TO, THE POSTAL SERVICES ACT 2011

BACKGROUND

(A) On 27 March 2012, following a consultation, OFCOM published a statement entitled “Securing the
Universal Postal Service: Decision on the new regulatory framework”* (the “2012 Statement”)
setting out various decisions, including the imposition of consumer protection conditions to make
provision for matters set out in section 51 of the Postal Services Act 2011 (the “Act”). These
conditions included Consumer Protection Condition 2 (“CP 27).

(B) On 1 April 2014, following a consultation, Ofcom published a statement entitled
‘Amendments to regulatory conditions DUSP 1.8 and CP 1 and minor amendments to other
regulatory conditions?setting out various decisions, including the decision to modify CP 2 (the
“2014 Modification”).? In the 2014
Madification, Ofcom explained that this revised version replaced the previous published version
notified in the 2012 Statement and took effect when this notification was published.

PROPOSAL
1. OFCOM herebhy proposes, in accordance with section 51 of, and paragraph 3 of Schedule 6 to, the
Act and pursuant to powers and duties in section 51 of the Act, to revoke CP 2 and replace it with a

new consumer protection condition to make provision for matters set out in section 51.

2. The proposed new CP 2 is specified in the Schedule, marked up against the existing condition to
show the changes which are proposed, as highlighted in red text.

3. The effect of, and OFCOM'’s reasons for making, this proposal are set out in the accompanying
consultation document.

Ofcom’s duties and legal tests

4. OFCOM is satisfied that this proposal satisfies the general test in paragraph 1 of
Schedule 6 to this Act.

! http://stakeholders.ofcom.org.uk/binaries/consultations/review-of-regulatory-
conditions/statement/statement.pdf

% http://stakeholders.ofcom.org.uk/binaries/consultations/amendments-dusp-
cp/statement/Statement.pdf

® http://stakeholders.ofcom.org.uk/binaries/consultations/amendments-dusp-
cp/statement/CP2_3.pdf
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5. In making this proposal, OFCOM have considered and acted in accordance with
their principal duty in section 29 of the Act and their general duties in section 3 of
the Communications Act 2003.

Making representations

6. Representations may be made to OFCOM about the proposal set out in this
Notification by no later than 3 August 2016.

7. Copies of this Notification and the accompanying consultation document have
been sent to the Secretary of State in accordance with paragraph 5(1)(a) of
Schedule 6 to the Act.

8. By virtue of paragraph 3(5) of Schedule 6 to the Act, OFCOM may give effect,
with or without modifications, to a proposal with respect to which it has published
a notification only if OFCOM has—

(a) considered every representation about the proposal that is made to OFCOM
within the period specified in this Notification; and

(b) had regard to every international obligation of the United Kingdom (if any)
which has been notified to OFCOM for this purpose by the Secretary of State.

Interpretation

9. Except insofar as the context otherwise requires, words or expressions shall
have the meaning assigned to them in this Notification and otherwise any word
or expression shall have the same meaning as it has been ascribed for the
purpose of Part 3 of the Act or for the purpose of CP 2 (as relevant).

10. In this Notification—

(a) “2012 Statement” has the meaning given to it in recital (A) to this
Notification;

(b) “2014 Modification” has the meaning given to it in recital (B) to this
Notification;

(c) “Act” means the Postal Services Act 2011 (c.5); and

(d) “CP 2” means consumer protection condition referred to in recital (A) to this
Notification as modified and replaced by the 2014 Modification.

11. For the purpose of interpreting this Notification—
(a) headings and titles shall be disregarded;

(b) expressions cognate with those referred to in this Notification shall be
construed accordingly;

(c) the Interpretation Act 1978 (c. 30) shall apply as if this Notification were an
Act of Parliament.
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12. The Schedule to this Notification shall form part of this Notification.

Signed by

JIISVI

Jonathan Oxley
Group Director, Competition Group]

A person duly authorised by OFCOM under paragraph 18 of the Schedule to the
Office of Communications Act 2002

24 May 2016
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Schedule

Proposed modification of CP2

CONSUMER PROTECTION CONDITION 2:
POSTAL COMMON OPERATIONAL PROCEDURES

1. Application, Definitions and Interpretation

ChP211

This consumer protection condition (“CP Condition”) shall apply to

CP21.2

In this CP Condition—

(ae) “Act” means the Postal Services Act 2011 (c.5);
(ch) “complainant” means a person who has made a complaint;

(di) “complaint” means any expression of dissatisfaction made to a postal
operator, related to one or more of its products or services or the
manner in which the postal operator has dealt with any such
expression of dissatisfaction, where a response is explicitly or
implicitly required or expected to be provided,

(e) “express and secured service” means a service involving the
conveyance of postal packets and any incidental services of
collecting, sorting and delivering those postal packets which has at
least one of the following features:

i. aguarantee for delivery by a certain time or date;

i.  afacility enabling the sender and the recipient to monitor the
progress of a postal packet through the postal operator’s
network, including confirmation of delivery;

(f)  “intended operator” means the postal operator which, in accordance
with arrangements agreed between that regulated postal operator and
its customer, is responsible for the conveyance and delivery
of feleVantIetiers the Relevant Code Letters;

(gs) “postal facilities” means the physical and human resources deployed
by @ relevant postal Operator a-requlated-postal-operator the universal
serviceprovider (and, where relevant, by its contractors and agents)
for the purpose of providing postal services;

(h) “miscollected letters” means relevant letters which have been
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(i)

@)

(k)

()

(m)

collected in error by the universal service provider when it is not
the intended operator;

“misdirected letters” means relevant letters, other than miscollected
letters (but, for the avoidance of doubt, including misposted letters),
which have entered the postal facilities of the universal service
provider when it is not the intended operator in respect of

those relevant letters;

“‘misposted letters” means relevant letters which due to customer
error have entered the postal facilities of the universal service provider
when it is not the intended operator in respect of those relevant letters
and which have not been delivered to the relevant addressee;

“relevant letter” means a postal packet that is defined by Royal' Mail’s
large letter dimensions wp-to-no-more-than-353mm-in-ength—up-io-Ao

‘relevant postal operator” forthe purpose of this condition

means a postal operator that provides a relevant postal service;

“relevant postal service” forthe purpose of this'condition means a

service of conveying relevant letters from one place to another by post
and the incidental services of receiving, collecting, sorting and
delivering relevant letters, excluding:

(a) services for which the postal operator has not received any
payment, reward, profit or advantage with respect to the
conveyance of the relevant letters;

(b) services provided by a charity which comprise solely the
collection, conveyance and delivery of Christmas cards;

(c) express and secured services; and

(d) services consisting of conveying relevant letters, which have

been sent from a location outside of the United Kingdom and
which are addressed for delivery to a location outside of the
United Kingdom, out of the United Kingdom.
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CP213

For the purpose of interpreting this CP Condition—

(&) except in so far as the context otherwise requires, any word or
expression shall have the meaning set out in CP 2.1.2 above and
otherwise the same meaning as it has been ascribed for the purpose
of Part 3 of the Act®;

(b) headings and titles shall be disregarded;

(c) expressions cognate with those referred to in this CP Condition shall
be

* A table for information identifying such defined terms is provided at the end of this condition.
This table is intended only as a guide and does not form a part of this condition. We make no
representations as to its accuracy or completeness.
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construed accordingly;

(d) the Interpretation Act 1978 (c. 30) shall apply as if this CP Condition were
an Act of Parliament;

(e) references to a day are references to a period of twenty-four hours
beginning with one midnight and ending with the next, which period shall
be treated to include a Saturday, a Sunday and public holidays.

2. Obligation to have procedures relating to miscollected letters and
misdirected letters abide bvthe Postal Commen Operational Proced

CP 2.2.1 | The universal service provider shall establish, maintain and adhere to policies
and procedures for the purpose of achieving the following objectives:

(a) ensuring that miscollected letters and misdirected letters are:
i. returned to the intended operator; or
ii. if such return is not reasonably practicable, otherwise handled
(including, where appropriate and agreed with the intended
operator, delivered to the intended recipient),
in either case in an efficient, economic and timely manner; and

(b) ensuring complaints or other enquiries (including from customers) in
relation to relevant letters made to the universal service provider which is
not the postal operator to which the complaint or other enquiry should

have been made, are handled in an efficient, economic and timely manner
and in accordance with the requirements of CP 2.4.

130



Royal Mail's Response to Ofcom’s May 2016 Fundamental Review of the Regulation of Royal Mail - August 2016

131



Royal Mail's Response to Ofcom’s May 2016 Fundamental Review of the Regulation of Royal Mail - August 2016

132



Royal Mail's Response to Ofcom’s May 2016 Fundamental Review of the Regulation of Royal Mail - August 2016

3. Arrangements with relevant postal operators

CP231

The universal service provider shall use all reasonable endeavours to
enter into arrangements with relevant postal operators for
the purposes of meeting the objectives set out in CP 2.2.1(a). Relevant
Those

arrangements must:

(a) be on fair and reasonable terms and conditions, including charges;
and

(b) not include a charge for the return of miscollected letters to
the intended operator,

CP23.2

The universal service provider shall prepare, publish and maintain
standard terms and conditions for arrangements to achieve the objectives
of CP 2.2.1(a).

CP 233

The universal service provider shall comply with any direction made

by OFCOM requiring it to:

(a) adopt such policies or procedures;

(b) enter into or amend the terms of conditions of any arrangements
required by CP 2.3.1; or

(c) take any such other steps as OFCOM considers necessary,

for the purposes of facilitating the achievement of the objectives set out in
CP2.2.1.

4. Customer service enquiries

CP24.1

The policies and procedures that the universal service provider has in
place in order to meet the objective set out in CP 2.2.1(b) shall ensure
that:

(a) complaints or other enquiries it receives in relation to relevant
letters which should have been made to another relevant
postal operator are treated with the same degree of care and
importance that it would if the complaint or other enquiry had
been made to that relevant postal operator;

(b) an explanation is given to the complainant that
the complainant should contact the relevant postal operator;
and

(c) the complainant is given the contact details of
the relevant postal operator.
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5. Obligation to keep records

CP 2.5.1 | The universal service provider shall keep records of:

(a) any misdirected letters or miscollected letters which it has handled in
accordance with this condition CP 2; and

(b) any charges it has made to the intended operator in respect of
returning or otherwise handling misdirected letters,

for a period of three years following the date on which it handled

the misdirected letters or miscollected letters.

CP 2.5.2 | The universal service provider shall provide copies of any records made
for the purposes of CP 2.5.1 as soon as reasonably practicable in
response to a request by OFCOM for such records.

Table of terms defined in the Act

This table is provided for information and does not form a part of this condition. We
make no representations as to its accuracy or completeness. Please refer to the Act.

Defined term

Section of the Act

OFCOM 90

postal operator 27(3)
postal packet 27(2)
postal services 27(1)

universal service provider 65(1) and Schedule 9, paragraph 3
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Annex &4

(Annex 15 to Ofcom’s Review of the Regulation of Royal Mail)

Statutory Notification: proposed modification of
Consumer Protection condition 3

NOTIFICATION OF PROPOSALS TO MODIFY REGULATORY CONDITIONS IN ACCORDANCE WITH
SECTION 51 OF, AND PARAGRAPH 3 OF SCHEDULE 6 TO, THE POSTAL SERVICES ACT 2011

BACKGROUND

(A) On 27 March 2012, following a consultation, OFCOM published a statement entitled “Securing the
Universal Postal Service: Decision on the new regulatory framework’® (the “2012 Statement”)
setting out various decisions, including the imposition of consumer protection conditions to make
provision for matters set out in section 51 of the Postal Services Act 2011 (the “Act”). These
conditions included Consumer Protection Condition 3 (“CP 3”).

(B) On 1 April 2014, following a consultation, Ofcom published a statement entitled Amendments to
regulatory conditions DUSP 1.8 and CP 1 and minor amendments to other regulatory conditions’ 2
setting out various decisions, including the decision to modify CP 3 (the “2014 Modification”).3 In
the 2014
Modification, Ofcom explained that this revised version replaced the previous published version
notified in the 2012 Statement and took effect when this
notification was published.

PROPOSAL
1. OFCOM herehy proposes, in accordance with section 51 of, and paragraph 3 of Schedule 6 to, the
Act and pursuant to powers and duties in section 51 of the Act, to revoke CP 3 and replace it with a

new consumer protection condition to make provision for matters set out in section 51.

2. The proposed new CP 3 is specified in the Schedule, marked up against the existing condition to
show the changes which are proposed, as highlighted in red text.

3. The effect of, and OFCOM'’s reasons for making, this proposal are set out in the accompanying
consultation document.

Ofcom’s duties and legal tests

4. OFCOM is satisfied that this proposal satisfies the general test in paragraph 1 of
Schedule 6 to this Act.

! http://stakeholders.ofcom.org.uk/binaries/consultations/review-of-regulatory-
conditions/statement/statement.pdf

2 http://stakeholders.ofcom.org.uk/binaries/consultations/amendments-dusp-
cp/statement/Statement.pdf

3 http://stakeholders.ofcom.org.uk/binaries/consultations/amendments-dusp-
cp/statement/CP2_3.pdf
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5.

In making this proposal, OFCOM have considered and acted in accordance with
their principal duty in section 29 of the Act and their general duties in section 3 of

the Communications Act 2003.

Making representations

6.

Representations may be made to OFCOM about the proposal set out in this
Notification by no later than 3 August 2016.

Copies of this Notification and the accompanying consultation document have
been sent to the Secretary of State in accordance with paragraph 5(1)(a) of
Schedule 6 to the Act.

By virtue of paragraph 3(5) of Schedule 6 to the Act, OFCOM may give effect,
with or without modifications, to a proposal with respect to which it has published
a notification only if OFCOM has—

(a) considered every representation about the proposal that is made to OFCOM
within the period specified in this Notification; and

(b) had regard to every international obligation of the United Kingdom (if any)
which has been notified to OFCOM for this purpose by the Secretary of
State.

Interpretation

9.

Except insofar as the context otherwise requires, words or expressions shall
have the meaning assigned to them in this Notification and otherwise any word
or expression shall have the same meaning as it has been ascribed for the
purpose of Part 3 of the Act or for the purpose of CP 3 (as relevant).

10. In this Notification—

(a) “2012 Statement” has the meaning given to it in recital (A) to this
Notification;

(b) “2014 Modification” has the meaning given to it in recital (B) to this
Notification;

(c) “Act” means the Postal Services Act 2011 (c.5); and

(d) “CP 3” means consumer protection condition referred to in recital (B) to this
Notification as modified and replaced by the 2014 Modification.

11. For the purpose of interpreting this Notification—

(@) headings and titles shall be disregarded,;

(b) expressions cognate with those referred to in this Notification shall be
construed accordingly;

(c) the Interpretation Act 1978 (c. 30) shall apply as if this Notification were an
Act of Parliament.
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12. The Schedule to this Notification shall form part of this Notification.

Signed by

JIISVI

Jonathan Oxley
Group Director, Competition Group

A person duly authorised by OFCOM under paragraph 18 of the Schedule to the
Office of Communications Act 2002

24 May 2016
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Schedule

Proposed modification of CP 3

CONSUMER PROTECTION CONDITION 3:
COMPLAINTS HANDLING AND REDRESS

3.1. Application. definitions and interpretation

CP3.11 This consumer protection condition (“CP Condition”) shall apply as
follows:

(a) CP 3.2 - all postal operators; and

(b) CP 3.3 - the-universal service providerapartfrom-CP-3-3-16—
regulated-postaleperators: all single piece postal operators

(e} CP-3:3-16—the-universal-service-provider

CP3.1.2 In this CP Condition—
(&) “Act” means the Postal Services Act 2011 (c.5);
(b) “appointed day” means 1 October 2011;

(c) “Citizens Advice Consumer Service” means the telephone
and online consumer advice service operated by the National
Association of Citizens Advice Bureaux, registered company
number 1436945;

(d) “complainant” means a person who has made a consumer
complaint;

(e) “complaint” means any expression of dissatisfaction made to a
postal operator, related to one or more of its products or
services or the manner in which the postal operator has dealt
with any such expression of dissatisfaction, where a response is
explicitly or implicitly required or expected to be provided;

(f) “complaints handling procedure” means the procedure
required by Condition CP 3.3.1;

(9) “completed complaint” means a consumer complaint in
respect of which there remains no outstanding action to be
taken by the postal operator in accordance with its complaint
handling procedure;

(h) “consumer” means a person who uses postal services either
as a sender or an addressee;
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(i) “consumer complaint” means a complaint which is made
against—a—regulated—postal—operator—or universal service
provider either—

i. by aperson in that person's capacity as a relevant
consumer; or
ii. by a person acting on behalf of such a relevant consumer;

(kj) “Consumer Advocacy Bodies” means Citizens Advice,
Citizens Advice Scotland and the General Consumer Council for
Northern Ireland;

(Ik) “DUSP condition” means a designated USP condition imposed
under s.36 of the Act;

(ml)“public holiday” means a Christmas Day, Good Friday and a
day which is a bank holiday under the Banking and Financial
Dealings Act 1971,

(Am) “qualifying redress scheme” means a redress scheme which is
approved by OFCOM in accordance with Schedule 5 of the Act*;

(gn)“relevant consumer” means a consumer of a regulatedrelevant
postal service; whe-is-reta-centract-customer;
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(rp) “specified time period” means the time period specified by
the SiGIEIPIECEIDOSIAIGPEIAION universal service provider
in
its complaint handling procedure or as otherwise agreed with
a relevant consumer, as the maximum period that the Singlé

universal-service providerregulated
postal-eperator has to complete
a consumer complaint before the Single'piece postal operator
yniversal service provider relevantconsumer who made that
consumer complaint, or on whose behalf that consumer
complaint was made, becomes entitled to refer that consumer

complaint to
a qualifying redress scheme;

(sq)“vulnerable consumer” means a consumer who cannot
reasonably be expected to pursue a complaint on their own
behalf;

(tr) “working day” means any day other than a Saturday, a Sunday

Aar o rnuhlin halidas,

CP3.1.3 For the purpose of interpreting this CP Condition—

(a) exceptin so far as the context otherwise requires, any word or
expression shall have the same meaning as it has been ascribed
for the purpose of Part 3 of the Act®;

(b) headings and titles shall be disregarded;

(c) expressions cognate with those referred to in this CP Condition
shall be construed accordingly;

(d) the Interpretation Act 1978 (c. 30) shall apply as if this CP
Condition were an Act of Parliament;

(e) references to a day are references to a period of twenty-four hours
beginning with one midnight and ending with the next, which
period shall be treated to include a Saturday, a Sunday and public
holidays.

3.2. Obligation on postal operators

CP 3.2 A postal operator shall establish, make available and comply with

transparent, simple and inexpensive procedures for dealing

with complaints of consumers of postal services, which facilitate the fair
rompt settlement of disputes.

® A table for information identifying such defined terms is provided at the end of this condition.
This table is intended only as a guide and does not form a part of this condition. We make no
representations as to its accuracy or completeness.

143



Royal Mail's Response to Ofcom’s May 2016 Fundamental Review of the Regulation of Royal Mail - August 2016

3.3. Obligations on the uhiversal-serviceprovider single piece postal operators

regulated-postal-operaters

CP 331

A single piece postal operator Fhe-universal-service-providerA-regulated
postal-eperater shall establish, make available and comply with a

complaints handling procedure in accordance with CP 3.2 and CP 3.3.2

for dealing with complaints
of relevant consumers of regulated-relevant single piece postal services.

CP 3.3.2

A complaints handling procedure must:

(@)
(b)

(€)

(€)

(f)

()]

(h)

(i)
()

be in plain and intelligible language;

allow for consumer complaints to be made orally or in writing
(including electronically);

set out contact details to allow a relevant consumer to make
a consumer complaint;

allow for consumer complaints to be progressed through each stage
of the complaints handling procedure orally or in writing (including
electronically);

allow for consumer complaints with no evidence base to be dealt
with;

describe the process which the single piece postal operator

regulated-postal-operator-yniversal-service-provider-will follow with a

view to investigating and resolving a consumer complaint and the
likely timescales for that process;

provide for an internal review of an existing consumer complaint
where a complainant indicates that they would like such a review to
occur because he or she is dissatisfied with the handling of

that consumer complaint;

set out contact details for Citizens Advice Consumer Service;

describe the complainant's right to refer a consumer complaint to
a gualifying redress scheme:

(i) from the point at which the single piece postal operator reguiated

postal-operator or universal service provider notifies the complainant
in writing, that it is unable to complete the consumer complaint to
the complainant's satisfaction; or

(i) after the expiry of the specified time period.

CP 3.3.3

The regulated-postal-operator single piece postal operator gniversal
serviceprovider shall, not less than once every three calendar years,

review the complaints handling procedure and seek feedback from a
reasonable number of complainants to ensure the complaints handling

procedure meets the needs of relevant consumers.
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CP3.34

Upon receipt of a consumer complaint made through the complaints
handling procedurﬁ and regulated-postal
operatorgniversal service-provider shall record in a written or electronic

format the following details:

(a) the date that the consumer complaint was received;
(b) whether the consumer complaint was made orally or in writing;
(c) the identity and contact details of the complainant; and

(d) a summary of the consumer complaint.

CP 3.35

For each consumer complaint received through complaints handling

procedure the regulated—postal
operator-yhiversal-serviceprovider must also record:

(@) asummary of any subsequent contact with the complainant and any
advice given or action taken in response to the consumer complaint;

(b) the date (if any) on which the consumer complaint became
a completed complaint; and

(c) the date (if any) on which the Single'piéce postal operator

regulated-postal-operateruniversal-serviee-provider sends a
written notice to a complainant in accordance with CP 3.3.7.

CP 3.3.6

Where a single piece postal operator reguated-postat-operator
yhiversal-sepviceprovider has recorded a consumer complaint as a
completed complaint but within three months of the date of making that

record a subsequent contact is made by or on behalf of the
complainant in relation to that consumer complaint which indicates that
it is not a completed complaint,
the regulated postal-operator single piece postal operator universal

. o

(&) must as soon as reasonably practicable take account of
that consumer complaint in any report which it is obliged to prepare
and publish in accordance with CP 3.3.14;

(b) shall not otherwise be entitled to treat that consumer complaint as
a completed complaint until that consumer complaint is
demonstrably a completed complaint.
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CP 3.3.7

regulated-postal-operater must send a notice to a complainant on the
earlier of:

(a) the first working day after the day on which the Singlé'piece postal
operator atod | . : i
becomes aware that it is not able to complete a consumer complaint
made through its complaints handling procedure to the
complainant's satisfaction; or

(b) the first working day after the day on which the specified time period
for that consumer complaint expires.

CP 3.3.8

The notice referred to in CP 3.3.7 must be in writing (including
electronically) unless another format has been agreed with

the complainant, and notify the complainant—

(a) of their right to refer the consumer complaint to a gualifying redress
scheme;

(b) of the contact details of the gualifying redress scheme;

(c) that the qualifying redress scheme process is independent of

the Single'piece postal operator reguiated-pestal-operator
. — dor

(d) that the gqualifying redress scheme process is free of charge to
the complainant;

(e) of the types of redress that may be available under a gualifying
redress scheme; and

(H that any outcome of the gualifying redress scheme process is
pincing upon the SIRGIE plEce oSial GPETRIO esiatcd st

operatorgniversal service-provider but not upon the complainant.

CP 3.3.9

Each regulated-postal-eperator must allocate and maintain such level

of resources as may reasonably be required to enable that the Sifglé

provider to receive, handle and process consumer complaints made
through its complaints handling procedure in an efficient and timely
manner and in accordance with this Condition.
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CP 3.3.10

regulated-postal-operater must put in place arrangements to deal with

complaints made through its complaints handling procedure in relation to
which the Consumer Advocacy Bodies makes representations on behalf
of a vulnerable consumer. If i a regulated
postal-operator the-universal service-provider identifies a consumer as
a vulnerable consumer with a consumer complaint, or the Consumer
Advocacy Bodies refers such a consumer to a regutated-postal
eperator-the SiNGICIDIECEIPOSIAIOPEIALoN universal service

provider, that regulated-pestal eperator-the|Sifigleipieceiposial

operator universal service provider must take such additional

steps as it considers necessary or appropriate with a view to

assisting that vulnerable consumer and completing their

consumer complaint in an appropriate and prompt manner.

CP 3.3.11

regulated-postal-operater must:

(@) publish its complaints handling procedure in such a manner as will
ensure reasonable publicity for it;

(b) ensure that its complaints handling procedure appears at a clear and
prominent location on any relevant website it operates or controls;
and

(c) ensure that details of how to make a consumer complaint are made
available at all its business premises which are accessible to the
public, including the premises of its agents.

CP 3.3.12

Where @Single piece postal operator « regulated-postal-operator-the

universal- service-provider becomes aware, following contact by or on

behalf of the complainant, that a consumer complaint which the postal

operator had recorded as

a completed complaint is not a completed complaint, the Singlé'piece
regulated-postal eperater universal-service-provider must

as soon as reasonably

practicable—

(a) direct the complainant to the complaints handling procedure; and

(b) offer to provide a copy of the complaints handling procedure to
the complainant free of charge.

CP 3.3.13

Each regulated-pestal-eperater must provide a copy of its complaints
handling procedure, free of charge, to any person who requests it.
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CP 3.3.14

Each regulated-postal-eperater must—

(a) publish by 30th June each year a consumer complaints report in
such a manner as will ensure reasonable publicity for it;

(b) publish its consumer complaints report at a clear and prominent
location on any website it operates or controls; and

(c) provide a copy of its consumer complaints report, free of
charge, to any person who requests it.
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CP 3.3.15

A consumer complaints report is a report in relation to the twelve month
period ending on 31st March of the year in which the report is published
which contains the following information:

(&) the number of consumer complaints which the single piece postal
operator regutated-postal eperator yhiversal service provider
received during that period, which had not become completed
complaints within that period; and

(b) the number of consumer complaints which the Single piece
postal operator regulated—postal operator uhiversal—service
provider received, during that period, which had become
completed complaints within that period,

in each case presenting the information broken down by no more than
ten of the main causes of consumer complaint.

CP 3.3.16

Each single piece postal operator Fhe-universal service provider shall
submit to OFCOM and to

the Consumer Advocacy Bodies, and publish in such a manner as will
ensure reasonable publicity for them, not later than two months from the
end of the quarter to which they relate, written quarterly reports which
shall

(a) setout -

() the number of consumer complaints received during that quarter
from relevant consumers which have not become completed
complaints; and

(ii) the number of consumer complaints received during that quarter
from relevant consumers which have become completed
complaints.

(b) present the information referred to in paragraph (a) for the United
Kingdom as a whole -
() broken down by no less than ten main categories of consumer
complaint, and
(i) showing the compensation that has been paid to relevant
consumers in relation to consumer complaints that were found
to be valid.

CP 3.3.17

A-regulated-postal-eperator Each single piece postal operator Fhe
yniversal sepvice providermust be a member of a qualifying redress

scheme in relation to consumer complaints about the provision of a
regulated-single piece postal service.
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Table of terms defined in the Act

This table is provided for information and does not form a part of this condition. We make no
representations as to its accuracy or completeness. Please refer to the Act.

Defined term Section of the Act

OFCOM 90

postal operator 27(3)

postal packet 27(2)

universal service provider 65(1) and Schedule 9 paragraph 3
user 65(1)
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