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Oral evidence

Taken before the Trade and Industry Committee

on Tuesday 18 October 2005

Members present:

Peter LuV, in the Chair

Roger Berry Judy Mallaber
Mr Peter Bone Anne MoVat
Mr Michael Clapham Sir Robert Smith
Mr Lindsay Hoyle Mr Mike Weir
Miss Julie Kirkbride Mr Anthony Wright

Witnesses:MrAllan Leighton, Chairman,MrAdam Crozier, Chief Executive, andMrAlex Smith, Director
of Strategy, Royal Mail Group, examined

Q1 Chairman: Gentlemen, welcome to this first successful both for end customers, competitors
entering and, indeed, the Royal Mail as it standsevidence session and first public meeting of the

Trade and Industry Committee of this today, so I think ‘so far so good’.
parliamentary session. Can I begin by welcoming
you very much personally and asking you to Q4Chairman:You have not lost those items; you are
introduce yourselves and tell us what you do? still actually delivering them, are you not? You are
Mr Leighton: I am Allan Leighton. I am the actually taking them and putting them through the
Chairman of the Royal Mail. letterbox at the end of the day?
Mr Crozier: I am Adam Crozier, the Chief Mr Crozier:We are still doing the final mile.
Executive.
Mr Smith: I am Alex Smith. I am the Director of Q5 Chairman: I find lot of resentment among theStrategy. unions at the level of work they were having to do

compared with the work your competitors were
Q2 Chairman: Can I begin by making a comment, if doing in delivering into the sorting oYce. They felt
I may? We got some excellent evidence from the they were doing all the hard work and their
unions, some excellent evidence from Postcomm competitors were doing all the easy work. Is that
too. Your evidence to us was a photocopy of your not fair?
submission to Postcomm. It is a very interesting Mr Crozier: I can understand the point of view, but
document, which I have actually read, but I was a bit the fact is that the issue we have with access business,
surprised that you did not target it to us. Were there as we have with a lot of the ways in which
any particular issues you think the Committee competition is coming in, is that clearly the
should be focusing on that are distinct from your competition do not look to target social mail, clearly
evidence to Postcomm? the competition do not look to target unprofitable
Mr Leighton: Probably not. The thing is, there is so mail, what they look to target is the mail that makes
much stuV floating around at any one time, as you money and leave the Royal Mail with the mail that
can imagine, about this particular issue. We are very does not make money. The thing about access
consistent, and I think it is often more important to arrangements is that they canmake money on those.
be consistent than tailored, so we try and provide the It is very diYcult for us to take much of that cost out
same information for everybody so that everybody of the business once we have lost that business, and
is looking at the same interpretation of the same therefore it really does hit our bottom line. So I can
things, and so this was done by design. understand why people feel like that, but it is a fact

and it is here to stay, and obviously part of our job
is to try and combat that.Q3 Chairman: That is looking at the past. Let us

look at the future, shall we? The new access regime
has been going for some time now; I have been to see Q6Chairman:Of course, if you put the prices up too

much, if you were able to put the prices up toomuchits operation locally inmy own constituency.Do you
feel your charges to competitors are about right for for that part of the work, it would encourage your

competitors to develop their own distributionthe access regime?
Mr Crozier: Yes, I think they are. As it currently networks sooner as well?

Mr Crozier: Indeed; I think it is a fallacy that peoplestands, we have lost around one billion items
annually to access, which is actually about the level seem to have that somehow we will lose just

upstream business and that the Royal Mail willthat Postcomm in their predictions are suggestingwe
might lose by 2009–-2010; so that would suggest that always do the final mile for everyone everywhere,

because our belief is that that is not what willclearly themarket has opened up a great deal further
than the regulator expected and has been very happen, that in fact competitors will actually set up
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delivery forces, for instance, in major city centres, Chairman: Can we move on to the future of the
Universal Service Obligation, which I will ask Sirwhich is where there is a lot of money to be made,
Robert Smith to deal with.and simply put the rest of the mail, the more

unprofitable mail, into the Royal Mail for it to
deliver, and that is what we call “cream skimming”,
and that is one of our biggest fears on the regulatory
side, that that will happen.

Q9 Sir Robert Smith: Obviously of great concern to
the whole Committee but especially thoseQ7 Chairman: Despite the fact that all the people
representing large rural areas, remote areas andwho provide the access mail to you do is basically
deprived urban areas is the maintenance of aprint it, put into envelopes and deliver it to your post
universal service and that everyone in the countryoYce, sorting oYce, where it is then sorted by
gets access to the same service at the same price frommachines, hand sorted and taken out in vans and
Royal Mail. You mentioned “cream-skimming” inbicycles and delivered, and then, of course, all the
answer to the Chairman’s question. Others haveundeliverable mail that comes back, which is quite a
called it “cherry-picking”. There is a real concernbone of contention—a lot of it is inappropriately
that the rivals will take all the easy profitableaddressed, the mail is out of date, there is quite a
business, leaving you to carry on this Universalburden of undeliverable mail—despite all that, you
Service Obligation on a reduced income. We areare happy about the balance of the pricing structure
aware of these concerns about cherry-picking in theat present for that mail?
large population centres, but how big a problem doMr Crozier: I am not sure ‘happy’ would be the right you see this to be following full liberalisation?word. These are deals that we did with those people Mr Crozier: It is clearly not a problem for next yearas our customers, because, as has happened in other or the year after. Nobody is trying to exaggerate it.

industries, we have to view a number of these people First, we are absolutely committed to the USO. We
as competitors and customers. They are competitors do not see the USO as a problem. Actually, we see it
when we are competing for that business upstream; a terrific advantage for us. We are proud of the fact
once they have won it they are customers, and we that we deliver everywhere every day to every home
have to treat them like every customer and give them and every business—that is a huge part of who we
a proper and good professional service; so we have are—and clearly we want to protect that; but there
to think of them in both ways. I think it is a is no doubt that in the sort of monopoly market we
reasonably fair deal. We should remind ourselves had a very clear subsidisation goes on within that,
that access only works in this country. I believe we which is that by and large business customers have
are the only country that has an access regime, and overpaid and by and large social customers have
the other countries do not do it simply because they underpaid, and everyone accepts that that is part of
view it as too much profitable mail going into the themarket that existed. The problemwith that when
competition. We are quite unique in that sense. competition comes in is that competition only

targets the business mail, and that gives them a lot of
headroom to steal that business and, unless we haveQ8 Chairman: The German post oYce is a major
the ability to rebalance those prices, clearly we havebeneficiary of the regime here in this country as well? got a problem. They will only target the profitable

Mr Crozier: There is no doubt that the major mail—by and large that is in city centres—and if that
competitors, like TPG and Deutsche Post, do not carries on, and certainly we believe that, were we to
have to carry that regime in their own countries, and implement our modernisation strategy under
clearly that gives them an advantage, yes. Postcomm’s proposals, we believe that they would
Mr Leighton: And it gives them an entry point. result in negative cash flow, and over time that really
There is no point complaining about it, it is a fact of puts pressure on the USO. Either the USO would
life, and the fact of life is that the way it has been set have to go, which I do not think anyone would agree
up is that we have to give access to our network, and with, or stamp prices would really have to go up at
therefore we have to find a way in which to give that point to compensate for the loss in business
access to our network to make money out of it, mail. It is like a set of scales that go up and down.
because we are not into doing things if they are not What we are trying to do is to make everyone aware
making money. That is why we felt the best way of of that fact. We need sensible stamp price rises over
doing this was for us to do our own commercial a period of time. We need to go into a competitive
negotiating round this, not to have it regulated. The market where the cost of providing a service and the
other point in all of this as to access is that it gives price we charge for it are in some way related. You
the competition a start, it is the easy place to start, cannot be in a competitivemarket if those two things
and if you are smart what you do is you start on the are not somehow in synch, and that is the problem
easy bit; so you go to the customer and you say, “We we have at the moment. So there will be have to be
will do this bit for you”, but in the end it is just the a rebalancing. I do not think it is true to say that in
beginning, it is the way they get in, andwhen they get the initial few years competition is good for
in then they start to get some of the bits and pieces. everyone—I know that is what people always say—
So this is a big a deal; it is a fact of life; we have to because actually what you get is the rebalancing
manage it; we have to do it commercially; but it is where the business prices relatively need to come

down and the social prices need to go up.giving our competitors an edge.
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Q10 Sir Robert Smith: We will be coming on to that, if any?We see the nice calendar with the Royal
Mail, with the rowing boat. That will not exist unlessprices with some of the other questions as well, but
you are allowed to fund it.would it be fair to say that in terms of making sure
Mr Crozier:Wehave no agreements. Alex heads ourwe get the surest foundation for the future of the
regulation areas as well as strategy. That is preciselyUSO, which way the regulator tips in terms of
what we are negotiating at the moment in the pricepushing the competition quickly or letting you adapt
control, so we have no agreements in place fromin a more measured way is not evenly balanced. If
April onwards next year.they push it too quickly and you cannot adapt, then

our constituents suVer in terms of the Universal
Service Obligation. If they do not push it quite Q12 Mr Hoyle: So you could be shafted?
quickly enough, then themarket does not open up as Mr Crozier: That is the technical—
suYciently as it should do, but there is still the
universal service there protected in terms of that sort Q13 Mr Hoyle: That is the word that sums it up in
of balance of erring on something. one go: you could be ‘shafted’?
Mr Crozier: I think this is a really important point, Mr Crozier: Yes.
because it is a question of balance and it is a question Mr Leighton:There is this issue all the time, which is
of risk. At the moment we believe the balance is we are like every other business, it is not a load of
wrong between protecting the USO and driving single things that all happen, it is a network and
through competition because of the sheer amount of everything is connected, and that is why Adam’s
risk involved. Can I just explain what we mean by answer to Robert is, “All those things impact”. You
‘risk’? First of all, the current projections are of a cannot talk about the USO without talking about
market that is growing by 2 per cent per annum. the other pieces of the business, because basically the
Since January we have seen almost a 1 per cent rest of the business is as good as the USO. That is
decline in the market, which is what has happened in life. We believe very strongly, we always have done,
every other country in Europe. This is us finally we said it from day one: we actually think the USO
coming into line with what is happening everywhere should be a great advantage to us. It is our USP. It
else. We have got a £4 billion pension deficit. That is is what we do that nobody else can do. We do go
not just big but it is also very volatile. I mean everywhere every day and we will deliver. That is
mortality rates and things are going to change, so something we should build on, but actually the
that is going tomove around and is obviously a huge funding of it gives us a big problem in the rest of the

business which pays for it. The other interestingpayment. We have got eYciency targets with the
thing, you will remember, is that all the business weregulators asking us to achieve 3 per cent net (in
have lost so far has been our bigger customers. Weother words after wage inflation and everything
have not lost any of our little customers yet or anyelse), and yet even during the renewal plan, with lot
of our social mail; all the mail we have lost so far, allof one-oVs, what we achieved was 2.2 per cent net.
the business we have lost is our bigger customers.WeAgain, that is a huge risk. All their proposals assume
are not inventing this, that is how it works, and if Ithat competition comes in equally nationally, and
was in competition that is exactly how I would do it.what you have seen in any other country where this
It has been cross-subsidised for a period of time.happens is that they only come in the city centres and
That is fine. The whole scheme of things is that wethey steal all the disproportionately profitable mail.
have been able to do it so far and make the businessThat is a risk. On top of that you have got the fact
profitable and drive the quality up. This time we getthat we are only going to be allowed to make around
penalised for it.£185 million profit, but they want to put in place a

potential up to over £250 million of fines on quality
of service; so they could fine us 160 per cent of what Q14 Mr Wright: This is a question that has been

asked before another inquiry regarding the costs andwe are allowed to make, and in other regulated
profits. Are you in a position now to tell us what theindustries it is probably around 15 and 20 per cent.
turnover costs and profits are to RoyalMail in termsWhat we do not see, and this is where it really aVects
of performing its Universal Service Obligationus, is any analysis of the cumulative risk that that
under the current licence agreement?represents if this goes wrong on the USO, and that is
Mr Crozier: At the moment every time someonewhy it relates to the USO, because it is that
sends a first-class stamped letter we lose five pence;cumulative risk that impacts on a day-to-day basis.
every time they send a second-class stamped letterSir Robert Smith:That lays the foundations for quite
we lose eight pence. One of the questions thea few more questions I think.
regulator asked us was, looking on the very negative
side, if you lost a lot of business mail what is the true

Q11MrHoyle:Obviously it is critical, especially for economic cost of a first-class letter? Because we
those of us who represent remote areas, and my would still have to provide—to answer Lindsay’s
farmers expect their mail to be delivered and the question—the USO even if we lost lots of mail over
USO is the protection that they look for. Have you here. The true economic cost we reckon to be around
got an agreement for the cross-subsidy to remain? 45 to 47 pence. The price of a first-class stamp at the
Have you got an agreement that will allow the price moment is 30 pence. It is not diYcult to see the cross-
increase that you can put into the cross-subsidy? subsidisation that Allan mentioned actually taking
Otherwise it will not be sustainable unless you are place, and, of course, the problem is that if we are

not able to hold or reduce business prices, then weallowed to do so. What agreements have you got on
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will lose more market share which will put pressure so they need us to be successful, and clearly the
on our ability to perform the USO, and that is country needs us to be successful. It is not in
where—again, I am sorry to be boring everyone, but anyone’s interest to get the balance on this wrong
it does keep inter-linking back in—these things are and for the Royal Mail to fail, and that is why it is
all connected together. so important to get it right.

Q15 Mr Wright: Even the regulator is very nervous Q17 Chairman: I can understand it is diYcult to
about the eVect that the full liberalisation is going to aggregate these figures, but can you give us detailedhave by saying that if the Universal Service turnover costs and profits for the Universal ServiceObligation were to fail, then there would be

Obligation under the current agreement, and can itcompensation payable from the private sector. Is
be broken down through the delivery chain or is thatthere not a danger that all of this comes into eVect?
not possible?Mr Crozier: Yes, I worry about any solution that
Mr Crozier: I think we can do a reasonable job ofinvolves fixing something after the problem has
breaking it down.occurred, because it is too late. People talk about

reopeners, “We can account for that afterwards.”
You cannot, because once you have lost business by Q18 Chairman: Perhaps we can have a discussion
and large you do not ever get it back. I think that is after the meeting and get some of those figures
why we are concerned to get this price control right from you.
from day one, to get a balance on the risk. I accept Mr Leighton: It will not be perfect, Peter.the regulator has got a diYcult job to do. They do

Chairman: No, ballpark.want to bring in competition. We have no problem
with that. We have always said from day one we are
happywith competition but that wewant a relatively Q19 Mr Bone: Some of the things you said I would
level playing field; and they are quite clear, and they ask you to expand on. You said that your
have said it publicly, that they are actively trying to competitors were stealing the profitable mail.
tilt the playing field in favour of the competition. Of Perhaps the response of some businesses would have
course, if they do that to too great a degree, then it been, “We ought to be competing with them and
has a massive knock-on into the USO. It is all about seeing how we can stop them stealing the mail.”
balance, it is about trying to get people to What did you mean by “stealing the mail”?
understand the sheer scale of all the risks that are

Mr Crozier: First of all, we are obviously trying toinvolved there and also, a slightly bigger message,
compete with them and we pitch against them onand we are kind of getting into debate here with the
clients’ business every single day. We are currentlyregulator, what do you want in the future? Do you
involved in literally changing the make-up of all ourwant a modern Royal Mail that can compete in an
products and services outside of first and second-open competitive marketplace with people like TPG
class mail, because our products and services areand Deutsche Post, who have modernised over a
really 15 years old and were invented around whatperiod of 20 years, or do you want to kind of run it
operation we could do then rather than whatfor cash and run it down and allow other people to
customers want today.We are involved in all of that.provide that service? We are getting to the nub of
A key part of it, because this market is incrediblythat argument now, where people are going to have
price-led, is about getting the pricing right, and,to make some choices: because not only do we have
therefore, if we are not able to pull that lever ofa £4 billion pension deficit, but we need about £2
getting the pricing right, then with certainbillion to modernise and automate the business
customers, particularly the biggest ones, we willgoing forward. That is something that the others
always fail. The other thing is to be fleet of foot,have done over 15 and 20 years. We are a long way
which you have to be in a competitive market. Abehind because there has been no investment in the
competitor will be able to invent or change a productbusiness.
overnight to meet the customer’s needs. Under the
current proposals of Postcommwe would have to goQ16 Mr Wright: It is also fair to say that even in
into a 12-month consultation process, and I knowterms of the business sector, although, as you say,
what the answer will be from the customer at the endthe balance has been that the business process has
of that 12 months: “You are about 12 months toosubsidised the local post, even some of the businesses
late.” So we have always said that a level playingare very nervous about what may well happen to the
field is allowing us to be able to pull exactly the sameUniversal Service Obligation if it was to collapse; so
levers as our competitors; and let us not forget thatit not just one-sided?
these are not small firms that need protection.Mr Crozier: It is true, because what I think
People like TPG and Deutsche Post are far biggersometimes people miss in the argument is that it is in
than the Royal Mail. Their regulators allow them toeveryone’s interest for the Royal Mail to succeed. It
make something like 16 per cent in the case of TPGis clearly in our social customers’ interest, it is in our
and 22 per cent in the case of Deutsche Post profitbusiness customers’ interest, because we are the link
margins, whichmeans thatDeutsche Post gets nearlywith their customer so they absolutely need us to be
three times what we are allowed tomake. So they areworking; it is in our competitors’ interests because a
able to use that base to attack this marketplace; so itlot of them will use us for the final mile, not

everywhere but certainly in all the outlying regions, is not a level playing field in any shape or form.
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Q20 Judy Mallaber: Can I follow on with precisely into Deutsche’s back garden and the Dutch’s back
garden and everybody else’s and try and do the samethese comparisons? How does the cost of the

Universal Service Obligation to national operators thing to them, but we will only be able to do that if
we can aVord to do it. What has happened in thoseand other EU countries compare to your costs?
markets? Take the big ones, which are really theMr Smith: Other countries face the same Universal
Dutch and the Germans. They have allowed theirService Obligations as we face in the sense that they
organisation in the regulated market to be hugelyhave to deliver to every door every day at a uniform
profitable: high stamp prices, not the same level ofprice. The diVerence is that their stamp prices are
requirement of service, hugely profitable. What domuch higher than ours, so eVectively their costs are
they do with the profit? They go outside and theymore in line with the prices for universal service
buy non-regulated businesses, so when the dayproducts than ours are. A classic example, at 60g
comes when they get the same regulation as we doSpain is the next cheapest country in Europe, and
more than half of their business will be non-that is at 44p for a first-class stamp, whereas we are
regulated.at 30p.

Mr Leighton: May I mention two things which are
quite important. In a strange way what they charge, Q22 Judy Mallaber: Can I ask you to clarify the
whether it is a comparison is irrelevant because it is point you made about them not having the same
what we charge here—we are only interested in this level of requirements on the service. You have said
market—and there are two things that are very that their cost structure is diVerent, they are allowed
important. Everybody talks about, “What is going to charge what you would say is an economic cost,
to happen to your business, what is going to happen but what are the diVerences in terms of theUniversal
to your volumes and what are you doing about it?” Service Obligation that they have to operate? We
We can take a stab. Everybody talks about Finland, will be going on to question you about the changes
Albania, Sweden; no market of this scale has been that you are proposing, but can you explain what
opened up. This is a big market with big volumes, will be the diVerences in what they are required to do
with big cash, with a big operator in it, and, compared with what you are required to do?
therefore, if you are another multinational player, if Mr Smith: A very specific diVerence—they face the
you are TPG orDeutsche Post, are you interested in same obligations, collect and deliver from every
being in a big market taking a share? Yes, you are. collection point and to every address every day, but
In fact TPG, Bakker, will say he thinks we will lose the time of day is diVerent. InGermany I believe you
30 per cent of our market. This has not happened can deliver a letter up to 5.00 p.m. under their
before, and the reason why we get as we do about it licence, whereas we have to deliver by 2.00 p.m.
is that this piece of regulation for us is a key piece of When you are talking about a first-class product in
regulation because it is at the tipping point, and a big country, those three areas make a huge
nobody, whether they are us, the regulator, you or diVerence to your cost structure.
somebody who works for Sporting Bet, has the Mr Leighton: I do not think they deliver on
foggiest idea about what is actually going to Saturdays.
happen—all you can do is make some educated Mr Smith: They do not deliver on Saturdays, yes.
guesses—and our whole point is, having sat on this Mr Leighton: So there is a universal service but it is
for three years and got it to some degree of stability, a five-day universal service, and you have got all day;
we would like to make sure that all the risk is not you do not have a Saturday delivery on the back of
passed on to us, because we do not fancy the idea of it.
everybody coming back to us afterwards saying: can
we fix it? To your point, Peter, we are aggressively Q23 Judy Mallaber: Do they have other products
attacking in terms of our competition. Outside of the they have to deliver as well as that universal postal
UKwe have created fantastic abilities in GLS which service?
we have created from nothing in three years. It is Mr Smith:They choose to deliver business products,
going to do over £1 billion of sales, it is going to as we do, yes.
make over 100 million of e-bit.

Q24 Judy Mallaber: Is there a requirement on them
to do it under the Universal Service Obligation?Q21 Chairman: GLS is?
Mr Smith: The definition of “universal service” isMr Leighton: General Logistics Systems. It is our
unclear in their licences, so single piece stampedmailparcels business in Europe. It is the most profitable
is part of the universal service. For example, in theparcels business in the world and it is the second
Netherlands direct mail is not. In our market Mailplayer in Europe. It will do a billion of sales and 100
Sort 3, until very recently, is part of the universalmillion of e-bit, and so we are attacking in some
service.other markets as well. The issue we get all the time is

that we come in front of these groups and everybody
else and everybody thinks we are being very Q25 Judy Mallaber: We are going to go on to
defensive andwe are trying to protect our corner and explore that a bit further, but can I follow up? I
everything else, because that is where we get to, but appreciate what you say about them being very
the fact of the matter is we have created a platform; small compared to the service that you are
we do not want to let it go. We think this piece of providing. Can you tell us what has been the impact
regulation is pivotal, and do we compete? We of full liberalisation in countries like Sweden and

Finland?complete like hell, and one day we are going to go
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Mr Smith: In Sweden there is obviously no keeping the universal service going. What is your
view on going down the levy route of rivals tocompetition in rural areas at all, but in the three

major cities in Sweden about 25 per cent of business maintain that?
mail has been lost to competition, and that is despite Mr Leighton:We do not like it. In the mix of this, I
the fact that Sweden Post has introduced its own low do not mind competition because, as I say, I think it
prices; so its prices in cities are less than half of its sharpens us all up, and I think you have got to try
prices in rural areas, but it has still lost 25 per cent of andmake it as simple as you can. Basically the thrust
business in the three major centres. There is no of everything we have said is: allow us to make a
competition in rural areas. In Finland there has been return—forget about anything else, we have been
no competition whatsoever, and that is basically pretty good at managing everything within all of
because the Finish authorities decided to put a levy that and we look at it as an entity and some of the
on all new entrants—I cannot remember the cross-subsidised database—it is very simple—allow
percentage, but a percentage of the revenues—and us to make a return and, if you allow us to make a
that has basically stopped competition coming into return close to what are competitors make, then the
the market. probability is we will be able to manage everything
Mr Crozier:Which was to pay for their share of the in such a way because it is quite complex. It enables
universal service. the USO to stay as it is and for us to be as

competitive as we need to be. The more complicated
it gets with levies over here, it just clouds the issue. IQ26 Judy Mallaber: Are Sweden in diYculties, and, have always said from day one, if you want to

if not, how have they managed to overcome that regulate a market and you want to make it
competition? competitive, say anybody can come in and
Mr Smith: Sweden has raised its prices outside of everybody can be the same, just tell the incumbent—
cities dramatically. When competition came in they that is us at the moment—how much money we can
cut its city centre prices by about 30 per cent and it make and just allow us to make suYcient money (a)
almost doubled its rural prices. to enable us to invest in our business, (b) to do the
Mr Crozier: Which comes back to Lindsay’s automation and (c) in our case now to deal with our
question about what is the ultimate eVect on the pension deficit. It is as simple as that.When you read
USO? Unless the company goes on, somebody has 596 pages of regulation and everybody’s inputs to it
to pay for that. you do not believe that is the case, but that is the nub

of this.
Q27 Judy Mallaber: You are basically saying in
those other countries, both the ones where they are

Q31 Mr Weir: I want to pick up a point that Mrbig markets and there is a danger to us and in the
Crozier made about the Swedish example that pricessmaller one, that they have been given more
were higher in rural areas. I notice in your ownflexibility over a whole range of areas?
submission paragraph 4.34 states: “Royal Mail’sMr Leighton: Absolutely.
product strategy will be underpinned by a muchMr Crozier:We should not forget thatGermany and
more granular and cost reflective “PricingHolland would fight the idea of access in their own
Roadmap” that includes, among others, pricing bymarkets tooth and nail, in fact they do fight the idea
size, delivery density, payment channel, speed andof access in their own markets tooth and nail, but
mailing volume.” Does that mean, when you arethey are very happy to see it in someone else’s
talking about “delivery density”, that you also seemarket. If you view the market as Europe, which in
higher prices in rural areas following liberalisation?many ways it is, this is absolutely not a level playing
Mr Crozier: First of all that is for business mail, notfield. The chances of most other countries even
USO covered mail. With regard to USO the wholebringing any kind of competition in are very slim,
principle for us is the ‘one price goes anywhere’and we are at least three years ahead of anyone,
service, so that does not change. In order for ourprobably a great deal more.
products to be cost reflective, which they need to be
if they are going to be competitive, we believe we

Q28 Chairman: Can I be clear, the city pricing in need zonal pricing. By and large that is about
Sweden, is that inside one city or is it city to city as putting prices down. Clearly the cost of delivering a
well? piece of mail within London is a lot less than the cost
Mr Smith: Delivery in any city. of delivering a piece of mail from London to

Aberdeen, so it is just for business products.
Mr Leighton:Adam’s is a very good point—I do notQ29 Chairman: The city you are posting. want to lose it—which is that we understand to be

Mr Smith: Yes. competitive like everybody else sometimes you haveChairman:You say it is a higher rate to go anywhere to bring prices down. To compete in business mailelse outside the city. that is what we will have to do. That is what that is
all about. It is not that we would put prices up; we
have to be competitive, and it is not a one-way street.Q30 Sir Robert Smith: You mentioned that some of
One thing I will tell you. If we put all our prices upyour competitors in their regulated area are allowed
by 10, 15 per cent, I will tell you exactly how muchto operate so profitably they can use that to subsidise
market share we are going to lose. It is a verytheir non-regulated business. In a sense it is the

reverse here, where the non-regulated business is important point.
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Mr Crozier: I oVer it as a small point. should not get business products put into the USO
where only two per cent of the customers use them,
where we therefore have to keep the price andwewillQ32 Anne MoVat: It is a small point. I am just
lose a load of volume; but as far as what I describeintrigued by the possibility of you being able to
as social mail, that should be protected and weintroduce all-day mailing and stopping deliveries on
should go any time, any place, anywhere every day.Saturday. Would that be a ripple in the ocean for
That is what we want to do.you or would it be a great help if you were to

introduce such a thing?
Mr Crozier: I think the problemwith all those things Q35 Mr Clapham: What is the indication? Has
is the classic thing that you start from where you Postcomm got their head around this?
start from. The service we provide is a six-day Mr Leighton: No.
service, that is what people are used to, that is what
they want, and we have never tried to challenge that

Q36 Mr Clapham: If so, are you likely to be able toand we work around that. I do not see that changing
agree a definition?for us in the short-term, or even in the long-term
Mr Crozier: No, I think we have a disagreement.frankly. It is not something we have really

considered.
Q37 Chairman: What is Mailsort 1400 and why do
Postcomm think it should be part of the UniversalQ33 Mr Clapham: Getting the balance right is
Service Obligation?obviously extremely important. Definitions can play
Mr Smith:Mail Sort 1400 is mail that is pre-sorteda very important role, and what we have been told
by customers to 1400 destinations, namely to each ofby Postcomm is that you have not yet agreed the
our delivery oYces; so they sort themail down to themodification of the licence that will allow for the
delivery oYce. That it what it is. Postcomm haschange in the definition of the USO. Could you tell
always, for some reason, said that they want oneus how the definition that is being proposed by
bulkmail product to be in the universal service. TheyPostcomm diVers to the definition in your licence
have never explained why.and how it compares, for example, with the
Chairman: I think we will be asking them when theydefinition in the European directive?
come before us.Mr Smith: Our licence defines the set of products

which should be considered to be universal service
products. At themoment the current licence is pretty Q38 Sir Robert Smith: Would it not be that
much all of them. Pretty much everything we do, businesses, wherever they are in the UK, should
with a few exceptions, is considered universal have a level playing field for some of the products?
service. Mr Crozier: I could understand it if what they
Mr Crozier: About 90 per cent. wanted was one business product in the USO that
Mr Smith:What Postcomm is proposing is to allow was particularly available for all businesses, small
us to take several business products out of the USO; businesses particularly, so there was some element of
and if you want to get into detail they are Mailsort protection, but the point is this product is only
120 and 700. The crucial thing is they want to keep available for very large businesses because less than
our biggest bulk product in the USO. Our biggest two per cent of them ever post that number of items;
bulk product is called Mail Sort 1400. That they so you have to disconnect. I could absolutely buy
want to keep in the USO. That means that that big into that, that that would potentially be a very
bulk product would have to be priced uniformly in sensible thing to do, but that is not what they are
the UK. doing at the moment.
Mr Crozier:Which is the main area our competitors
will attack us on. We have a very simple view of the

Q39MrWeir:Would you not be able to do amailingUSO, which is that the USO should be about all of
on one occasion? Is the point that they are not doingthose products which are for everyone everywhere
this every day? Somebody may use this for oneevery day, and Mailsort 1400—less than two per
specific general mailing?cent of our customers could ever use that product,
Mr Leighton: But only two per cent of thebecause you have to post a minimum of 4,000 items
customers do.a day; so that is not a USO product because it is for

a very, very small piece of the marketplace and the
USO products are about everyone, everywhere, Q40 Mr Weir: The point is that any business might
every day and we think that very clean definition is want to mail out. You say it takes 4,000 customers.
the right one. Any business at any one timemight want tomail out

to 4,000 people. They will not be doing it every day
but they may wish to do it on an occasional basis. IsQ34 Mr Clapham: It is crucial to getting that

balance? it not right that they ought to have the ability to
do so?Mr Crozier: Absolutely.

Mr Leighton:Letme be very clear on theUSOagain. Mr Leighton: They do. The issue is that only two per
cent do. Where do you draw the line on this? As IWe think it is fundamental to what we do and we

have every intention of keeping it. That is what we say, if you leave it in there all it will mean is that we
will lose a load of that business, because actually itwant to do, but we think the USO should be about

all the products that Adam determines and we is the big customers who use it.
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Mr Crozier: Mike, this is where regulation catches once aweek delivery. It is only through theUSO that
you because, clearly, if we want to give people a we deliver to every address every day. They could
discount, we have to be able to justify that on the quite easily decide just to deliver once a week in each
basis of the work that they give us and the work that of those other areas. So they could do either of those
they do, and, clearly, unless they are posting at that two things or a combination of those two things.
level, we cannot justify those discounts, therefore we Mr Leighton: The way I would look at it is I always
would be non-compliant. think about what would I do if I was in competition.

I would build a couple of mail centres. That would
cost me £35 million each. So I would put £70 millionQ41 Miss Kirkbride: First of all, you mentioned
of capital down. Then I would go to the top 70earlier about mail moving much faster to
accounts, all roughly in London—competition than European rivals. Why is that and

what is Europe doing to force the pace of this? Why Mr Crozier: Try not to give too many people too
are we so much more ahead than the others? many ideas!
Mr Crozier: To be honest, I think that is a question Mr Leighton: Because everyone says how easy or
for Postcomm. It is very much driven by Postcomm. diYcult it is, so that tells you how much the capital

is. Then I would go and get five or ten per cent of
their business, and I would collect their business, IQ42 Miss Kirkbride: Is there nothing in Europe
would put it through my mail centres, I would dropcausing this?
it oV into our mail centres and get access to deliveryMr Crozier: There is nothing in Europe. In fact, to
and I would make a lot of money.be honest, it is quite the opposite, not surprisingly,
Mr Crozier: There are two things worthand most people are now building barriers to make
remembering. We have a huge fixed cost-base,sure that does not happen. I think we are very much

atypical in a sense, and, again, just to repeat it so we because no matter how much business we lose we
are clear, we are not anti-competition at all. In many still have to deliver to every house every day. A
ways it is helping us to drive through a lot of the certain amount of work goes with that no matter
changes in attitude, culture and behaviour and what the size of the company. The second thing is,
things that we need to take our business on as long unlike other utilities, we are very dependent onGDP
as it is done in a level way, and that is what concerns for growth or non-growth, we are a barometer of the
us. We are way in front. economy, because people cut back when things are

tough, they spend more when things are not. We are
not a copper wire, or a pipeline, or anything, we areQ43Miss Kirkbride: I suppose the reason why there
people, so again it is a fundamental diVerence on ouris regulation of what you do is because of the final
business from some of the other ones that perhapsmile. It is because it actually is not that easy to
regulation is more used to working with.replicate all these postmen running round the

country in their little vans going down country lanes,
etcetera. You said earlier that you thought that an

Q44Miss Kirkbride:Basically your picture would bealternative delivery service would emerge in the big
that if you could price competitively with yourcities. I wonder if you could explain to me what kind
business mail then you would be happy toof business that is, because I do not really
compromise on the USO social mail, but on bulkunderstand your business but it would seem to me
business mailing, if you could . . .that a lot of the stuV that is going to be taken away
Mr Crozier:Wehave to be able to price and competefrom you is Nat West banking or O2’s account, and
on the business side because that is the only bit thatthey could live anywhere. They could live on the Isle
would be competitive, and part of bringing thoseof Skye or they could live in Bromsgrove or they
prices down or holding those prices will be the needcould live anywhere. Therefore setting up a city
for social mail stamp prices to go up a little bit,delivery service is not going to help that. What kind
because clearly you have to balance between the two,of business would make it worthwhile people setting
and that is—we are back to where we started earlierup a cherry-picked delivery service for the final mile?
today—the basic cross-subsidy that exists, as it doesWho are they?
in every original monopoly.Mr Crozier: There are two ways in which they might

do that, they could do a mix of the two as well. They
are not necessarily mutually exclusive. The simplest

Q45 Mr Weir:We have touched on price and priceway is to set up a city delivery, just pick the major
controls to some extent. Obviously you are notcities and to take all of O2’s mail—to use the
happywith what Postcommare proposing, but whatexample you gave, or whoever it might be—and to
alternatives to Postcomm’s price control proposalsdeliver themselves, to collect, ship and deliver all the
have you investigated?mail in those cities, to then take the mail that goes to
Mr Crozier: The most basic thing that needs to beall those other customers and metaphorically put it
right is that prices need to be cost reflective. Anyin the post box so that we are delivering all the
customer has the right to expect that the price thatunprofitable stuV and they are delivering the
they pay bears some resemblance to the cost ofprofitable stuV. The second way they can do it is that
providing the service that they are buying. It cannota lot of the bigger customers are less interested in
be right that people currently pay 30 pence for aspeed (i.e. the next day) and more interested in
service that costs 35 pence, and the true economicreliability, and so the way that they could also

provide the final mile in all the other areas is to do a cost is probably 45 pence, so clearly there is a
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diVerence there. Our proposals are very clear that by stamp. Let us be very clear. We are talking about a
39p stamp in four years time of which the economic2009-2010 we would like to see a first-class stamp

price of 39 pence. price of delivery will be 45 pence.

Q50 Chairman: I understand that. You are gettingQ46 Chairman: How much?
away from the point. The point I am trying to get toMr Crozier: Thirty-nine pence by 2009-2010.
is to this. You are talking about lower costs forMr Leighton: Four years’ time.
businesses based on large-scale bulk mailing, theMr Crozier: Which is still well below the true
mail sorts and such like. You also made the pointeconomic cost of 45 pence and would still make us
earlier thatmost of your customers, less than two perpretty much the cheapest country in Europe by quite
cent, can do this mail sort because of the volumessomeway.Our view is that if we do that sensibly over
required. Following the logic of that, most smalla period of time with rebalancing, that has got to be
businesses do not use mail sort so the costs to thembetter than the USO hitting some real problems and
are about to increase. Is that not the case?then needing an enormous fix further down the line.
Mr Leighton: On the assumption that if you put the
price of the stamp up, that is an increase, yes.

Q47 Chairman: You mentioned earlier the concept
of zonal pricing between rural and urban areas. I Q51 Chairman:Yes. They are going to increase, but
understand what you are saying about social mail, if you are only reducing costs to businesses for the
but there are businesses in rural areas as well. You large scale, there will be a disproportionately high
are citing the Swedish example, which sounds to me cost for smaller businesses?
very much like you perceive that the cost of Mr Smith: That is not quite true, because what you
delivering in rural areas... You already say in your will see also is that we are proposing to increase the
submission that there is a much higher cost for discounts for people who use meter products or pre-
delivering in rural areas than there is in urban areas. paid postage products as opposed to stamps, asmost
Is the subtext to this that delivery in rural areas is small businesses do. They use meter mail and PPI.
going to be more expensive to the customer than Mr Leighton: If the price of a stamp goes up, does it
delivery in urban areas once we have liberalisation? mean that people are paying more? Yes, it does.
However you want to dress it up, that is the subtext
that seems to be coming through here. You will have Q52 Anne MoVat: Not much more, because it was
a Universal Service Obligation at point X but you the price of the stamps.What about the second-class
will be under-cutting that, at least for business stamp, andwill you be able to link the price increases
customers, within urban areas so that the Universal to improving the quality of service or is it just to keep
Service Obligation will, if you like, become the a level playing field?
maximum price which will be paid by rural areas Mr Crozier: With second-class we have got to 29
whereas a much lower price or substantially lower pence in the same time period, which is not much.
price will be paid in urban areas? The quality of service: we are now producing our
Mr Smith: The thing to remember is that it is the best quality of service results literally in our history.
posting customer that pays. So someone posting, a We are currently up to about 94 per cent next day
business posting to a rural area will pay more than a delivery for first-class mail. We have never been at
business posting to an urban area. those levels before. The great thing from our point

of view is that we have now been consistently
delivering on target first-class mail for about 15Q48 Chairman:You talk about businesses—I find it
months, andwe really have built on that base. I thinkdiYcult to get my head round this—you talk about
that is because people rightly assumed in some waysmail sort, you talk about business mail, are you
that a lot of the changes wemade were about cuttingtalking purely about bulk business postings? It
costs, but they were also designed to improve qualityseems to me the small business is writing out to
of service, and they genuinely have delivered that oncustomers in rural areas, in eVect they are going to
the ground. We are seeing that right across thehave to pay the cost of the social mail because they
country and, clearly, we think there is theare not going to be able to get into this large-scale
opportunity to continue to improve that, because inmail, so the cost to business in rural areas who are
any competitive market your quality of service isdealing with relatively small volumes of mail could
absolutely crucial. Why do people want to stay withincrease quite substantially. Would you agree on
us? It is because we provide a great service. It has gotthat?
to be the number one priority. It has to be.Mr Leighton: I do not know if I agree or not. It is a
Mr Leighton: When you earlier pointed out: whybit complicated.
would we want to maintain the USO as it is, which is
five days and a Saturday, is that as soon as you start

Q49 Chairman: It is not that complicated. taking away from quality of service that is an issue
Mr Leighton:Letme come at it the other way round. for us.We also collect on a Sunday. You can look at
If the point you are trying to make is if you are a the economic costs of delivering on a Saturday and
rural business it is not very good for you, I am not collecting on a Sunday and you have not got a very
sure that is the case. That is the point. It goes back strong case. Actually if you then say, but that is what
to Adam’s point.We have our friends from the press there is today, that is the benchmark and that is what

our competitors have to be up against, we are veryhere and before you know where we are it is a 39p
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much in a position of saying we have got to improve time. That is the number one thing. The second thing
is that the reasonwe did that is that we could not relyservices rather than take them away, and that is

fundamental for us. on just putting the price of stamps up, we have had
to take the costs out of the business, we have had to
become more eYcient, we have had to deliver moreQ53 Sir Robert Smith: In answer to Michael Weir’s
products, we have had to do all the things that aquestion you did not mention obviously that the
normal company would do, and our whole point isrural delivery costs you more, and therefore,
that I wish people would just treat us like a normalalthough you say the poster is the customer, the
company, because that is what is not happening toperson paying the postage, what we have seen with
us. Because we are a monopoly we have to have aparcels in the Islands and the more remote parts of
regulated guardian. Do not believe for one minutethe UK is that you are no longer a customer because
that this is a monopoly talking. No monopoly Ithe complete opening up of the parcels market and
know has done what we have done in the last threecost reflective pricing in those rural and remote areas
years. You will remember we have got 33,000 lessmeant that basically people said, “We will deliver to
people in this organisation. You do not think weyou anywhere in the UK as long as it is not in the
stripped costs out, talk to them. This has beenHighlands or the Islands of Scotland.” The worry
serious stuV.could be that whilst you have a Universal Service
Mr Crozier: Peter, to pick up on your point, we doObligation, if your bulk mailers start to see a real
not want to put prices up. We want to rebalancediVerence in price for reaching those last few
prices. We need to put some up and we need to putcustomers, they start to put a surcharge on to their
some down. So it works both ways. It is not just onecustomers and therefore the universal service
thing. You have to have both sides. That is thedisappears in terms of the recipient of mail in this
problem. We have taken £1.4 billion worth of costscountry.
out of the business, we have parted company withMr Leighton:That is a potential issue, but I think the
33,000 full-time people, 25,000 temporary people,whole thing—. Going back to the USO, the bits that
we have made a massive inroad into the cost base.we can drive, the bits that we can control, we
Even with all those one-oVs during the renewal plan,fundamentally believe that we have to keep it in
we ran at 2.2 per cent eYciency above inflation andplace as it is, and, as I say, both Adam and I over a
wage inflation and all those things. The idea that youperiod of time, it is the heart of what we do. TheUSP
can sustain that every year and actually put it up toof the Royal Mail is the USO, every day, the same
three per cent, we believe is not doable.We think oneprice everywhere, and certainly while we are around
and a half per cent net improvement is going to bethat will be the case.
going some to do that, and again we are trying toMr Bone: I am beginning to think that I am listening
push ourselves incredibly hard, as we have doneto a monopoly industry here, or a nationalised
already, but also be realistic, because again, if youindustry, defending greatly the need to stick the price
assume you are going to get something which youof stamps up and forgetting to look at the eYciencies
are never going to get, then all the risk is on theof delivery. You talk about putting stamp prices up
business, all the risk is on the USO and you have toover the next few years, but you could also be
get the balance right. So we are far from amonopolylooking at reducing the costs of your delivery and
sitting here being smug, actually we have done anbeing more eYcient and helping the consumer in
incredible amount to sort out this business, but let usthat way, or have I got that wrong?
be clear. The danger is you get to the end of theMr Hoyle: You mean scrap their own deliveries?
three-year plan and everyone thinks it is done. We
have got some huge challenges. We have got a £4Q54 Mr Bone: No, I am suggesting that the quality billion pension deficit we have to fix, which isof service would be a more eYcient way of doing it, historical, we need £2.2 billion to modernise thewhich is what other businesses have to do? business and the only way we are going to drive thatMr Leighton: Can I answer your question by asking eYciency is if we invest that capital sum inone specific? automating our processes. You cannot have the
eYciency without putting some investment into the

Q55MrBone:You are looking for one and a half per company. It is very important we accept those
cent service and eYciency, Postcomm is looking for challenges are still there. They have not magically
three per cent. gone away.
Mr Leighton: Let us come to Peter’s first question,
and you are right to raise the point, and we are a

Q56MissKirkbride: I just want to finish oV the pointmonopoly, but let us just position ourselves where
about the business service and how you would likewe have come from.The reason the business survives
that to be the unregulated bit, without the pricetoday and is in a reasonably good case is not because
control on it. I suppose the comparison Postcommwe acted like a monopoly, it is because we drove the
might be making is BT where the copper wire is therevenue up and took the costs down huge amounts.
end of the line and your copper wires are yourWe did not ask for a penny from anyone, we
postman, etc; they are not that easily replaceable, itgenerated reasonable levels of profit, generated a
cannot be done overnight, and you have got aload of cash, got no debt, moved everything around,
monopolistic position on that. So what is yourchanged the whole thing around. We have not acted
answer? If you do not have price control on some oflike a monopoly. Our performance in the last three

years will stack up to any company in Britain at any your service provider business then why should you
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not abuse your monopolistic position by increasing Bank of England because they have not got that
much), that is where you are. It is such a big hole thatthe price in a disadvantageous way, thereby

preventing competition?What is the answer to that? it has got to be dealt with in some way, shape or
form. If we could do it out of our own resources weMr Leighton: The simple answer is we would lose

business. would try and do it, because that is the way we have
always done it, but the scale of the cash amount is
just too big.Q57 Miss Kirkbride: Not in the short term.

Mr Leighton:We would. We could lose it now. We
Q61 Roger Berry: I agree. Let us be blunt about this:are exactly the same as everybody else; if you did not
the pension deficit is, to a substantial extent, theneed to price up in any business you would not price
result of decisions of government in previous years,up; in fact, you would always try and price down
decades. Is what you have just said that you thinkbecause you get more business that way round. The
there is a responsibility therefore on government, orfact of the matter is that if we priced up, if we used
not? I think you are implying that but you are beingthat in business, then I can guarantee we will lose a
a bit coy in saying it.bucket-load of market share. That is the answer. It
Mr Leighton: I think we have always taken it thatis as simple as that.
anything that has happened in the last three years we
will take the good and the bad, and take it on theQ58 Roger Berry: Can we turn to the £4 billion
chin—that is the way we have done it—but this ispension deficit?
such a big diVerence and it has such a big impact, notMr Leighton: Do we have to?
just on the balance sheet, as you say, which therefore
looks negative and gives you problems, but it is theQ59 Roger Berry: Yes, please, because (a), as you amount of cash you have to pay. You have torightly point out, it makes you technically insolvent, generate that cash to pay it out of the business. Webut (b) you identify the solution as being (to use your have gone from, really, putting no cash into thephrase) “creating the right pricing framework”, pension deficit three years ago to paying £400 orwhich basically does mean, does it not, that £500 million of cash going forward, and that is justconsumers will have to pay more for their postage? too big a thing for us to take on when we have gotI understand that. My question is: have you looked all this other stuV going on as well. In the end youat alternative ways of dealing with the £4 billion would go pear-shaped.pension deficit other than through charging

customers more?
Q62 Roger Berry: Am I being unbelievably dim orMr Crozier: We currently pay £400 million a year
have you not answered my question?into the pension fund, about £140-150 million of
Mr Leighton: I could not comment on whether youwhich is historical deficit.With the change to FRS17
are dim or not, Roger, and neither would I want tothat payment will go up next year to about £800
be drawn on it!million, with somewhere between £400-500 million a

year of that being historical pension deficit. So it is
Q63 Roger Berry: Given the second part of mythe historical part that is a real issue. Clearly, we can
question, is that a yes or a no?look at lots of ideas as to how we might look at that
Mr Leighton: I think it is an unanswerable question.liability going forward, but what that does not do is

sort out the historical part of it. That is the real nub
Q64 Roger Berry: If I were you I know what I wouldof the issue—for the regulator as well, in fairness.
be arguing.Again, just to be clear, the prices that wementioned,
Mr Leighton:What would you be arguing?including the 39p, take that pension issue into

account, so it is not “add more money on top of
Q65 Roger Berry: I am asking the questions!that”; that is what we are proposing as the 39p in
Mr Leighton:You might have an argument we have2009–10.
not thought of.

Q60 Roger Berry: So the answer—it was a yes or no
Q66 Roger Berry: The number of times you haveanswer, really—is you think there is no alternative,
referred to the “historical deficit” and the number ofbasically.
times you have referred to £4 billion and the numberMr Leighton: I think it is very diYcult just because
of times you have pointed out that is why you areof the size and the scale. Remember, on the deficit we
technically insolvent—why are you not saying whathave been paying in £140 million cash. This is cash
I would expect someone in your position to saygenerated, we have not gone and got anybody for
about that historical deficit?this; we had to generate the cash to put it in there.
Mr Leighton: I think we have always been the same.Going forward, that number could be £400 or £500
What we have been saying, consistently—million cash, just for the deficit. So our pension cash

payments that come straight out of the business were
£400 million and are going to be £800 million, of Q67 Roger Berry: It is not in the submission and you

have not said it this morning. Third time lucky.which £400 or £500 million is the deficit. There is no
way that in a business like ours you can generate Mr Leighton: There is an issue, and the issue has to

be resolved. How the issue gets resolved is for debatesuYcient cash to be able to do that unless you deal
with that deficit. Short of robbing a bank and because, first of all, it is a big sum of money and we

cannot get away from that. Secondly, there are aprobably the Bank of England (probably not the
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number of ways that it could be approached, that had a huge eVect. It had a huge eVect because
the business performed, everybody knew what theyincluding not doing anything about it at all, but all

we can do, in terms of the regulatory bit we are needed to do and for once people got what they were
supposed to get. It was over £1,000, and to ourtalking about, is say: “Look, this is the impact of

that deficit on our numbers going forward and people that is a lot of money and they did some great
things with it. That is really what it is all about.unless in some way, shape or form that gets picked

up then it gives us a problem”. Therefore, we have been consistent from day one
and we have said we want to be able to build on that.
At some stage would I like to give our people someQ68Chairman: I think I ambeing dimnow, actually.
shares in this business? Yes, I would. I think it isWhen were the pension holidays taken?
fundamentally the right thing to do; I think ourMr Smith: The pension fund was in surplus until
people actually believe it is the right thing to do,2001, and in fact it was 105 per cent funded, which
which is the most important thing as far as I ammeans the company could not put any more money
concerned. Our recommendation is we should find ainto it. So it was the 13 years prior to 2001 when the
way of doing it. There are many ways of doing it, wepension fund was, I believe, in surplus for the
think it should be done and we think it is the rightwhole period.
thing to do.

Q69 Roger Berry: It seems that figure came from
you, Chairman, rather than fromAllan, but there we Q74MrHoyle: Let us press you a little more on that
go, he is being very coy on this one. It is most because I think it is interesting. People would say
unusual, but there we go. everybody has got a stake in the business because it
Mr Leighton: Sometimes you have to be coy about is owned by the people of this country, so our people
things, Roger. have already got a shareholding. In fact you can

actually use profit-sharing to give people the belief in
Chairman: So that deficit has come since 2001? the company they are working for and they also get

it direct without: “Who has got shares, who has
not?” because people come and go out of a business.Q70 Sir Robert Smith:But not in the last three years?
So would you allow the trading of shares or would itMr Leighton: No, it has been building.
be on the stock market or would they have no valueMr Smith: The pension fund was, I believe, under-
whatsoever? There is a great danger—and we havefunded in 2002.
seen this with Rover, where employees were given a
share that was worthless; it was a junk bond. I amQ71 Roger Berry: Can I say, in all seriousness, and
not suggesting you are oVering junk bonds but thereI was not being flippant in trying to press the issue,
is a danger; if you cannot trade it what is its value ifI would dearly like to see some figures on how we
somebody leaves? It is all a bit of mystery and smokearrive at the current position of £4 billion.
andmirrors, if we are not careful. I am sure youmustMr Leighton:We can do that.
have a better explanation.Roger Berry: I think that would be incredibly helpful
Mr Leighton: It is none of those things. It is veryin terms of what it is reasonable for Royal Mail to
straightforward. First of all, it cannot be traded ondo, and to explore the alternatives.
the stock market because it is not a publicly quotedChairman: I think we will move on to a less
company. There are all sorts of diVerent ways: youcontentious area now: the ownership of the Royal
can create a trust, the shares can be bought by theMail group.
trust, the trust can issue the shares to our people, our
people can trade the shares within the trust, the trustQ72Mr Hoyle: Obviously, we would not expect too
never sells the shares and the trust pays a dividend.many problems with this, but there is a diYculty:
So this is very easy to do; it is not all complicated andwhat is going on?We read in the press that theremay
our people would understand it and actually thebe shares given to employees andwe read in the press
general consensus around the business is that peoplethat there may be a sell-oV. What is the situation?
want to do that. That is a very diVerent way. WeMr Leighton:What does it say in Voice? You have
have moved our people’s pay up—the basic pay wasVoice there.
very poor and we have done a lot on that fromwhere
we started out becausewe always thought our peopleQ73 Mr Hoyle: I can read it if you want me to, but
were underpaid—and we have simplified the bonusI think you will have read this already.
scheme, and this would be a way in which the peopleMr Leighton: The way we have always thought
shared in the success of the company. So it wasabout the business is in chunks. After three years of
always going to be a matter of debate, depending onrenewal we are now thinking about the next three
whether you think it is right or wrong, but clearly theyears. The thing we have always been consistent in is
view of the business is that this is the right thing tothat from day one we have always felt that our
do and we should do it.people should have more of a share in the company.

We have always said that because we think that the
more our people are involved, basically, you get a Q75Mr Hoyle: So rather than setting up a trust and

deciding whether you give shares—do you take thembetter performance and that has turned out to be the
case.We have put in Share in Success, everybody got back oV them when they retire? Or once somebody

leaves the company? How long do you have to betheir one share and the net eVect of that is we paid
out £200-oddmillion as a dividend to our people and there—so long before you get shares? It seems a very,
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very complicated system when surely, surely, the Q81 Roger Berry: No financial advantage
quickest way and the cheapest way to ensure they get whatsoever?
a fair dividend is actually to have profit sharing so Mr Leighton: The reason that would drive it is: if
you give it automatically and people understand your people are involved in owning the company
where it is coming from. Everybody reads this in the and have shares in the organisation does that drive
press but what discussion has taken place with the the profitability of the organisation? Absolutely,
shareholder for this agreement? 1,000 per cent, I think it would make a huge
Mr Leighton:Let us go back towherewe started out. diVerence, and I think Share in Success absolutely
We have been very consistent from day one in demonstrated that.
saying: “This is what we want to do”. I am very
consistent in saying to you, as I say to everybody

Q82 Roger Berry: So coming back to Lindsay’selse: “This is what I think we should do for our
original point, I absolutely understand the argumentcompany.” More importantly, if I ask the people in
you are making. Therefore, why employeethe company they say: “That is what we should do;
ownership rather than profit-sharing?we would all like to be part of it.” So the only
Mr Leighton: Because in our judgment and in thediscussions that have taken place with anybody,
work that you look at, in terms of organisations,whoever I get a chance to talk to, whichever the
when you get to that stage, ie it is a share, then thatstakeholder, from Postcomm through to the DTI
has a more motivating eVect. Roger, you have to sayare, consistently: “This is what I think we should do.

This is what I would like us to do.” the other way round is that if we did not think that
was the case then we would not be suggesting that
that was the way to do it. I genuinely believe that.Q76 Mr Hoyle: There is only one stakeholder; there
From all the evidence in all the organisations I haveis only one shareholder. I think we have got to be
worked in that has been the case, and certainlyShareclear and we have got to get it on the record,
in Success was a great example of that.Chairman. Has the stakeholder had discussions

about this and has an agreement come through?
Mr Leighton: There has been no agreement with the

Q83 Roger Berry: I would be interested to see thestakeholder.
evidence that you cite, because I know of evidenceChairman: There are lots of stakeholders.
that was addressed that employee share-ownership
is not preferable to profit-sharing in terms ofQ77 Mr Hoyle: There is only one shareholder. motivation of employees. I would be delighted toMr Leighton: The shareholder has not agreed to
know what evidence you have got for that, becausedo this.
clearly you are saying this is not just a guess, this is
actually based on hard research, and I would very

Q78 Mr Hoyle: But discussions are taking place? much like to know what research you are referring
Mr Leighton: Of course discussions take place. I to.
think the DTI have always said, and I think Alan

Mr Leighton: We can give you that with pleasure,Johnson got up in Parliament and said that this is
Roger.something that he would be interested in, and he was
Mr Crozier: Can I come in here, because I do notvery categoric and on the record in saying that.
want to lose the thought? Again, the danger is one
looks at each little piece in isolation. The start pointQ79 Mr Hoyle: This is critical: if the shares were
for this is the one you have rightly identified, whichoVered to people within Royal Mail, would the
is that the trading performance now is very good butnumber of shares be equal betweenwherever you are
we have got some historical issues there—thein the company, if it was envisaged to go ahead?
negative balance sheet. So there are actually threeAlso, would these shares be used to reduce pension
conversations that kind of go on, in terms of whatrights and the pension funds, and have you had
needs to be pursued. One is how do we fund thediscussions and talks to envisage a way of reducing
pension deficit, because that lies at the heart of a lotthat pension fund?
of this. The second question that lies there is how doMr Leighton:The answer to your question is that the
we fund the modernisation of the business, and thenumber one thing is they would be done equally,
third is how do we engage with our people for thembecause I think that is the way to do it—that is the
to want to make this modernisation happen? Just toway we did it on Share in Success; everybody gets the
go back, what we did was get much smarter at whatsame, it does not matter who you are; that is
we already did. The next stage is aboutfundamental to this. Secondly, there is no linkage at
fundamentally changing what we do. It really isall between this and anything that might happen in
about automating the pipeline and a lot of capitalterms of the pension deficit, pension schemes or any
investment, and that is going to require a hugeother part of the business. It is a completely
amount of change from our people and they need todiVerent thing.
be fully engaged in that level of change. That is why
we believe this is the right route to go. Clearly we canQ80 Roger Berry: So employee ownership would
provide the evidence, but it is just important to joinneither directly nor indirectly generate revenue for
up with all the other bits because they all workRoyal Mail?
together; you cannot just fix one piece. For instance,Mr Leighton:Wewould absolutely directly generate

revenue for Royal Mail. if you do not figure out how to sort the pension
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deficit and how to fund the modernisation, what that I could transparently see which service
provider, yourselves or other licensed providers, isexactly are you going to give people a share in? So

they are all linked. actually right for me?
Mr Crozier: It is a good question actually. If you
take some of the learning from Sweden earlier, whenQ84 Mr Hoyle: What percentage, because it is
it was first introduced, you had literally hundreds ofabsolutely critical, are you envisaging? Fifty per
companies diving in and providing mail services andcent? Twenty per cent? One hundred per cent?
the vast majority of those companies disappearedMr Leighton:We think we should start with 20 per
very quickly. I have no doubt a lot of customers werecent.
hurt in the meantime. We have been very clear with
Postcomm that we would like to see everyoneQ85 Mr Hoyle: So you start with 20 per cent. That
operate under the same rules and regulations. So, foris the ownership. Am I right to think that you have
instance, we check all our employees’ records inbeen using Morgan Stanley, and they have been
terms of criminal records and all sorts of other thingsdoing some reports for you? Has that been part of
to make sure that we have got that integrity there.what could be capitalised on other shares if they
We provide independently done quality-of-servicewere to come to themarket?What have they actually
research that tells all our customers how well or notbeen advising you on? Has it been part of this
we are doing on their behalf. As it currently stands,shareholding for employees or is it whether to advise
none of our competitors publish any quality-of-you to then say to the Government: “We have an
service data. So we would like to see everyoneownership here by the people within it but we do
operate under the same set of rules, so that peoplebelieve that you have got a problem with the deficit
genuinely can make a comparison. Clearly, we sayin your pension fund”? Are you then going to
that because we think we are bloody good; we thinkconsider a further percentage to be opened on to
we provide a really good quality of service and wethe market?
think that should be one of the things that customersMr Leighton: Just so that we are very, very clear: the
are really interested in. As always, it is very easy toonly thing we are proposing is that we have three
say: “I will deliver you this” and then not do it,things to fix: the pension deficit, capital into the
whereas ours is all independently researched, and Ibusiness and we think we should give our people a
think that is the way everyone should be.share, in some way, shape or form... that is all we are

interested in. That sees us through the next three or
Q89 Mr Bone: That is clearly a yes to that. Whofour years, which for us is the next three or four years
should draw this up? Should it be some independentof our horizon. The shareholder has already made it
body? Does it happen on the continent?very clear that the shareholders will not entertain
Mr Crozier: In fairness, Postcomm are drawing up aprivatisation of the company. That is the context of
sort of code of conduct, if you like. It does not coverit. Any advice we get from any advisers is in that
quality of service, interestingly, as far as I am aware;piece of context.
it is more around the way that the business is done.
I think quality of service is actually pretty crucial toQ86 Mr Hoyle: So they are advising you on
just about any company and certainly we haveemployee shareholding and nothing else?
always published that. It has always beenMr Leighton: They could be advising us on the
independent, we will continue to do it and we wouldbalance sheet and all sorts of diVerent things. I do
like to see other people do the same.not want to go into the technicalities, but are they

advising us on full scale privatisation—you know
they are not. Q90 Mr Bone: Does it happen in the EU at the

moment?
Mr Crozier: I do not think it does. I am not sure.Q87 Mr Hoyle: Therefore, which Roger and I have
There are not really any direct comparisons, to bebeen chasing, if you give the shares (and I
honest, but I do not think it does.understand that that is what you wish to do and that

is what is in discussion at the moment) how do you
get round the deficit within the pension fund, if you Q91 Mr Bone: Is this because we are moving into
are not getting a value on the shares, and everything uncharted waters?
else? That is not being addressed, is it, through any Mr Crozier: We are ahead of the game, so it is
of this? diYcult to find out.
Mr Leighton: It goes back to Adam’s point (and, for Mr Leighton: None of the national players have to
once, I am not being evasive): the three bits are really set out quarterly their quality-of service data.
quite important. You have to do, in our view, all Mr Crozier: If you take Germany, their first-class
three. This is a hat trick. You cannot have any one target for the next day is 80 per cent; ours is 93 per
of them; any one of themdoes not give youwhat you cent. So it is a very diVerent regulatory regime. They
need. It is a joined-up business with a joined-up issue do not have compensation payments like we have.
that needs those three things being dealt with. When Alex talked earlier on about our operational

window being shorter, there are all sorts of other
things that are diVerent, too. We have got tougherQ88Mr Bone: If I was, as I was in the past, deciding

who to use as a postal provider and we have got full quality of service targets, we have got compensation
and all sorts of other things, so the regime is veryliberalisation, do you think there would be some

reliable measurement of the service management so diVerent.
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Mr Bone: I want to give you an example, and this is on the regulatory set-up that is concluded sometime
not flippant but it is one of the problems that a in the next two or three months and it also partly
business would have. During the General Election depends on how we look at these funding issues that
we employed some sort of Mailsort and my election we have just discussed around the pension deficit
address went out in Sherwood, and Iwent down very and around the money to modernise. It partly
well in Sherwood, but I was standing in depends on our ability to engage with our people. So
Wellingborough. The election address eventually the road takes you back to: as long as we have a
finished up in Wellingborough the day after the reasonably level playing field and we can tackle the
election. Now, I am not sure whose fault that was. If things that need to be tackled, then yes. I know that
you take that into a business, you have got to have is a qualified answer but it needs to be a qualified
clarity so you can decide: “It is the fault of the Royal answer.
Mail because, actually, they are very poor at doing
this” or “It is actually the fault of—

Q94 Judy Mallaber: Setting those aside, because IMr Hoyle: The agent!
think we have explored those quite fully, willChairman: That certainly would not be true.
previously state-owned national operators
elsewhere in the EU still have advantages overRoyalQ92 Mr Bone: It certainly was not the fault of the Mail after January 2006? If so, what are thoseagent then. That was subcontracted to Central
advantages?OYce.
Mr Crozier:Theywill have huge advantages becauseMr Crozier: Clearly, I cannot comment on the
the modernisation that we are talking aboutspecific issue but I am very happy to go away and
embarking on they did without any competition andlook at that. We have independent, incredibly
over a 10-15 year period. So they have already donedetailed quality of service analysis, and the other
what we have not even started, so clearly there is aninteresting thing about this, if you just move away
advantage there. There is also the advantage thatfromfirst class and second class, is that we are hitting
there is therefore no risk for them. We have got topretty much all of our business targets, but the truth
cope with competition while we seamlessly transferis more and more we will move away from that
from one kind of operation to another.because if I am a major customer, actually I am not
Operationally, that is a very diYcult thing to do.very interested in the fact that Mailsort 3 is at 99.6
They do not start with any costs or prices that areper cent nationally; what I care about is what is it on
misaligned, they just come in and they charge whatmy mail. More and more quality of service will
they want to charge. They do not start with anybecome part of an individual contract, where I will
problems around creating new products; they can dodeal with you, customer X, and these national
it overnight, we might take 12 months withthings—other than for things like first class and
Postcomm. So their ability to be agile and competesecond class—will go because everybody wants a
from day one is far greater than ours, so, yes,diVerent kind of delivery. If I am running a call
absolutely, they have advantages, not least of whichcentre and I am trying to generate response for that
is they aremaking enormous profits somewhere else.call centre, actually the worst thing we can do for

them is deliver all their mail the next day because Mr Leighton: This will be an unregulated business
they could not cope with all the telephone calls. for them. So you go and attack everybody else’s
Actually they might want 10 per cent of it delivered markets and you try and create big business in
every day for ten days. So, more and more, what everybody else’s markets because they are not
people want is a tailored service, and that is part of regulated. That is where you make your money.
our problemwith all the regulatory set-up as it is.We
find it almost impossible to treat customers as

Q95 Judy Mallaber: This comes back to yourindividuals, and actually what does everyone want
original pleas for all the flexibility that you arenow—they want to be treated like an individual
seeking.customer; they do not want to be given the same as
Mr Leighton:Absolutely. I always feel as if we comeeveryone else. So we are kind of fighting against a
away sounding as if we are a bunch ofwimps, but thenatural way of working, but which customers do not
big deal is it goes to the same old thing, which is thatwant. They are quite happy if the improvements

come from us rather than from other people. potentially we could still have a very strong Royal
Mail in a very competitive environment. That is
what we could play with here. It gives us theQ93 Judy Mallaber: The Government has
opportunity to go and attack a few people on theircommitted itself to not privatising RoyalMail. How
back doorsteps in the same way, but the only pointconfident are you that Royal Mail can stay as a
I think we are trying to make to you—and it does gopublic sector organisation and still compete against
back to the same three things—is that there is theprivate sector competition when the postal market is
pension deficit, there is where is the capital comingfully liberalised?
from and what can we do for our people. They areMr Crozier: First of all, technically, we are a stand-
the only three core issues, and if we get any one ofalone plc that happens to be 100 per cent owned by
those three wrong or all three of them wrong then itone shareholder (just to be technical for a second).
is going to be pretty bloody diYcult.Can we compete in a competitive market? Yes, if
Mr Crozier: And the regulation, secondly, is thegiven a reasonable run at it. We have absolute

confidence in our company’s ability but it depends absolutely pivotal part of that.
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Q96 Miss Kirkbride: I am bemused by so much of Mr Leighton: Absolutely. Under the umbrella of
Royal Mail we try and look after all the businesseswhat you have said today because it seems tome that

certainly one of the answers to all of your three and make sure that they are all aligned.
Mr Crozier:Do not forget, some 40 per cent or so ofproblems would be privatisation. Therefore, I

wonder if you could tell us, in your discussions with their business derives from the Royal Mail, so the
two businesses are absolutely, inextricably linked.theMinister, why it is that he has set his face somuch

against it? After all, we have a Government which is
prepared to privatise air traYc control and other Q101 Sir Robert Smith:You still have not said what
things, so what is the big deal about the Post OYce? your vision is for this pension deficit to be solved.
Mr Leighton: You will have to talk to the Minister. Mr Leighton: It is very straightforward: somebody
The other thing which I have to say (forget about the has to put in the money, it has to be paid over a
Minister) is that actually the only thing on which I longer period of time than the 12 years, which is
have ever been on the record in relation to what is in there today, or there is some partial way
privatisation is saying that we should not privatise it. of taking the pension deficit down. The only way it

gets solved is in some way the cash has to come from
somewhere. That is the reality of it. I think that isQ97 Chairman: Should not?
what is exercising people’s mind, and people areMr Leighton: Should not. looking at what is the best way to try and solve this
in some way, shape or form, because it is the one
thing that is pivotal to everything.Q98 Miss Kirkbride:Why not?

Mr Leighton:My sense is this is a commercial entity.
Everybody keeps thinking it is a public service, it is Q102 Sir Robert Smith: If you have got your £2
not; it is a commercial entity that provides a public billion and your £4 billion and everything else,
service and only if it is a commercial entity can it basically the only lever left is the regulator getting
provide the public service without the taxpayer the playing field right for you to be a viable,
picking up a load of costs for it. So the idea of the commercial business.
way in which it was set up was actually quite a clever Mr Leighton: Absolutely. To go Roger’s point
idea; the problem is the execution all fell to bits, as is regarding the pensions deficit, you can either put the
always the case. My view is that if you have got an prices up to such an extent it covers the pension
entity, which this is, which is primarily a commercial deficit—well, that will be death for everybody, so
entity but provides a public service, of which there that is not really an entity—or somebody puts the
are two chunks—the USO and the rural network— cash in. It is as simple as that.
which are the things that are supported by the
commercial entity that we have got here, this Q103MrHoyle: It is a knock onNumber 11 for you.
business is not in a state where it could be privatised Mr Leighton: Lindsay, you are closer to that than
anyway, and, secondly, I am not sure that that is me. If you could knock on the door for us it might
naturally the next step. I think the big opportunity be very helpful!
of the next launching pad of the business is to get it
to a real commercial entity that provides a public Q104 Mr Weir:We have heard a lot this afternoon
service that does it extremely well. Therefore, it of pleas to be treated as an ordinary business, but
might well be a role model for how these businesses, there are some advantages over your competitors
these great national enterprises, should work going which are currently protected by the regulator and
forward. I still think that you can get all the benefits the Government, such as VAT exemption and the
of privatisation without going the whole hog and Postcode Address File. Do you believe that you
that is why I think it is really important that you get should be allowed to have these advantages after full
your people to take a share of ownership in that, in liberalisation and why?
some way, shape or form. Mr Leighton:Wehad this conversation thismorning

and I am just relieved to have any advantage. I will
hang on to any advantage as long as we possibly can,Q99 Miss Kirkbride: You could raise capital.
because in the end we will have all our advantagesMr Leighton:We could raise capital if we wanted to
taken away and, to a degree, over time perhaps allanyway, provided we have got a balance sheet which
the advantages get taken away but our problem is:is fine, no debt and great assets.
let us not take them all away at once. Actually, let usMr Crozier: That leads straight back to the need to
not make it disadvantaged. The VAT thing is verysort out the pension deficit, because clearly you
interesting because it is not quite all that it seemscannot go and raise capital while you have got a
because if you are a business and you charge VATnegative balance sheet.
you can claimVATback. It is not exactly as it seems.Mr Leighton: It is part of our debt.
There are one or two customers who you know do
not pay any VAT so there is an issue on the back of

Q100 Chairman: You just mentioned the rural that. In themix of stuV, do I expect a situation (if you
network there. We have had evidence from the take a 5 or 10 year view) where all this will get
National Federation of Sub-postmasters expressing dissipated in some way, shape or form? Answer:
concern that if this all goes wrong there could be probably. However, the issue for us is everybody
implications for the Post OYce network. That is a wants to do everything to us all at once, and that is

the only thing that we object to. To be honest, wefair concern.
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would not be doing our job if we were not coming that is not just people sitting back and saying “Let’s
raise the prices”. I think our track record shows thatand saying: “Look, can you help us out a bit on a few
we have done that.things because everything is not perfect?” This

business was -6 out of 10. Today it is!2. So we have
come a long way. Hang on a minute, we are at!2 Q108 Mr Hoyle: Just taking you back to what you
against 10 but our margins are not anywhere near were saying about VAT, you are absolutely correct
our competitors’, our regulated business is 90 per that it does not matter to businesses; okay they have
cent of what we do, we are under pressure on a lot of to fill in an in-and-out form to the VAT but it does
fronts and we have got the volumes going down oV not cost them anything; they pay it out and they
the back of it. We are not saying: “Bail us out” but claim it back. The person that will get hit if VAT
we are also saying “Don’t sink the ship just at a time comes in is Auntie Nancy who sends the birthday
when, actually, we might be able to keep ourselves card, the Christmas card—all those people out there
afloat and get ourselves into a reasonable position”. would suddenly have to pay VAT that they could

not claim back. Let us hope that you do not have to
impose VAT because we will hit the customers thatQ105 Mr Bone: I am not entirely sure but are you we are meant to be looking after. Never mind whatsuggesting that it would be good to postpone the they tell you, you hold firm.final stage of post service reform in the UK for some Mr Leighton: You can lead that campaign for us,of the reasons you have mentioned? I just want to Lindsay.

ask you that question first. Mr Hoyle:With pleasure!
Mr Leighton: It is too late. My sense of it is we are
where we are, it is going ahead, let us be real about

Q109 Chairman:Can I conclude by asking one semi-what the situation is. So we have to accept all that
personal question, if I may? I run my constituencyand take that on the chin—that is life—but in the
from the constituency, so the quality of the postalmix of this it just happens to be life at a time when
service to Worcester and Worcestershire matters towe are going to get a bit of regulation that is
me a lot. It has got a lot better recently and muchprobably themost important piece of regulation that
more reliable, so thank you for that. However, whatany national entity has had, actually. When all the
used to drive me absolutely scatty—and the Britishothers went—and Judy mentioned BT—they had a
Chamber of Commerce evidence struck a real chordmuch better balance sheet and a much better profit
with me—was when it used to arrive at totallyposition than we did. I think we are where we are, we
unpredictable times of day. They are making a pleahave got to go with it and it is not going to change
in their evidence, they are saying your quality is notanything oV the back of that.
all you say it is; they are saying your quality has notMr Crozier: It is more important to get the
got as good as you claim because the targets you areregulation right.
setting are, eVectively, not the kind of targets thatMr Leighton: Absolutely. businesses want you to have. Having a target of
getting it there by around lunchtime is not good
enough; businesses need it by 10.30 or 11.00 in theQ106 Mr Bone: Listening to you, I understand the
morning, to cash cheques and so on, and actuallyproblem because you want the freedom that a
what they really need is predictability—it is comingprivatised company would have, you want less
at roughly the same time every day. Do you thinkregulation but also, to a certain extent, it has been
your quality is really all you say it is?decided that you need protection in some regard of
Mr Leighton: I am going to let the CEO answer that.the monopoly for the very peculiar reasons that you
Mr Crozier: Absolutely I do because it isdo have to do this special delivery—if you like, social
independently done. It is the best quality of servicemail. You did say very early on, Adam, and I
on record that the Royal Mail has ever had. Ourremember this and I thought to save this one for the
delivery performance, in terms of getting it there byend, that “competition is not good for everyone.” I
lunchtime is, frankly, better than any other countryhave never thought that; I think competition is good
that I am aware of in Europe. Secondly, forfor everyone, but it is certainly good for the
businesses we do get mail there before 9 o’clock butconsumer, is it not?
the problem we have—Mr Crozier: It depends on which consumer you are.

If, for years, people have been artificially keeping
Q110 Chairman:For businesses you have it there forstamp prices low and to pay for that you keep your
9 o’clock?business prices high then you have got to rebalance
Mr Crozier: By 9 o’clock. We have one issue, whichand, clearly, in the short term if you are a social
is how do we deal with very small businesses. This iscustomer and the price goes up to 39p in 2009-10 you
something we are talking to the Small Businessare paying more.
Federation and others about. With a lot of small
businesses nowadays (and we mean by that they

Q107 Mr Bone: We are going to go round the old receive less than 15 letters a day—just to give you a
argument of whether you can improve eYciency rough cut-oV point) the problem is they are very
rather than just putting the price up. hard to identify because a lot of them are run from
Mr Crozier: To get to keeping it at 39p we have to residential areas—whether they are businesses or
improve by 1.5 per cent plus cover all the wage homes. That is something we are looking into trying

to improve. Even the Small Business Federationinflation and everything else. So that is doing that,
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does not know what is a business and what is a this also been driven by, and connected to, the
pension deficit? Finally, has there been consultationresidential address. Sowe are trying to get inside that
with the staV side or, indeed, with the shareholder?and find a way to improve the service to smaller
Mr Crozier: There is no consultation because therebusinesses. So, for very small ones, I absolutely
is no firm idea around job numbers at all because itaccept we have got to find a way round that. The
depends on a huge number of factors: it depends onconsistency of time of day should have very much
market share and what happens with thesettled down now; I accept that a year ago when we
competition; it depends on the regulatory settlementput all the changes in it wasmoving around a fair bit,
and it depends on how much capital expenditure webut I hope pretty much everywhere has settled down
are allowed to go forward with because that willnow and people should not be seeing that. In relation
determine how much automation we can bring in,to the very small businesses run from homes, we are which determines what the eVects are on jobs.

talking to a number of people about how we can Again, without trying to avoid the question, it
improve that because that does need improving. always goes back to the fact that these things are all

connected, and until we knowwithin the next couple
of months what the settlement is going to be fromQ111Mr Hoyle:What I am interested in, which you
Postcomm, what cap-ex is going to be allowed, andhave not mentioned and I thought you might have
all sorts of other things, we literally will not be abledone, isDeutsche Post and the tie upwithExelwhere
to answer that question. We are very happy tothey have taken them over. There we see somebody
answer it, Chairman, in two or three months’ timewho has not got the same constraints, who has had when we know where we are, but until we know that

a diVerent liberalisation because the market has anything is just pure speculation, because that is all
not been opened up in the same way—great it can be.
advantages—yet they have bought straight into our
market and straight into direct competition. What Q114 Mr Wright: So although we take things we
does it mean and what is it going to do? What is the read in the press with a pinch of salt many times, the
disadvantage? report that was in the Telegraph, I believe, is that
Mr Leighton: First of all, it shows the scale of that according to plans that the Royal Mail has

submitted to Postcomm, the mail regulator, theorganisation. They have paid a huge premium for
management is planning to reduce the workforce bythat.
a further 30,000. So it is pure speculation on their
part, there is not a final figure?

Q112 Mr Hoyle:Way over the top. Mr Crozier: There are lots of diVerent scenarios, but
Mr Leighton: So it demonstrates they are a big scale the final one depends on where we get to on all these
player and they are interested in being in this settlements.
marketplace. Exel is a global business, it gives them

Q115 Mr Wright: There will be consultationa diVerent angle in that it gives them access to the
presumably?retailers—they do a lot of distribution for retailers—
Mr Crozier: Of course there will be. It goes withoutand it is possible that they could use that as a way of
saying that we will have to, through competition,moving mail around the UK.
become more eYcient, and that will absolutely leadMr Crozier: I think the biggest thing—to go back to
to a number of job losses, but the extent of that wewhat Peter said earlier, which is why it is not about
just cannot say until we know where we are.being monopolistic in any sense—is that the rest of

the world is not hanging around while we have all Q116MrWright: Is that also linked to the £4 billion
these conversations; the rest of the world is getting pension deficit—the need to cut costs to try to save
on with it. Therefore, it is a competitive money to put extra resources—
marketplace. We have lost a billion items already to Mr Crozier: Not directly. The need to do that is to
access. This market is opening and opening very, be competitive, because the only way for this
very quickly and we need to have the agility to company to thrive and to have the possibility of
compete in that market. fixing the pension deficit is to be a successful,

commercial organisation, and to be successful
commercially we have to be at least as eYcient, if not

Q113 Mr Wright: You have talked at length about more eYcient, than our competitors, and that is the
the need to increase the price of postage over the next drive behind this.
three or four years to 39p. One of the things you have Chairman: I made a quality of delivery promise to
not mentioned is the fact that there are also plans to you that we would finish at 12.45; we are a minute
shed the workforce by 30,000 over the next four or over already, but I do not think that is too bad. I
five years or so. How much of this is actually being hope you do as well in the future. Gentlemen, thank

you very much indeed.driven by the liberalisation of the market and has



Trade and Industry Committee: Evidence Ev 19

Monday 7 November 2005

Members present:

Peter LuV, in the Chair

Roger Berry Rob Marris
Mr Lindsay Hoyle Mr Mike Weir
Mark Hunter Mr Anthony Wright
Miss Julie Kirkbride

Witnesses:MrPeter Carr,Chairman,MrGregorMcGregor,Chief Executive, andDrRoisinDoherty,Policy
Manager, Postwatch, examined.

Q117 Chairman:Mr Carr, welcome to you and your oVering. Experience from other marketplaces which
have been opened up to full competition shows thatcolleagues. Can I ask you, for the record, to

introduce yourselves to the Committee? there is quite an important role both for the
regulator and the consumer council in giving fairMr Carr: I am Peter Carr, the national Chairman of

Postwatch. On my left is Gregor McGregor, the and independent advice to customers about the new
services and the new operators. Obviously, you haveChief Executive of the organisation, and onmy right

Dr Roisin Doherty, who is our Policy Director. to draw a fairly fine line between appearing to
market on behalf of the new competitors and justChairman: Thank you very much. Mr Marris will

ask our first question. providing honest and open information. As Peter
said, that is why we are now starting, jointly with
Postcomm, in a series of briefings so that customersQ118 Rob Marris: In your submission to us you
can be aware of the benefits that are available totalked about serious barriers to entry into the postal
them.market. Could you tell us briefly what you think

those barriers are and say also just how serious you
Q119 Rob Marris: Would it be fair to characterisethink they are?
the position of Postwatch as being in favour ofMr Carr: I will take the first part of the question and
further liberalisation and more competition?give the overview to Gregor who will tackle the
Mr McGregor: Yes, indeed. I think it might bedetail. The first thing is, I think it is a good point that
worthwhile briefly just to look back at the customeryou are making here, that liberalisation in itself does
experience over the past five years.not equal competition, they are two separate things.

Obviously, the biggest of the barriers, in our view
Q120 Rob Marris: Can we just leave that there. Is itanyway, is Royal Mail itself. It is a very dominant
a yes or no answer?organisation, it is heavily branded, it has currently at
Mr McGregor: It is a yes.least 97% of the market and of course it is

perceptibly, in people’s minds, a very powerful part
Q121 Rob Marris: Many of us perceive theof the country really, of the social fabric. At the
liberalisation and more competition in Directorymoment there is no regulated access regime, and that
Enquiries on the telephones as a complete disaster:of course is absolutely fundamental to the future
higher prices, worse service. Why do you think thatdevelopment of a competitive market. The other is
would not happen in postal services if there wereVAT. This is a very big and important issue, as far
more liberalisation and more competition, both ofas new entrants coming into the market is
which you favour?concerned. Also it is important to note here that the
Mr McGregor: I think you are quoting a very specificletters market is one of very thin margins and
example from one part of the regulatory regime,therefore the room to manoeuvre as between access
which I think the National Audit OYce investigatedprices and the end price to consumers, especially for
and, indeed, I think endorsed those conclusions. It isthe new entrants, is very small indeed. It is a feature
very diVerent, I think, if you are looking at oneof RoyalMail, which is unusual by comparison with
product, the liberalisation of which was not wellthe more successful competitors, that some 75% of
managed by the regulator, and the liberalisation oftheir revenues lies in their letter post, as opposed to
an entire marketplace. We have every confidencethe alternatives of parcels and express, where they
that the regulator is approaching the liberalisation inaremuchmore balanced in the other parts of Europe
a sound and well-managed way and therefore we seeand that is why their average margins are much
the very considerable advantages in the flow-higher than those of Royal Mail. It is an industry
through to customers.where the medium and small customers have not

been very well informed about progress towards
competition and that will become an important part Q122 Mr Hoyle: Just to follow up on that. It is very

interesting, because obviously we hear this greatof our job in the future and also that of the regulator.
Mr McGregor: Just picking up on that last point, word “liberalisation” but we are still waiting for the

utilities to be opened up in Europe. Even thoughobviously customers can only benefit from
competition if they know how to access the they made all the promises, it still has not happened

to this day. I am pleased that you believe themcompetitors and what kinds of products they are
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because I do not think anybody else in this country Q125 Mr Hoyle: If I had to deliver to every postal
address in the country and my competitors did also,would ever believe that it will come, because we are
I think people would judge that as equal and fairtalking about 2009, are we not?
competition.We know that is not the case.We knowMr McGregor: Yes, that is right, that is the current
it is the case that people will take major cities andtimetable.
major conurbations throughout this country and the
rest can whistle. Whether it is the Highlands and

Q123 Mr Hoyle: Let us be honest, under their own Islands of Scotland or the remote farms in Chorley,
timetable they will not meet 2009. I think we have that service will be at a disadvantage unless Royal
got to be quite honest and open that we are three Mail is allowed to make a profit. The competition is
years ahead of them with ours and that it will not a tilted playing-field, whichever way you want to
happen in the rest of Europe in the same way that it look at it, we know it is tilted and it is tilted against
did not happen with the utilities. To move you on to them. What I want to know is how you believe that
another subject, and it is about something which full liberalisation, as it has been suggested, is going
matters to everybody, does it matter whether the to help us?We know, in Sweden and in Finland, that
letters are going to Number 10 Downing Street, a is whipped against the consumer, and that is
remote farm in the Chorley constituency or Lands everybody who accepts the Universal Obligation as
End, they are all equal, because of the Universal it stands at the moment. That is being put at risk.
Service Obligation. That is key in people’s minds; There will be no profit if you take out the profitable
that is what matters. Do you share my concerns that parts, because, as you know, there is cross-subsidy

and nobody is allowing for that.already we are seeing cherry-picking taking place
with business mail and we will see more and more of Mr Carr: Can we comment about Sweden, because

I have to disagree with you there. I believe you werethat because we have opened up the competition
told, in evidence from the company, that Swedenthree years ahead, and the fact is now that the
had lost 25%of itsmarket share. That is not the case.Germans own DHL, Excel, is it, and the Dutch own
They have lost only 8% of their market share andTNT? These are major players in the market which
during the time that this has been a liberalisedhave been given an unfair advantage. What do you
market, which is now, I believe, 11 years. Prices havesee is the future?
gone up in the public tariV sector quite a lot, by someMr Carr: Can I begin by taking up the cherry-
50% over 11 years. Incidentally, 25% of that 50%picking point, because it is a phrase which has been
was due to the Swedish Government’s decision tobandied around, and cream-skimming, I think, is the
deal with the VAT problem and they put 25% VATother one, for all the timewe have been talking about
on post which was not there before, so half of thethe competitive marketplace. I really do not
50% increase in the public tariV volumes comes fromunderstand what it means, other than in its simple
VAT. Over the same period the public tariV prices indefinition. For example, would you say that Tesco,
this country have gone up by over 30%, so by way ofin deciding to sell petrol, were cherry-picking the
comparison the Swedes have not done so badly atmarket of BP, likewise for Sainsbury’s? In other
all. Incidentally, also, the Q of S has improved inwords, anybody coming into a marketplace which is
Sweden, the business markets have become verydominated by monopolies inevitably is bound to
much more competitive, there is virtually nocherry-pick. Is that necessarily to the disadvantage
competition in the public tariV sector and theirof customers and is it necessarily to the disadvantage prices have gone down and generated a far higherof the dominant monopolist? level of service. New products have come onto the
market and, as a consequence, it is a very
competitive and well-served market as far as theQ124 Mr Hoyle: Peter, I thought you were going to
consumer is concerned.answer the questions, but if you wish me to answer,

yes, it is unfair competition, yes, whereMorrisons or
Tesco are all competing together on the same rules. Q126 Mr Hoyle: I think we can disagree on the
What we are talking about is a Europe which is not figures but my understanding is that 25% of business
on the same rules and we both know that. mail has been cherry-picked out ofmajor cities. That
Mr Carr: I will pick up on the opening remarks you was what we were told. If you are saying that is
made. For example, the Dutch are opening in 2007, wrong, that can be checked. I suggest that I think we
by the way at the same time as us, more or less, will be correct, that it will also go on to say that in
anyway within a few months. The Germans have Sweden part of the problem is that you do not get
access arrangements now. Admittedly, it is it delivered to your doorstep, that you will collect
extremely diYcult for anybody to get them. I do not it from a shop, or 10 miles away, or you will
think it is about the comparison with Europe, is it? collect it from somemail-box, it does not go through
Is it not about the comparison with what we need to your letterbox. We have the best mail service in
have here? We have rules which say that the Europe but I believe that is being put at risk. Also,
regulator must open this market to competition and how do you see the finances, because we both know
do so in the way which is fair in his judgment and the that without the cross-subsidy, and that is what we
judgment of others in order to benefit the consumer. have not covered, you have got to be able to deliver
It is our contention that the way in which this is both business which is profitable and the Universal
being done is entirely fair and is not putting Royal Service Obligation and in order to do that there has

to be a cost to it? Do you see costs genuinely comingMail at any disadvantage whatsoever.
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down, because that is what you are suggesting has Obligation, and, if you do, how is the Post OYce in
a full liberalisation going to deal with that when theirhappened in Sweden, do you genuinely believe that

cost will be reduced, or do you think it should be competitors do not have to?
increased, if you are going to take away the Mr Carr: The quick answer is, obviously, we do
profitable parts? You cannot have it both ways. You believe in the universal service at a uniform price to
cannot take away the profitable parts and still say all the destinations throughout the UK.
that you are going to have a very good service but Mr McGregor: The key question which sits behind it
maybe cheaper. We all know that cannot happen. is will the introduction of competition somehow
Mr Carr: Are you suggesting that the bulk mailers erode or destroy Royal Mail’s ability to send mail
are subsidising the public tariV mailers? across the country at a uniform tariV. Our answer to

that, and it is after some clearly careful, independent
analysis, is no. Royal Mail has gone to some lengthsQ127 Mr Hoyle: We know there is a crossover of
to nurture carefully the myth that the universalbusiness and ordinary domestic mail. We know that
service is indeed an obligation, as they call it, andlarge users help to assist throughout the country
therefore there is a cost which can be met only bybecause it is about a Universal Service Obligation
cross-subsidies. This is not the case, as their ownand that is what they have to compete with. This has
accounts show. As their own regulated accountsgot to be a crossover because the other people that
show, they break even on the public tariV productswill come in are not under the terms and rules of the
and therefore there is no cross-subsidy comingUniversal Service Obligation, they do not have that
through from the bulk mail products. The otherhandicap. Of course, it has to be funded. How do
point which it is very important to bear in mind—you suggest it should be funded?
and again, in the Royal Mail evidence of a few daysMr Carr: First of all, can I disagree with you again.
ago, Allan Leighton and Adam Crozier referred toThe bulk mailers are not subsidising the public tariV
this—is that Royal Mail is now realising that theusers. The public tariV broke even last year and these
universal service is a huge commercial opportunityare figures that are published byRoyalMail. In your
and it is not a cost or an obligation. We havecross-examination of the company you asked if they
undertaken independent work and we forecast thatcould provide you with figures for the universal
it is worth at least £500 million a year to RoyalMail,service, and so on. In fact, they publish them and I
so it is not a cost. Being the one operator which goeshave got them in front of me and the public tariV
everywhere, every day, with huge brand recognition,broke even and that is before you add in the benefits
the brand loyalty that goes with it and quite aof the USO. There is no subsidy coming from the
number of privileges that go with being the universalbulk mail sector into the public tariV sector.
service operator, we think it is going to be a benefit
to Royal Mail and not a cost.Q128MrHoyle:Chairman, I do not want to step on Mr Hoyle: I think the jury is out.somebody else’s toes. I will leave it there on this
Chairman:Mike Weir is absolutely right on petrol.subject. I think you will be asked a question, it is

called the deficit of a pension fund that my
colleagueswill be asking about. You have got to take Q132 Mr Weir: We will move on from that. Royal
that into account. You cannot pretend it does not Mail have told us that they are concerned about the
exist. There is a black hole there that has got to be methodology which Postcomm has used in
filled? developing its price control proposals and they claim
Mr Carr: I am not suggesting it does not exist. that the modelling of the impact of these proposals

is flawed. Have you looked at any alternative to
Postcomm’s proposals and is there an alternative inQ129 Mr Hoyle: Therefore, you are not making a
particular which you support?profit?
Mr McGregor: Postcomm is, of course, theMr Carr: I beg your pardon. You do not bring that
economic regulator. It is verymuch for Postcomm tointo the account here, as between bulk mailers and
decide what methodologies it wishes to apply inthe public tariV.
trying to arrive at proposals for the latest price
control. It is not our job, we believe, as a consumerQ130 Mr Hoyle: It is about their profit and the
council, to be second-guessing the kinds of economicoverall service that has got to be paid for?
judgments that Postcomm needs to make. We areMr Carr: I will wait for the question then.
well aware that there is a dispute between Royal
Mail and Postcomm as to the appropriateness of the

Q131 Mr Weir:With many others, I have been very methodology but the way of resolving that already
alarmed at the comments youmade on theUniversal exists. If the two parties cannot agree then the issue
Service Obligation in relation to comparing it with can be put to the Competition Commission who can
petrol retailers, since indeed there is not a Universal arbitrate between them, and that we think is the right
Service Obligation on Tesco or anybody else who way to go.
retails petrol. Anyone who resides in a rural area will
tell youwhat has happenedwith petrol retailing, that

Q133MrWeir:As a consumer body, howwould youpetrol stations in rural areas have vanished and the
feel if, for example, allowable increases in postageprice has rocketed. Do you see that happening with
prices were linked directly to improvements in thethe postal service as well? Do you really accept that

we need a one price overall Universal Service quality of service to consumers?
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Mr McGregor: Those elements of the proposals we Q136 Mr Weir: We have heard a lot about the rise
in e-mail and most of us have seen a huge rise in thevery much welcome. Postcomm has come forward

with a package of measures which indeed does amount of e-mails that we receive over the last year
or so, SMS messaging and all the other types. Dostrengthen the links between prices that Royal Mail

can charge and the quality of service that it needs to you not accept that is having an impact on the
traditional postal market?deliver. A major benefit of Postcomm’s latest set of

proposals is that there is a huge automatic element, Mr Carr:Of course it is and the company has known
that this was going to happen for many years, it hasso that if in future Royal Mail fails, which we very

much hope it will not do, its quality of service targets known for at least five years that competition was
going to come in and was imminent. It is what theto anything like the same extent that it has in the past

then it will be penalised automatically in terms of the company does about it that is the most important
thing. They have to prepare and reckon what theirprices that it can charge. This is a very strong and

very powerful incentive on the management to get opportunities are to counter it and replace that
volume and revenue which will be removed fromquality of service right and to get it right from day
them.At themoment, it seems to us that the reactionone.
of the company almost invariably is to ask the
customer to pay more money. What we do not hear

Q134 Mr Weir: Relating to that, you have said is what the proposals are from the company to
yourself that Postcomm’s predictions have change.
underestimated future mail volumes and that Royal
Mail retains over 99% of a growing mail market. Q137 Chairman: Can I be clear, because, to me, you
Royal Mail, in their evidence, told us that since are saying two contradictory things. On the one
January they have seen almost a 1% decline in the hand, you are saying actually volumes are beginning
market. Do you believe the market is still growing? to grow, there is a long-term trend in the growth rate
Mr McGregor: Yes. It is a remarkable coincidence and the only reason why Royal Mail are saying that
that just two or three weeks before Postcomm have volumes lack performance is that there is a price
to decide on the final form of the price control Royal check on the horizon. Now you are saying that you
Mail is forecasting a decline in volumes, declines think there is a fundamental change in the market
which come about in any marketplace from time to which might lead to a reduction in new volumes.
time but only, I think, twice in the past 25 years. It These seem to contradict each other, they are
is very instructive that the last occasion when a diVerent things?
forecast decline in the market came out of Royal Mr Carr: I do not think we were quite saying that.
Mail was just before the last price control was set by
Postcomm, some three years ago now. Royal Mail Q138 Chairman: That was what you seemed to say,
forecast then that volumes were going to decrease to me?
overall by anything up to 14%. In fact what has Mr Carr: I think the reference thatGregormadewas
happened over the past three years is completely the to the fact that it is a bit coincidental that whenever
reverse, volumes have increased by 80%, giving we hear from Royal Mail that volumes are going
RoyalMail a very nice windfall profit in the process. down it happens to coincide with a price review.
We are confident that the market is still robust and
still capable of strong underlying growth. What is Q139 Chairman: Let us be clear, it was a forecastneeded is competition as a stimulus to innovation, that we got from Royal Mail and the evidence theybecause it is through innovation that you get new gave us was that there has been a decline since
and better products and it is through new and better January?
products that you grow the market overall, to the Mr Carr: Six months; that is correct.
benefit of customers and of Royal Mail.
Mr Carr: All consumer markets are aVected by

Q140 Chairman:You are saying that is just a blip inincreases levelling oV and downturns. By definition,
the long-term trend?it happens that way. The best example currently is
Mr Carr:We are talking about a price control herethe retail market, where they have had three, four or
for years ahead.five good years of year-on-year growth, it has

levelled oV and now it is in decline. The important
Q141 Chairman: You are saying that the trendthing is what does the private sector do, because bear
growth rate is up and you do not accept there is ain mind here that the regulator is the surrogate for
change? It is very important for setting a price?competition. What happens in the private sector is
Mr Carr:We have not said the trend growth rate isthat they cut their costs, adapt to the current
up. What we have said is that the report alwayscircumstances and then attack the market to try to
seems to come out at the appropriate time, and at therebuild it. What they do not do is put up the prices
moment, whilst the trend may be down, I believejust because their volumes are going down.
that the figures I have seen are for only six months
anyway. Do you base a forecast trend for the future
price control over at least the next four years on aQ135MrWeir:The private retail sector is not facing
six-month downturn?liberalisation, a complete change in the market in a

few months’ time?
Mr Carr: This is the point. The surrogate is the Q142 Chairman: What do you, Postwatch, think is

happening with volumes?regulator.
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Mr Carr:We share the view of the regulator. Q147 Mr Wright: You would not have any increase
on the second-class postage?
Mr McGregor: There are issues around the

Q143 Chairman: What you have just said about diVerential between the first-class price and the
SMS texting and e-mail is not the case. You said that second-class price, but I think probably the
the Post OYce should have adapted to reduced diVerential that Postcomm has got at the moment is
volumes and now you are saying the reduced about right.
volumes are not happening. I cannot understand
which one you mean?
Mr McGregor: Royal Mail is competing, and has Q148 Mr Wright: You have just touched on the
been competing for the past 30 or 40 years, with a pension deficit and obviously the Royal Mail
number of communications media. Over that period submission was on the basis that they need to close
you have seen changes in the other competingmedia: that gap concerning the £4 billion accounting deficit.
telephones came in, then fax machines and mobile What proposal would you put forward to close that
’phones, e-mail has come in, e-substitution is coming deficit, because quite clearly it is unacceptable to be
in, and at each stage it has been said that this is going in your position?
to be the death of the traditional paper mail. It has Mr McGregor: It is very much amatter of looking at
not been, because at each stage Royal Mail and the how Royal Mail would be able to respond in a
other mail providers have been able to compete with competitive marketplace, because, as Peter was
those alternative channels. I think what Peter is saying, Postcomm is simply the surrogate for a
saying is that this is another phase of that. Royal competitive marketplace. There are many FTSE 100
Mail has got to respond not only to the changes in companies which find themselves in a very similar
the competitive mail market but also to competition position to Royal Mail, with major pension deficits.
from other media. If it fails to do that then, yes, The one thing they cannot do is simply go to their
volumes inevitably will start to take a dip. customers and push up the prices to pay for the

deficit. If they try to do that they will lose market
share and their profitability will fall even further.Q144 Chairman: An eYcient and well-run company
Royal Mail, in line with the competitive pressures,will maintain the trend growth rate in accordance
should be looking for a solution with thewith Postcomm’s recommendations?
shareholder, who is after all one of the primeMr McGregor: Absolutely.
beneficiaries of the 13-year pension holiday that theyChairman:Thank you verymuch. I understand that.
had. Secondly, the management themselves should
be looking to greater eYciencies in order to generate

Q145 Mr Wright: Royal Mail has suggested that extra surpluses to put into the deficit.
what they need to do is increase the price of second-
and first-class stamps to 29 and 39 pence respectively

Q149 Mr Wright: What you are suggesting is thatby the year 2009–10. Postcomm suggest that the rise
the Government should plug the deficit of theshould be limited to 34 pence just for first-class
£4 billion?stamps with second-class stamps remaining as they
Mr McGregor: There are timing issues around thisare at the present time. What is your understanding
and it is interesting that Royal Mail, historically,of the diVerence in those two estimates and what
had looked to put right any deficits over, I think, athey represent?
30-year period. All of a sudden now they are askingMr McGregor: It is back to the point we were trying
to put the deficit right over a 12- or 17-year periodtomake earlier, that the sole justification formoving
and it is, I think, highly debatable whether action onprices as high as Royal Mail were trying to see
that kind of timescale is needed. Yes, I would thinkthem—this is for the public tariV—is on the basis
there is plenty of scope as between the shareholderthat they are being cross-subsidised at present and
and a more eYcient management to arrive at athat somehow the universal service is a burden and
solution to the pension deficit without simplya cost. There is no cross-subsidy and, as I was trying
pushing up the prices to monopoly customers.to explain earlier, our analysis, and I think the
Customers were not the people who created theanalysis is supported by Postcomm, is that the
pension deficit, it was management and theuniversal service is a commercial opportunity for
shareholder who created the deficit. Now it isRoyal Mail. Therefore, price increases of the kind
management and the shareholder who are looking tothat Royal Mail would like to see are simply not
customers to pay and that simply is not right.justified. There is a separate argument which

underpins whether even the price increases that
Postcomm are willing to see should be justified,

Q150MrWright: In terms of the national operatorsbecause they relate back to the pension deficit and
in the European Union, is there any other history ofwho it is needs to pay for that deficit.
where there has been a pension deficit andwhere that
deficit has been plugged?
Mr McGregor: We are not aware that otherQ146 Mr Wright: You are falling on the side of

Postcomm in terms of the 34 pence and no increase European postal operators face the same kinds of
in second-class stamps? deficit problems, probably because they have been

more prudent in the past and did not take a 13-yearMr McGregor: Indeed, and if anything our view is
that 34 pence is erring on the high side. holiday from making pension contributions.
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Q151 Mr Wright: To sum up then, you are Chairman: That is all right. I am just trying to make
sure that is correct.suggesting that you would agree with Postcomm’s

recommendation of the 34 pence maximum and you
would like to see the pension deficit being plugged by

Q159 Roger Berry: Just briefly on the point youthe Government, as the main shareholder?
made about it being amatter for the shareholder andMr McGregor: Yes, I think that is right, simply
the improved management eYciencies, I may agreebecause it would be inequitable for customers to
with that but you almost suggested that if there is ahave to bear the full cost of the deficit.
cost increase to do with pensions in a competitive
market consumers do not incur the cost. The link is

Q152 Chairman: Can I be clear on a point of fact on withNational Insurance contributions, for example,
one thing. You are saying that the public tariV items in a competitive market the burden falls on the
are not subsidised by the business post. You are not consumer, does it not?
saying, are you, that first- and second-class post will Mr McGregor: Yes, that is correct.
break even, because the evidence we have from
Royal Mail is that each individual item, everything

Q160 Roger Berry: That is the comparison one canthat bears a first-class stamp, actually is subsidised?
have with the regulated monopolist, is it not, that ifYou are saying that the whole basket of public tariV
there was a need to top up a pension fund in aitems is not cross-subsidised by the business post. Is
competitive market those increasing costs would bethat the point you are making?
passed on to the consumer? The idea that somehowMr Carr: There are three elements to the public
the revenue that the business receives from thetariV. There is stamped mail, metered mail and
consumers has nothing to do with paying for this isprepaid indices. That fits in first- and second-class
a matter of opinion, is it not, it is not a matter offor all three products. The combined eVect in the
economic principle?year gone is a break-even.
Mr McGregor: I think I might have painted it rather
too black and white in my earlier comments.Q153Chairman:As far as I remember, I thinkwithin

that, the evidence we have from Royal Mail I think
were these words: “Every time that someone puts a Q161Roger Berry: I think that waswhat Iwas trying
stamp on an envelope we lose money.” Are you to say.
challenging that assertion? Mr Carr: The proposition on the table at the
Mr Carr: Stamped mail, yes, is a loser, but metered moment is that customers should have to meet the
mail is a profit-maker. They are all part of the whole of the £4 billion pension fund deficit, with no
public tariV. contribution from management eYciency and no

contribution from the shareholder. What we are
saying is that there needs to be a much fairer balanceQ154 Chairman: What is sometimes referred to
between contributions from the shareholder andpejoratively as “granny mail” is a loss-maker?
eYciency and the contributions that customersMr Carr: That is not bulk mail.
would have to make in higher prices.

Q155 Chairman: I understand that. It is subsidised
but not necessarily just by business post, there are Q162 Roger Berry: I would never be able to say it
other items in that tariV? about the first statement, I agree with you on that.
Mr Carr:That tariV, that basket of products, breaks On your note on the deficit, which starts with the
even. It is not receiving any subsidy from the bulk wonderful sound-bite, “Customers do not create
business mailers. pension deficits”—it is a corker, that one—you

make the point, and this worries me, point 8., that
“price increases predicated on the basis of the needQ156 Chairman: It is receiving a subsidy from
to top up the pension fund (April 2000) apparentlysomewhere. Every stamped envelope is receiving a
did not find their way into the fund.” Tell me more,subsidy from somewhere else in the Royal Mail,
please; this is a revelation?surely? If you choose to make a division between
Mr Carr: I think, on the evidence you received, webusiness and the rest of the public tariV, yes, of
were told that the fund remained in surplus until thecourse, that is true, but every stamped envelope is
end of 2001–02.loss-making?
Chairman: It said the pension fund was in surplusMr Carr:We do not make a division; they did in the
until 2001; that was what it said.way they set up their own companies.
Mr Hoyle: EYciency savings.

Q157 Chairman: You do not disagree with the
evidence we had, that basic stamped mail, in a Q163 Chairman: It said, in fact, it was 105% funded,
letterbox, from individuals, loses money? which means the company could not put any more
Mr Carr: Yes, you are correct. money into it.

Mr Carr: Indeed, yes. It is rather surprisingwhy then
the increase in the year 2000, which was predicatedQ158 Chairman: I am trying to make sure, is this

fact? in 1999, should have been based upon the need for
money in the pension fund, because it was fullyMr Carr: It is cherry-picking the evidence that you

have received. funded.
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Q164 Roger Berry: I understand the answer. I did Mr McGregor: I think we are trying to make it clear
that there are three potential ways in which moniesnot realise that.

Mr McGregor: As from April 2000 there was a can be raised to go into the pension fund. One is
through the higher prices, one is a contribution frompenny increase in the first- and second-class post and

the justification which was given by Royal Mail at the shareholder/taxpayer, yes—and I am bound to
agree with you that, since it is owned 100% by thethe time was that was needed to fill a pension deficit.

In fact, no money was paid to try to fill the pension Government, it would be the taxpayer—and the
other is through greater management eYciencies.deficit until 2002–03 at the earliest and even then it

is diYcult to understand from Royal Mail accounts The 30,000 job losses you are referring to have
already been taken into account in existing prices.how much money they did put in, in that year.
Royal Mail has already had a price increase to fund
those 30,000 redundancies, so eVectively what theyQ165 Roger Berry: How did the regulator let them
are doing is coming back for a second bite of theget away with that?
cherry to say there needs to be a further tax onMr McGregor: This was not regulated at the time.
stamps, to put it that way, in order to pay for the
pension deficit.

Q166 Roger Berry: Are you sure? You must know. Mr Hoyle: That was over 18 years. You have got to
Mr McGregor: The price increase in 2000 was the do it, chum, this is crucial, because the City says that
last increase of the old regime, when RoyalMail was pension funds should be done over 12 years and that
still a nationalised industry. is why Royal Mail says it has got to be over 12. You

cannot do it over 20 and 30, you cannot say one
Q167 Roger Berry: How do you propose that the minute, “Wewant to see them liberalise and brought
regulator would stop this happening in the future? into competition,” at the same time as applying
Mr Carr: I am not an accountant but I think what diVerent rules. I will leave it there, Chairman.
we have made quite clear is that if we do end up with Chairman: Lindsay has made his point. I do not
some form of price rule on the basis of topping up think I want you to answer that particular one.
the pension fund, because it is regulated and a plc, Mr Hoyle: I do not want an answer. I am just
probably it has got to go through the top line of the proving a point.
accounts but it needs to be seen as a separate item.
We will be most concerned to make sure that the

Q171 Miss Kirkbride: One of the ways in which abenefits of these additional sales that arise through
companymight be able to claw back somemoney forhigher prices do not benefit the bonus schemes of the
a pension deficit is through some form of equitysenior management.
release scheme, by oVering employees equity in
return for their pension rights, which I understand

Q168MrHoyle: I am slightly baZed. Can I just get it has been done elsewhere. Would you see that as a
right, that what you are saying is the taxpayer should way forward of addressing the tricky issue of how
pick up the liability to the pension fund? they are going to pay for their pension liabilities?
Mr Carr: No. Mr Carr: I am not quite sure that I understand the

question. Are we talking here about partnership or
are we talking about buying pension entitlements orQ169 Mr Hoyle: You cannot pretend the
use of equity?shareholder is diVerent from the taxpayer?

Mr Carr: No.

Q172 Miss Kirkbride: You tell me. There are ways
Q170Mr Hoyle: It is as clear as that, is it not? There forward on this, either buying out the liabilities or
is one shareholder, which is the Government, there simply just selling oV equity which will pay for some
is a £4 billion deficit within the pension fund and we of the liabilities. Is that a way forward?
are going to increase stamps and there should be a Mr Carr: Sell the company, or sell part of the
contribution from the Government, which is the company or some of its assets?
taxpayer, the shareholder. Let us not hide, because I
think people ought to be aware that what you are

Q173 Miss Kirkbride: All of the above: discuss?saying is you wish to see that hole covered by the
Mr Carr: I know other people have talked aboutGovernment or eYciencies. The problem with
selling oV GLS and some of the property assets,eYciencies is why you have got the pension fund
which I believe have not been valued for some timeproblems now. If you take 30,000 people out of
and therefore could be worth quite a bit more.contributing to the pension fund you swap the

liability, that is the problem, and if you take more
eYciencies fewer people go into the pension fund so Q174 Rob Marris:What is GLS?

Mr Carr: It is the General Logistics Systems, whichit gets even greater. Let us be clear about what you
are saying. You do not want to see a price increase in eVect is a parcel service in Germany. Reputedly it

is worth a billion pounds, but I think, quitefrom the stamp but you want to see it from the
taxpayer, because you cannot do it the other way understandably, the Chairman does not want to get

rid of that, it has huge potential for the future.because people have to have wage increases as well.
EYciencies will not cover it. You cannot do that Likewise, it depends what the priorities are. If you

see this as a major obstacle then that is one of theagain, you get only one chance and nobody will
deliver the mail. options, you can sell equity or you can sell assets.
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Q175 Miss Kirkbride:What are your thoughts, as a detailed information you think it would be
appropriate to provide and whowould be the peopleconsumers’ champion, therefore is it price, is it the

taxpayer or is it the service? best placed to compile such information?
Dr Doherty: I think you need to distinguish betweenMr Carr:Our concern is that the customer is always
the level of information that you require Royal Mailbeing asked to solve the problems, like the drop-oV
to provide, where their services are price-controlled,in the pension deficit, it is always the customer who
and the level of information that you wishis being asked to do the job. I take Lindsay’s point
competitors to provide. Royal Mail is under anabout the Government being the taxpayer, but it is
obligation to measure and to publish its quality ofa matter of the route, is it not? Shareholders can
service information. The licensed competitors toalways say “I won’t receive any dividends in future.”
Royal Mail are under a slightly lesser obligation.I know they have just had a three-year period when
From 1 January they will have to have systems inthey did not take them but they could say that for the
place to monitor their quality of service and thenfuture. That is one of the ways of keeping money in
they will need to give the information resulting fromthe company. There are a number of devices which
the systems to us and to Postcomm and we will needother organisations which are in the public sector are
to decide whether or not that should be published.exploiting. For example, Marconi have sold oV the
For competitors, I think the important thing for usrump and I think it was £1.2 billion, and part of the
is that the information that is published, and wedeal is that £600 million of that goes to knock oV the
support the publication of quality of service data, isdeficit. British Airways are approaching their own
useful to customers because it would be used toshareholders at the moment to talk to them about
inform switching decisions from one operator tohow they can solve the problem. The same is true at
another, so it must be meaningful to customers. TheBT, I believe, they are going down that route as well.
services at the moment are quite diVerent, so we will
need to think quite carefully about what we publish

Q176MissKirkbride:Wewill look at that. I thinkwe for customers.
are all a bit bemused by what you have said today
about cross-subsidy in the post. Given that you said Q178MarkHunter:That is the point really that I am
there was a key commercial advantage to having a trying to press you on, because you have suggested
Universal Service Obligation, why make it in your own submission that this information is
compulsory? going to be necessary for customers to make an
Mr McGregor: Indeed, that is a very good question. informed choice. The question is, at what level of
I think, as the marketplace opens up to competition detail and who is best placed to provide that sort of
we would see a less important role for the universal information?
service, because competition, of itself, is a far better Dr Doherty: I think the level of detail is diYcult to
customer protection than a rather inflexible, say right now because there are relatively few
statutory obligation to supply. It is interesting, you products and services in the market among the
can look at some other marketplaces, for example, competitors.
the newspapermarketplace is interesting.Overnight,
I think it is, some 12 million newspapers are printed

Q179 Mark Hunter: When you put that in theand distributed across the country, so it is not quite
submission you had no particular view as to whaton the scale of the Royal Mail which delivers
level of detail was going to be required?80 million but it is a major operation, and all
Dr Doherty: It is a very diVerent market from, fornewspapers charge exactly the same amount
example, telecoms or gas, where the comparativewherever they are in the country. For strong
indicators are things like what are the connectioncommercial reasons, you can buy your copy of The
times of one operator compared with another, orTimes orThe Sun orThe Telegraph, or whatever it is,
how long does it take operators to deal within Lerwick or in Penzance and it is the same price as
complaints. When you talk about complaintsif you were to buy it in Fleet Street. You can see that information, for example, I think we would like tothere are commercial solutions which do deliver see published the level of the percentage perhaps ofuniform tariVs across the country, for very good complaints vis-à-vis the volume that the operatorcommercial reasons. I would hasten to add, that has, and that broken down by categories, for

example is looking many years down the track and example, by loss, by damage, that sort of thing.
we have already made clear that, certainly, whilst
Royal Mail has got a very dominant share of the

Q180 Mark Hunter: It is quite complex informationmarketplace, customers do need the protection of
but you are still of the view that this can be providedthe universal service, so we would envisage it being
in such a way that customers can make sense of itin place for quite a number of years to come.
and use it to make an informed choice?
Dr Doherty: Yes. There should be the ability to get

Q177 Mark Hunter: In the submission you made to to that point where we can publish some
the Select Committee you suggested that robust and information, but the key point is that it must be
reliable service measurement of Royal Mail and its meaningful to customers. At the moment it will be a
licensed competitors obviously is going to be little bit like comparing apples with pears or with
necessary for customers to make informed decisions bananas. We want to give them something which is
about which postal services provider to use. Could meaningful to them and allows them to make

genuine comparisons.you tell us a little bit more about what level of
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Q181 Mark Hunter: Is such detailed information very customer-friendly and are not very easy to
explain. The Government, in its White Paper at thebeing made available anywhere else in the EU at the

moment? time and in the announcements that it made at the
time, and it has done this across the utility sector,Dr Doherty: The universal service providers are

required to measure their quality of service and to said that there needs to be stronger consumer
representation, there needs to be a much bettergive the regulator the information. Some are

required to publish it and some are not. For dialogue with customers to understand what it is
theywant andwhether or not the system is deliveringcompetitors in the market, we are not aware of that,

currently at least. it and there needs to be a customer champion who
can speak out volubly on behalf of customers and
not just on behalf of the industry or on behalf of theQ182MarkHunter:Are you aware, in the European
economic regulator, which was the case previously.Union currently, of where that information is made

available for customers to use as a guide to which
Q185 Rob Marris: You have given me theservice to choose?
Government’s view, you have been talking allDr Doherty: For any licensed operators who are
afternoon, understandably, about eYciencies,competing with the universal service provider, I am
would it not be more eYcient to get rid ofnot aware of anywhere in the EuropeanUnion at the
yourselves? You must have a view on that.moment where quality of service or complaints data
Mr McGregor: I would like to see us abolished,is published.
because at the time that it would be right for us to be
abolished there would be a fully functioningQ183 Chairman:Do you think that Royal Mail, the
competitive marketplace and there would not be thePost OYce, can remain a nationalised industry in
need for a consumer council, nor probably wouldthis new, competitive, liberalised environment but
there be a need for an economic regulator.which does not have the full freedom of the private
Competition is the best protection that customerssector?
can have.Mr Carr: Certainly it can. I suppose one of the best

examples—because even though it is a free market Q186 Mr Hoyle: Obviously, you are looking at new
the national operators remain dominant—is jobs, but I believe, Peter, that you are leaving us and
Australia Post, where profits have grown for 14 can I say how pleasant it has been over the years that
years on the trot, with only one price increase, just you have been coming before this Committee. You
by making themselves more and more eYcient and are going oV to the private sector. Are you going
adapting their products and innovating. back into the postal business?

Mr Carr:No. I can assure you that I am not. As you
Q184 Rob Marris: As you may know, we are taking know, I have always been a shopkeeper and I shall
evidence from Postcomm next and from what you be continuing my interest in the retail end of the
have said today in your submission, and in their market.
submission, there is quite an overlap between
Postwatch’s views and Postcomm’s views, Q187 Mr Hoyle: You will not be advising any of
Postcomm being the national regulatory agency, these new companies?
and so on. As you have mentioned, if there is a Mr Carr: No, I do not think they would even seek
dispute it could go to the competition commission, my advice, Lindsay. Chairman, can I take this
and so on. I am bemused. What is the point of opportunity of saying I have been coming here for
Postwatch when we have got Postcomm? six years. I will not say I have enjoyed every single
Mr McGregor: In a sense, I will throw the answer minute of it and most of the ferocity has come from
back to you as legislators. When we were set up by Lindsay Hoyle, but we know it is well-intended and
Parliament, Parliament took the view that there was he has been a great combatant, but I have enjoyed it.
a strong need for better, more informed consumer Thank you very much for the work that your
representation. This reflected, I think, the experience Committee has done in helping us to do our work,
of the previous 15 or 20 years of economic even though you want to abolish us.
regulation, where economic regulators do tend to be Chairman: And you yourselves, it seems; an
rather academic, rather distant creatures, they love admirable point of consensus on which to end.

Thank you very much indeed.their RPI-X!Y!Z type formulas, which are not
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Q188 Chairman:Welcome to the second part of this Ms Chambers: Our job is to look at the interests of
the UK. We have a very specific, statutory remitafternoon’s evidence session. For the record, can I

ask you to introduce yourselves? under the Postal Services Act and that is, if you like,
our Bible, we have to look after what is in theMr Stapleton: Thank you, Chairman. Nigel

Stapleton, Chairman of the Postal Services interests of the UK. Our first duty is to protect the
universal service, and that is the first thing we haveCommission.

Ms Chambers: I am Sarah Chambers. I am Chief to think about before we get out of bed in the
morning. Our second duty is to look at everythingExecutive.

Mr Moriarty: I am Richard Moriarty. I am a we do should be to promote the interests of the
UK customers, wherever appropriate throughDirector of Postcomm.
competition. That is a hierarchy of duties which we
bear very close to our heart in everything that we do.Q189 Chairman:Thank you very much. This is quite

a time for the UK postal market, it is quite a busy
time, quite dramatic things are happening. Why Q191 Chairman: Can you explain to me why you
have you chosen to open up the UK market ahead have set the time limit you have for the Royal Mail
of the rest of Europe? price and service quality review? To me, coming to
Mr Stapleton: Just a bit of context, Chairman. Full this fresh and from the outside, it seems a rather odd
liberalisation, as you have remarked, takes place on combination of timings, January for one and spring
1 January 2006. We have had partial liberalisation for the next.
for 30 months, so there has been a significant test Mr Stapleton: Clearly, the work we are doing,
market. We opened a third of the market in April Chairman, is in the context of the European
2003, it was the most attractive part of the market, Directive. The European Directive, as you probably
bulkmail, whereRoyalMail says it makes its biggest know, is progressively reducing the reserved area
margins.We have got quite a test market and I think and the reserved area comes down to 50 grams on 1
the results of that test market are very encouraging. January 2006. Were we not to have liberalised the
Royal Mail’s profits are at an all-time high, its UKmarket fully at that point of time we would have
service quality is at an all-time high, they have lost had to do the EU Directive on 1 January and the
just 3% market share and there has been no cream- price control three months later. The price control
skimming. Indeed, the real cream-skimmer, Express clearly is aligned to Royal Mail’s financial year; the
Dairies, who bring mail with the milk, have been opening of the market does not need to be aligned to
forced out of the market. Royal Mail has used Royal Mail’s financial year.
competition to get concessions on working practices
and we have just completed a 1,200 mail user survey

Q192 Chairman: I will not ask a leading question, Iwhich shows that customers find Royal Mail more
will ask you a straightforward question. Is it reallyresponsive as a result of competition and they like all
ideal to do two things of such fundamentalthe innovative products. There has been a good test
importance for the future of Royal Mail so closemarket, but I will let Sarah tell you why we have
together?opened ahead of our original schedule.
Mr Stapleton: I think it is very important thatMs Chambers: I think the short answer, Chairman,
the new price control is constructed within theis because it is in the interests of UK customers and
framework of a fully liberalised market. Clearly,our job is to regulate the UK, it is not our job to
the price control now in place was put in place at theregulate for the rest of Europe, we regulate for what
time of that third of the market opening. I think itis in the interests of our people only. We did a very
was very timely that the two should come together.long consultation to work out what people in the

UK wanted. We did a lot of analysis to see what the
implications were going to be. After all of that, we

Q193 Roger Berry: As you will know, thedecided, andwe decided in awaywhich generated an
Government is committed to the RoyalMail stayingenormous amount of consensus, that now was the
within the public sector and not being privatised. Doright time to complete the final process of
you believe that Royal Mail can operate as a publicliberalisation. As the Chairman has said, a lot of the
sector organisation and still compete eVectively in amarket has been opened up already, we are doing
liberalised market?just the final stages in January, and even Royal Mail
Mr Stapleton: Yes. The Postal Services Act set uphave agreed with us that this is the right thing to do,
Royal Mail as a commercial company, so ourthat they are ready for competition and they want to
mandate is to regulate it as a commercial company.see it come forward.
We do not want to get into the debate about who
should own Royal Mail. What we have got to do is

Q190 Chairman: Your remit, as you see it—it is a complicated enough without getting into a political
perfectly reasonable thing to say, a number of us are debate.
in agreement with this—is just to protect the
consumer, and the fact that opening up the market

Q194 Roger Berry: What about the economics ofahead of the rest of Europe might give state-owned
the debate?companies elsewhere in Europe a greater
Mr Stapleton: I think, on the economics, theopportunity to penetrate the UK market is not an

issue for Postcomm? regulatory package reflects the sort of regulatory
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package youwould expect of a commercial company competition is another way in which we can make
sure that this issue of cream-skimming, or cherry-and it will reflect the particular issues facing Royal

Mail, particularly the pensions issue. picking, does not come in in a way which
undermines the universal service. The way that it
works actually makes cream-skimming very, veryQ195 Roger Berry:Do you think that the previously
diYcult for competitors. We believe the universalstate-owned national operators in other EU
service is completely safe. It is our job, as I said, wecountries will have advantages over Royal Mail
are the guardians of it and we will make sure that itfollowing liberalisation in January?Will RoyalMail
is safe.be placed at a disadvantage?
Mr Stapleton: It is an important point Sarah hasMr Stapleton: It is diYcult to see obvious
made there because, on the one hand, I thinkdisadvantages. Royal Mail is already competing
Postcomm has been criticised for being one of theeVectively with those foreign operators in the
few countries that have allowed access to the Royalderegulated parts of its market. Royal Mail is
Mail’s last mile. On the other hand, we are beingmaking a tenth of its profits fighting the Germans
criticised for allowing cream-skimming. The fact isand the Dutch on their home patch, with GLS,
that access, particularly if Royal Mail is allowed towhich was referred to earlier. The fact is that half the
zonally price their access product, will make itmarket share that has been lost, about 3% market
extraordinarily diYcult for anybody to compete endshare that has been lost in the last 30months, has not
to end with Royal Mail.gone to foreign operators, it has gone toUKplcs and

to private equity start-ups. I think the German and
Dutch tanks on our doorsteps can be Q199 Rob Marris: I just wonder what you mean by
overexaggerated. the words “zonally price” their product?

Mr Stapleton:RoyalMail alreadywith some of their
access products are not charging a uniform price. IfQ196 Mr Hoyle: What about Excel, in terms of
you buy an access product from Royal Mail, accessmarket share, being bought out by the Germans?
to the last mile, you have two alternatives, either toMr Stapleton: Excel is in the parcels market, not in
pay 13 pence and deliver a national “fall to earth”the mail market.
product, or if you want, as one customer does, to
deliver just into Northern Ireland they will look atQ197 Mr Hoyle: They are going into the postal
howmuch of that is rural, howmuch of that is urbanmarket?
and charge a price which reflects the geographicalMr Stapleton: Deutsche Post are already in the
distribution of what they have got to deliver.market.

Q200 Mark Hunter: Royal Mail and others haveQ198 Miss Kirkbride: You mentioned that the
told us that Postcomm’s approach to liberalisationuniversal service delivery was something that you
is going to lead to cherry-picking of postal serviceswoke up to every morning. In light of the last
by Royal Mail’s competitors, obviously leaving theevidence we have just heard, can you set out howyou
company to cope with the Universal Servicefeel the cross-subsidy works with regard to
Obligation on a reduced income. We are aware thatmaintaining that Universal Service Obligation?
this is occurring already, to some extent, in largeMr Stapleton: I will let Sarah take the detailed
population centres and how big a problem do youquestion. The key point is that the universal service
perceive cherry-picking will be following the fullis funded, first and foremost, by Royal Mail’s
liberalisation?enormous economies of scale, and the biggest threat
Ms Chambers:We do not regard it necessarily as ato the universal service is if, in a competitive market,
problem at all. If you look at the cherries in thisRoyal Mail do not strive to become still more
market, the cherries have been open for picking foreYcient. The cross-subsidy issue is a bit of a red
nearly three years and three years of cherry-pickingherring, as Sarah will explain.
has resulted in a loss of market share of less than 3%Ms Chambers:Youheard quite a lot fromPostwatch
for Royal Mail. It is not the cherries that are beingabout exactly what the cross-subsidy is and,
opened on 1 January, it is the bark, or whateverimportantly, what it is not, because I think there has
nasty bit of tree you want to talk about, but I willbeen quite a lot of misinformation which suggests
not. Cherry-picking has been available tothere has been a large cross-subsidy between bulk
competitors for some time and so far the inroadsmail and retail mail, which is not the case. There are
that they have made are very, very small and we dono large cross-subsidies between the universal
not regard that as being a threat, certainly not aservice and the other parts of Royal Mail’s business.
threat to the universal service and not a threat to theThe universal service is at least breaking even and
profitability of RoyalMail’s business going forward.potentially quite profitable. We believe that the

universal service is financed mainly by economies of
scale. The economies of scale that Royal Mail have Q201Mark Hunter:Not at any stage? You are quite

confident of the predictions for the future that it isare absolutely fundamental and make an enormous
diVerence, and that is what makes it possible to not going to impact that at all?

Ms Chambers:We can never aVord to close our eyesdeliver the universal service in the way that they do,
to every home, every working day. One thing which and shut up shop, insisting that our job is done. We

are always vigilant to see what is happening and weperhaps has not been mentioned yet is about how
our approach to allowing and encouraging access always have to look at what is happening on
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volumes, what is happening on market share; that is the last three years but now, after that big push,
we’ve got to go back to 1.5%.” If that is whatour job. At any stage, if it looked as if there were any

problems, we have the powers and the duty to happens, that will put the universal service at threat.
Ms Chambers: In an evenmore direct answer to you,intervene to make sure, in particular, that the

universal service is safe, and that is what we will be that is the important point, in terms of the universal
service and how to protect it. In answer to yourdoing.
question about do we expect there to be a perfectly
competitive market in post, in economic theory, the

Q202 Mark Hunter: The impact of liberalisation is answer is, of course not, not in the timescale of our
not going to aVect your ability to deliver on the price control. If you look at the projections, if you
Universal Service Obligation at all? look at Royal Mail’s projections of how much
Ms Chambers: Absolutely not. market share they will have by the end of our price

control, they are looking at somewhere around 90%.
There is no way that can happen in a perfectlyQ203 Mark Hunter: Are you quite sure?
competitive market.Ms Chambers: Yes.

Q206 Roger Berry: I accept it is clearly what has
Q204 Roger Berry: You made the comment earlier happened. There is going to be liberalisation. One
that the universal service essentially is being funded concern that some people have, notwithstanding
by economies of scale. Of course, economies of scale everything you have said about Royal Mail—and
are not compatible with a perfectly competitive indeed people round this table have been critical of
market, so there are two kinds of scenario here. Royal Mail for a very long time—the fact of
Either it becomes saturated, there are lots of liberalisation is, if that is eVective in taking a chunk
suppliers in the market, in which case the economies of the market away from Royal Mail, that threatens
of scale have gone—I am not even going to talk economies of scale and thereby that threatens the
about the Universal Service Obligation—or, Universal Service Obligation. That is the concern.
alternatively, which I suspect is the case, you are Do you not feel, therefore, that needs to be
assuming that is not going to happen, which is why addressed? There are those who are sort of gung-ho
you are not worried about cherry-picking about competition, who just assume, “Well, let rip
particularly, and you are assuming there is going to and see what happens.” I am glad that you are
be aRoyalMail that is suYciently large to gain those indicating that is not your view. Good.
economies of scale in such a way that it is reasonable Mr Moriarty: Might I try to answer your question
to expect them, and them alone, to provide the head on. Much depends on what form of
universal service. You cannot have both. You competition you expect to unfold. Do you expect the
cannot have competition and economies of scale cream-skimming, end-to-end competition or do you
delivering the universal service, can you? expect the competition to come in by access
Mr Stapleton: The key thing, Dr Berry, is a push for arrangements? In practice, what has happened is
still greater eYciencies. Allan Leighton has done a that competition has come in via access
remarkable job, obviously, with the Royal Mail arrangements. This is actually a good form of
team over the last three years, but on his own competition for Royal Mail because it means that
admission he is at the foothills of a long climb. customers can get new services with new operators,

they will collect the mail, they will transfer the mail
and then theywill hand it over to the postman for theQ205 Roger Berry: I am sorry. I agree with all of
last mile, at a profit to Royal Mail. If competitionthat. What is the answer to my question?
comes along in that form, I think we can have aMr Stapleton: I am answering your question by
vibrant competitive market but also a safesaying the issue that really we need to be focusing on,
universal service.to make sure that the universal service is safe, is the

push for greater eYciencies, because that is what will
make Royal Mail a competitive player and that is Q207 Mr Wright: In your statement just now about
what will keep the universal service robust and eYciency savings you mentioned the desire to save
strong. Our major concern at Postcomm is that the 3% on eYciency, and the fact is that under another
last three years has seen 33,000 people taken out of process they managed to save only 2.2%. How do
the business but costs have not gone down, they have you square that, if they could not achieve it during
gone up, they have gone up £300 million between another plan, how do you expect them to achieve a
2001–02 and last year. Productivity certainly has 3% saving on eYciency now?
gone up, it has gone up 8% over that period, but Mr Stapleton:Wehave looked at this eYciency from
wages per full-time employee have gone up 19% and a number of diVerent angles. The Royal Mail plan
so actual unit costs have gone up 2%. Those sorts of clearly is what one would call a high capital
economics are a threat to the universal service. That investment automation plan and normally when
is why we have a fundamental diVerence between people are tripling their capital spend, which is what
RoyalMail and ourselves in this price control, where Royal Mail’s plan is advocating, you expect that to
we say, “With three times the amount of investment reflect in improved eYciencies. That is one way you
that you’vemade over the last three years you should can look at it. We have also looked at it in terms of
be able to get at least a 3% eYciency gain,” whereas the tremendous variability of performance across

individual mail centres or delivery oYces and saidRoyal Mail are saying, “Oh, no, we’ve got 2.2% in
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that, over a five-year period, if you canmove all your his walk in his delivery oYce. In every other country
in Europe it is sorted automatically, usually in oneoYces to today’s top 10%, which does not require

major amounts of capital, you can get a 3% eYciency of the big mail centres, and it is a lot more eYcient
to deliver the mail in that way. You do not get anyby that route as well.
less customer intimacy and actually you get your
mail a lot earlier in the morning than our so-calledQ208MrWright:Ultimately, would thatmeanmore
single delivery has given us.job losses?

Mr Stapleton: It is up to Royal Mail to choose
between the low capital investment route, which is Q212 Mr Hoyle: How do you pay for the
the latter of the two options I have just described, or investment?
the high capital investment route, which inevitably Mr Stapleton: You pay for the investment by giving
would suggest higher job losses, because it would be Royal Mail an 8%, guaranteed, real return on their
substituting machinery for people. investment and I would like to work in a commercial

company which had that sort of guarantee of return
Q209 Mr Hoyle: The 3% drop, what is the value of on their investment.
the 3% eYciency, in your terms?
Mr Stapleton: You can crystallise it, to use a catch-

Q213Miss Kirkbride:Apostman still puts it throughphrase which I think has been used earlier, it is three-
your door, does he not?quarters of the diVerence between a 39 pence first-
Mr Stapleton: Yes; as long as it not too big to getclass stamp and a 34 pence first-class stamp.
through the letterbox.

Q210 Mr Hoyle: What is the value of 3% that you
talked about taking out? Do you know, or not? Q214 Miss Kirkbride: I suppose it was what
Mr Moriarty: It is about £180 million. Mr Moriarty said that makes me wonder whether
MrHoyle:You think it is £180million.What you are your plans for liberalising Royal Mail will bear fruit
saying is, “We’ll pick a figure out, let’s take 3% out in the way that you expect. When Royal Mail came
of the business and everything’ll be rosy and it’s up to talk to us what they seemed to be suggesting was
to Royal Mail to deliver it.” It is absolute nonsense. that what they would see happen is big, alternative
Either you do not understand the business or you mail-sort oYces springing up and theywould be very
have no wish to understand the future of the happy to deliver in Birmingham, or possibly even
business, because the one thing that you cannot do Chorley, and certainly in the major cities, but when
is employ robots to deliver the mail. It is about it came to the Highlands and Islands and everything
people and you said they can make a choice. You else, where it is expensive to send postmen down
cannot make a choice hand-delivering the universal some gateways, then they think it is all the Royal
service through this country, unless you have an Mail Universal Service Obligation. Therefore, you
ulterior motive, that the mail does not go through all will see not just creaming but really fundamentally
the letterboxes and we see people having to collect much bigger bulk contracts going through an
their own mail. The biggest problem with Royal alternative provider but with the really expensive bit
Mail, and something I do not want them to get left to the Royal Mail, also the Royal Mail’s
wrong, is that I believe, and I used the analogy particular service, which is thisMailsort 1400, which
earlier, whether it is the PrimeMinister, whether it is you are saying should be done in the universal
you, Mr Stapleton, or whether it is my farmer in the service delivery but which they think could be open
remote cottage, the one thing they all have in very much to that kind of much more fundamental
common is that they will get the mail hand-delivered cherry-picking?
by a postie. That is something we wish to see. You Mr Moriarty: On access, what Royal Mail have
cannot take costs out of that. You have already developed is a zonally priced access service, so it is
taken 33,000 jobs out of the business, now you are cheaper for operators to use the postman in London
down to core levels. than it is in the Hebrides, say. What this ensures is
RobMarris:Chairman, are we taking evidence from that Royal Mail can cover its costs so that in the
MPs or from the witnesses; on a point of order? future there is no suggestion that, say, TNTwill give
Mr Hoyle: Can you rule on a point of order, please. mail to Royal Mail that it could then take at a loss,
Chairman:MrMarris, Mr Hoyle will make his point and that is what it has done. We have not ruled that
briefly, I am sure. out as a point of principle, what we have said to

Royal Mail is that it has to demonstrate that it is
Q211MrHoyle: It is correct, is it not, that the choice cost-eVective and not anti-competitive. If it were to
betweenmachinery, the post and people is not there, have that flexibility then that problem should not
if we want to see the USO? arise.
Mr Stapleton: I am sorry but I disagree with you,
MrHoyle, for the very reason that there are diVerent

Q215Miss Kirkbride:Mailsort 1400, if this is the oneways of delivering on the last mile. There is no
that is going to be subject to the universal serviceulterior motive in what Postcomm is intending. Our
delivery, that applies to only 2% of their customers,vision, as we have said consistently, is a robust
according to the Royal Mail. Yet you are insistinguniversal service, which means your postman will
that this should be made open to everybody, insteadcome to every door, every day, but he does not need

to spend half his working day sorting the mail into of being able to say to these companies, “Because we
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want to go there, we’re going to price relative to Ms Chambers:We would like to see a change in the
position on VAT because we would like to see a littlewhere you’re sending it and the diYculty of getting
bit more of a level playing-field on VAT. We wouldit there.” Why does that have to happen?
not like to see a change in VAT which imposed anyMr Moriarty: Let me take the point about Mailsort
increase on customers, but we believe that it would1400. It may be 2% of customers but it is 22% of
be possible to introduce a low rate of 5% of VATvolume and it is very important to certain customers
without increasing stamp prices.out there. We have been out to consultation over a

period of two years—and no other person has done
this, the Government have not done it, Royal Mail Q218 Chairman:You could put a 5% levy on stamps

to Gordon Brown, the Chancellor of the Exchequer,have not done it—to ask customers up and down the
and not increase stamp prices?country “What is meant by the universal service to
Mr Stapleton:The reason for that being that, clearly,you?” Clearly stamps are a universal service and we
being VAT-exempt at the present moment, Royaldecided that a generic bulk mail service should be
Mail cannot reclaim their advertising.out there, particularly for some small businesses,

where they do not have alternatives, and the one that
they told us to put into the universal service was Q219 Chairman: As far as I recall, the evidence we
Mailsort 1400, so we are reflecting those needs. have had from the company was that it would not
Mr Stapleton: Those of you who come from rural make a huge diVerence to them.

Ms Chambers: It would not make a huge diVerence,constituencies should be very pleased that we have
no. The third advantage that Royal Mail has, whichtaken a diVerent view from that of Royal Mail on
is something which is only ever eroded over a very,this, because you are trying to promote small
very long timescale, is customer inertia. When youbusinesses, home-workers, to preserve rural
have got a product like mail, which eVectively iscommunities. They rely a lot on e-commerce. E-
quite low-priced, if you give good service and youcommerce is delivered by direct mail. If Royal Mail
keep the price relatively low then there iswere allowed to zonally price all their bulk mail
considerable inertia among customers and a lack ofproduct youwould find the direct mailers not willing
will for them tomove. So long as RoyalMail remainto go to the Hebrides, because they would not be
eYcient, become more eYcient, if they becomemorepaying a uniform price to send their catalogues, they
customer-focused, they can rely on that customerwould be paying a much higher price and probably
inertia to give them an advantage for some years totherefore would not find it economic to distribute
come. I do not think any of those advantages areessentials for small businesses in rural communities.
likely to be eroded significantly over the next coupleI think you should be very pleased that we have
of years.taken a very contrary view from that of Royal Mail

in terms of keeping a bulk mail product in the
Q220 Chairman:Will they lie awake at night at all,universal service. That fact of trying to demean it,
worrying perhaps that the advantages of RoyalMailthat says it is only 2% of their customers; it is 22% of
are too great for their competitors to bear?their volume and it is going a lot to small businesses
Mr Stapleton: Just to give a balanced perspective,in rural areas which otherwise would not get their
Chairman, there is, oVsetting that, one significantdirect mail. It is just like your parcels analogy.
disadvantage, namely a £4.5 billion pension deficit.
Chairman:We will be returning to that one later on.

Q216 Chairman:You have said that Royal Mail still
retains a number of significant advantages over its Q221 Mr Weir: You have talked a lot about scale
competitors. Following full liberalisation, which of and eYciency savings but, if liberalisation works as
these significant advantages do you think Royal you expect it to work, could the very scale of the
Mail should retain and why? Royal Mail not become a problem for it, if a lot of
Ms Chambers: We expect that for the immediately the volume goes to competitors? When you talk
foreseeable future RoyalMail is likely to retainmost about eYciency savings, many of us have seen other
or possibly all of its advantages. The one that businesses in our rural areas, when they look for

eYciency savings, they chop oV the small parts, theprobably is most important to them is their sheer
parts that are not making so much money, and it isscale and the scope of their business and even on
quite clear that rural delivery, as RoyalMail told us,their projections they will certainly be retaining
is not a money-making part of the enterprise. Areenormous scale and scope. They will certainly be
you not afraid that you can see these going, as Royalhugely dominant, even by the end of our price
Mail becomes subject to competitive pressures?control period. VAT is one of the other advantages
Ms Chambers: Rural delivery cannot go, as long asthat they have over other operators. It is not our role
we have the Postal Services Act in place. It wasto determine the future of VAT; that is within the
Parliament that decided we must have a universalTreasury’s role. So far we have seen no indication
service with a common tariV to every address in thefrom them that they are about to change their
country. Unless and until that Act is changed, thatposition on that, so I think we could predict that is
cannot be removed.likely to remain for a little while at least.
Mr Stapleton: I think we have to come back again,
MrWeir, to this issue of eYciency. If Royal Mail do

Q217 Chairman: You would not want them to not take some of the initiatives to further drive out
costs from the network, and they have identifiedchange their position on VAT?
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some of those initiatives in their strategic plan, then end of this session. I think it is a valid point and I
think you fully intend to answer it and we will makeI think your misgiving could be realised. The fact is
our own judgments.that we all thought single daily delivery was going to

be a major move to improve eYciency. It was
marketed on the basis that 20% of the costs are

Q224MrWeir:Another witness has suggested to usincurred on 4% of the volume and we all thought it
that robust and reliable service measurement ofwould be a major extra eYciency which would
Royal Mail and its competitors is necessary to allowstrengthen the universal service. RoyalMail thought
customers to make informed decisions about whichthey were going to save £118 million a year from
postal services provider they use. Do you agree withsingle daily delivery. The numbers they have given us
this and, if so, who would be best placed to compilesay that it is costing an extra £109 million a year
such information?when it is fully implemented. We have had the
Ms Chambers: Yes, customers do need servicerenewal programme, this was the major initiative of
measurement, they do need ideally to have measuresthe renewal programme and their delivery costs have
which are comparable one operator with another, itnot come down, they have gone up. If that happens is something which regulators across all sorts ofas more competition comes into the market, you are industries have been trying to grapple with for someabsolutely right that the universal service could be time to get it right. What we are very keen to avoid

put at threat. That is why we are banging away at the is to put in place a very, very burdensome regime
issue of a more eYcient business. which attempts to impose uniformity on diVerent

operators, imposing uniformity in terms of what
their service oVering should be at a time when we doQ222MrWeir:You have just told us that the major
not think that would be appropriate. We are tryingeVort on eYciency has failed and failed
to regulate as little as possible while still givingdramatically. What makes you think that Royal
customers the information they need. In the newMail will be able to achieve the eYciency savings
licences which we are issuing for the world after fullneeded to protect the Universal Service Obligation
market liberalisation, there is a duty on operators toin light of the coming full liberalisation of the
provide information about their service oVeringsservice?
and about the quality of service that they are oVeringMr Stapleton: I did not say it had failed.
with it, or that is resulting from it. That is being sent
both to us and to Postwatch, and I think Postwatch

Q223 Mr Weir: It costs rather than saving; that mentioned this as well, and between us we will be
sounds like failure to me? considering then what is the best way to get that out
Mr Stapleton: The benefit of that cost is that they into the public domain in a way which makes sense
have created amuchmore engagedwork forcewhich for customers, so that customers will be able to do as
ought to be the platform for future change. I said much sensible comparison as they can.
earlier that I thinkAllan Leighton and his team have
done a remarkable job and clearly they have had to

Q225MrWeir: I believe that RoyalMail have aboutaddress a business that was doing six-day-a-week
15 quality of service targets at the moment. Givenworking, has moved to five and where on their
that a lot of the competitors are likely to be frommeasures the people were underpaid. Single daily
mainland Europe, are you aware if this level ofdelivery has not saved cost but, hopefully, it has
information is available to customers in other EUcreated a platform for future eYciency savings.
countries?Ms Chambers: I can see that you think there is an
Ms Chambers: Every European country has a very,inconsistency here. I do not think there is one. What
very diVerent way, both of what it requires from itshas happened with single daily delivery is that it has
incumbent postal operators and what it measures increated some sort of physical eYciency, in that there
terms of quality of service. We have said the reasonis more mail being delivered and there are fewer
we are at 15 quality of service measures is that itpostmen and women around delivering it, so they
comes from where Royal Mail were before theare doing more with less but they are paying a lot
Postal Services Act came in and they decided thatmore for it. In terms of the customer, if you are a
was the best way to start oV. We think that is a bitcustomer you do not see any of the eYciency saving
too complicated. We would prefer to see a fewerat all, you see the prices have gone up and you see
number of measures, but in a way that makes sensethat you are getting a bit less for it. You are getting
to people, so we are already advocating a smalleronly one daily service and you are paying more, so
number of targets against which Royal Mail shouldto the customer it does not look more eYcient. For
be measured.the postmen and women it is, because they are

delivering more mail.
Mr Weir: The point was to cut the costs of the Post Q226 Mr Weir: In your submission you state that
OYce, to meet the challenge of privatisation. How evidence from competitive postal markets abroad
can it have real success when it is costing the Post and other regulated industries in the UK shows that
OYce more money? consumers will benefit from a competitive
Chairman: I would like to leave that as a rhetorical marketplace.What evidence do you have of this and
question, Mr Weir, and, if you do not mind, can we which countries’ postal markets are you talking

about?go back to the things we have to tick oV before the
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Ms Chambers: We look very regularly at the fact that it took 15 years for TPG to modernise their
business, because TPG is probably the most eYcientexperience of all markets that are going through

deregulation.We have looked in some detail at what and the one with which to compare. They did the
major transformation in four years.has happened in telecoms, gas, electricity and water.

We also look at and we learn from the experience of
diVerent countries right across Europe, we look Q229 Mr Weir: On the question of the comparison
across countries which have had certain forms of still, are you comparing postal services which deliver
liberalisation and certain forms of competition in through every letterbox? I am aware that some
their postal markets, including the USA, Australia postal services deliver to a centralised point
and New Zealand. We look at all of those. We have somewhere at the end of the road and some of those
to be very careful because we are never comparing services are competing with the Royal Mail in the
like with like. Every sector has diVerent UK, Hays springs to mind in my own experience,
characteristics, every country has diVerent they deliver to a central area where the mail is then
characteristics, so we have to be careful not to collected. Are you comparing, or is it possible to
generalise too much, but we can still learn lots of compare, through the door at every address, postal
lessons. services in other parts of Europe?
Mr Moriarty:Also we study very carefully what has Ms Chambers: This is where we do have to be very
happened in the UK, because, as we mentioned careful, because I think every country has a diVerent
before, parts of the market have already been definition of their universal service and they all have
opened up to competition, the cherries, as some very diVerent service arrangements. In some cases
people would call it. What has happened? they are more stringent than ours and in some cases
Profitability has increased but, more importantly, they are less stringent. In some countries there is a
quality of service has increased. We all remember, a requirement for newspapers to be delivered through
couple of years ago, the terrible problems we had the universal service, in some cases there are
with quality of service and, under threat of requirements for times of delivery to be earlier than
competition, Royal Mail have turned it round and ours and in some cases they are much less tight. I
now they are recording some of their highest quality think we do have to be very careful. We try very
of service measures on record.More than that, when much not to fall into the trap of saying that this is
we get out and talk to customers and say “Do you like for like, because it is not, they are never like for
notice an improvement?” a lot of them say that like, but you still have to look at what is happening
Royal Mail is more engaged, it is more innovative in these diVerent countries to see what we can learn,
and more attentive to their needs and they have no what we can gain, what works and what does not
doubt that has been driven by the spur of work, and there are some common themes.
competition. Mr Stapleton: Themajor diVerence is that the UK is
Mr Stapleton: Just to throw some light on what I the exception, in terms of six days a week versus five
would term the Swedish confusion, Sweden Post days a week, but in making our eYciency
have lost 8% market share nationally, they have lost comparisons we normalise out for that.
25% in the urban areas of Stockholm and around
there. In a sense, both parties are right, but I think Q230MrWeir: I am sorry to labour this point but it
the most important point is that Swedish Post are a is important for areas like my own constituency.
lot more profitable today than they were when they You talk about the Swedish example, you talk about
went into a liberalised marketplace, and that is some of these other examples, are they examples
because they have driven very hard to improve their where rural delivery is through the door or are we
eYciencies. talking about centre of town, or whatever?

Mr Moriarty: It is mixed. There are certainly some
countries where it is to the door but there are othersQ227 Chairman: On this eYciency point, the only

reference I think in your written evidence to us is where it is to a premises or a point of delivery, which,
as you point out, may not actually be through thethat, in paragraph 9 on page 14, Royal Mail “lags

behind some of the more eYcient postal operators in door. The bottom line is that the picture is very
mixed across Europe.Europe.” I have seen a press report which says: “The

postal operator is lagging behind competitors in
continental Europe both on letters handled per full- Q231 Chairman: Can we go on to price controls,
time employee and on the proportion of mail please. Can I ask you first, from a point of
handled by machines.” This is the robot point you information, when you expect to announce your
were discussing with Lindsay Hoyle. Have you got final proposals: it is some time this month, is it not?
any evidence, not to give us now verbally, but that Mr Stapleton: In the second half of November.
you can let us have, on the lag in eYciency by
Royal Mail? Q232 Chairman: Tell us about the methodology. As
Mr Stapleton:Yes, we have. That is available to you, you know, Royal Mail have concerns about the
Chairman, in Royal Mail’s submission to you. methodology used for your modelling. What

alternatives to the current price control proposals
have you investigated?Q228 Chairman: It is, and do you agree with that?

Mr Stapleton: We do. I think the only point we Mr Moriarty: I think we need to make a distinction,
Chairman, between whether our sums arewould take issue with Royal Mail on is the speed of

transformation. I think a reference was made to the arithmetically correct and we can add up properly
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and the debate over assumptions. Our models are Mr Stapleton: A part of the pension deficit as it is
today reflects the cost of the 33,000 people who leftaudited, they are subject to professional advisers, we

give them to Postwatch and Royal Mail and I would the business, because the Royal Mail pension
scheme I think allows people to take early retirementhope there were no computational errors, ie we can

do the maths correctly. However, clearly there is a at 50 and, not surprisingly, quite a lot of the people
who left the business were 50 and over. That is a verybig debate between us and Royal Mail on what goes

into those models, particularly over the assumptions small proportion of the total £4.5 billion. I think at
the most it is substantially less than 10%.on eYciency that we mentioned earlier on.

Q236 Mr Wright: You mentioned the figureQ233 Chairman: Have you any alternative
£4.5 billion and we have been given a figure of £4modelling methods?
billion. The £0.5 billionmay not seem a lot when youMr Moriarty: We have. We have been modelling
say it but the 0.5 is a substantial amount. What areaway at this price control for about a year. We have
the figures?issued three consultation documents setting out all
Mr Stapleton: They are moving around all the time,our calculations. I think if we just step back and say
is the answer, principally because there isare there diVerent methodologies, as a regulator
considerable uncertainty about what sort ofwhat we have got to do is come up with a balanced
mortality tables to use.package between Royal Mail, customers and other

operators. Generally speaking, what Royal Mail
would want is another methodology, for us to Q237 Mr Wright: Who would you blame for the

deficit situation that we are in at the moment?regulate a lot less, and, generally speaking, what
customers and other operators would want is Mr Stapleton:Our proposals, first and foremost, are

forward looking and to try to allocate blame I thinkanother methodology, for us to regulate much more
and in a tougher way. Our job is to exercise the is not going to help solve the problem, but if you

want an answer it is low equity returns, people livingjudgment of Solomon and find the right balance.
longer, particularly postmen living longer.

Q234 Mr Wright: Following on the line of the price
Q238 Chairman: Lots of exercise?controls, you have already covered the fact that you
Mr Stapleton: Yes. I think I should become aoppose the Royal Mail’s submission for the 29 and
postman.39 pence respective increases on second- and first-

class stamps and you have suggested that it should
be nomore than 34 pence. Postwatch have suggested Q239 Chairman: FRS17?

Mr Stapleton: FRS17 and low bond yields, becauseeven that is at the high end of the scale. Have you
taken the pensions deficit into account when you the liabilities are discounted at the bond yield and as

interest rates come down the liabilities go up and thehave looked at your price controls?
Mr Stapleton:Yes,MrWright. The initial proposals assets do not go up proportionately.
that we produced allowed for the recovery of
something like £260 million a year from customers Q240 Mr Wright: We have already covered the
to recognise that pension deficit. I think the point question of who should pay this deficit in the earlier
wasmade earlier, that is a recovery over 17 years and submissions. If it comes down to the shareholder
if the Committee wanted to hear our rationale for bearing some of the responsibilities, Lindsay Hoyle
that I could give it. Where we diVered from Royal has already maintained that ultimately it means the
Mail was that they wanted to recover the pension taxpayer so it is going to be the customer who is
deficit just from their captive customers, just from going to bear it. Why are you so averse to Royal
the people who do not have a choice of alternative Mail trying to take this on board and increasing their
mail operator, and we said that we thought the prices to bridge this particular deficit without the
context, us seeking to balance the interests of the need to go through some of the painful measures
company and of the customer, was that it should be that the staV have gone through already in terms of
recovered proportionately. The two diVerences 30,000-odd job cuts?
between their 39 pence and our 34 pence are, firstly, Mr Stapleton:We are already allowing a substantial
that diVerence in terms of what sort of eYciencies amount to be recovered from customers.
the business should be striving for over the next four
years and, secondly, the period and who bears the Q241 Mr Wright: What amount are we talking
pension pain. Our proposals do acknowledge that about?
the customer should be bearing a substantial part of Mr Stapleton: There is an issue that has not come up
that pension pain. thus far in the Committee’s deliberations, I think,

and that is, there comes a point where you push too
much on price and people go elsewhere. Royal MailQ235 Mr Wright: Part of the Royal Mail’s

submission for the 39 and 29 pence is to fund some of might be a monopoly but the mail market has
substitutes. Fifty per cent of Royal Mail’s volumesthe capital modernisation. Earlier on youmentioned

the fact that you see the modernisation as part of the come from direct mail. I have visited a number of
these large direct mail customers and they all haveprocess to make the company more eYcient, which

means that ultimately there will be fewer people very sophisticated models which say “Is this direct
mail cheaper than using radio, television, businessworking within the Post OYce. Do you see that as a

part of the pension deficit proposal as well? magazines or the press?” Our biggest concern and
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one of the reasons why we are seeking to curb Royal look at yourself as a non-director of the Stock
Exchange, you would not be advising the businessMail’s inclination to load everything onto price is

that people will move to e-mail, people will move to and its pension fund over 30 years, you would be
saying “That business, on this Stock Exchange,musttexting, direct mailers will move to business

magazines and we will get into a horrible, vicious fill that deficit within 12 years.” Yet, here we are, you
wear two hats applying diVerent rules. I do worrycircle. People seem to think that demand is totally

inelastic for letters; it is not. Some of the slow-down about that. That is the question, which hat do you
wear and which rules do you go by, becausethat we have seen in the last quarter is coming on the

retail stamps which have gone up most in price. We tomorrow you will be taking a diVerent view in the
City than what you are saying here today?have got to be very careful, even if the regulator was

willing to put all the pension cost onto the customer, Mr Stapleton: If I have not already got the point
across, Chairman, in the context of a pensionthat then we do not create a vicious circle of decline

in the mail market. covenant the RoyalMail is a very diVerent company
from any other one that is quoted on the Stock
Exchange in the sense that it does not have theQ242 Mr Wright: You have mentioned that the
Universal Service Obligation financeabilityburden should be shared, as far as the deficit is
guaranteed. Our final proposals will not beconcerned. In percentage terms, how much should
anticipating any equity injection by thethe shareholder bear, how much should the
Government, they will be anticipating only a lack ofcustomer bear and how much should the workforce
a dividend from the Government, and we will putbear in eYciencies?
forward a set of proposals that will ensure theMr Stapleton: Our package is pretty clear, although
financeability of the USO. That ought to be verythese are just initial proposals andmight well change
reassuring for the pension trustees, it is much morein our final proposals. It is saying that with a pension
reassurance than I think any StockExchange quoteddeficit we would not expect the Government to be
company has got.taking dividends out of the business, but it has not

been taking out dividends in the recent past anyway,
that the company should be pushing hard towards Q245 Mr Hoyle: Do you believe that the taxpayer
achieving the maximum eYciencies possible, and should help fill the gap in the pension fund?
that is enshrined in our 3% target, and the customer Mr Stapleton: I have said already, only to the extent
should be taking the £250million a year that is in our of foregoing dividends.
proposals. That is over a 17-year period, I
acknowledge, and that would require agreement

Q246 Mr Hoyle: You do not believe there should befrom the pension trustees. A question was raised
a contribution from the Treasury? I just want toearlier about every commercial company recovering
make sure we have got it right and on the record, Iits deficit in 12 years. No other commercial
am not trying to trip you up, I am just trying to getcompany, outside of the regulated industry, has the
a straight answer. I understand if there are noguarantee that is enshrined in Postcomm’s
dividends and they have not been taking dividendsresponsibilities, that we will finance Royal Mail’s
at all in recent years. Do you believe there should beUniversal Service Obligation. In a sense, there is a
a contribution from the Treasury, from thevery diVerent covenant on the Royal Mail pension
taxpayer?recovery from that of a normal commercial
Mr Stapleton: You used the word, Mr Hoyle,company, the 8% guaranteed real return on their
“believe”. I have used the word “assumption”. Thatinvestment is a very diVerent covenant.
is the assumption on which our price control will
be based.

Q243 Mr Hoyle: Obviously, just so I have got it
right, the 3% target savings would be used per

Q247 Mr Hoyle: On your assumption, you do notannum to fill the deficit in the pension fund?
accept that the taxpayer should contribute?Mr Stapleton: It would not be used to fill it, they
Mr Stapleton: That is the assumption we have used.would be part of the contribution towards filling it,
I am not going to tell you what my belief is. That isand a much smaller part, to be very clear, than the
rather diVerent from my assumption.contribution that is baked into our initial proposals

in terms of customers paying.
Q248Mr Hoyle: I expect you get paid quite a lot for
your beliefs, so you may want to share them inQ244 Mr Hoyle: It reminds me very much of the
future. The second part of the question, and ofLiberal manifesto, where this penny became elastic,
course what worries everybody, is that you haveit could be spent on everything. Nothing personal,
pointed out that 5% VAT is very little. Can youjust to say a penny goes a long way. What we are
explain to me how you work out 5%? Mysaying is, the 3% target eYciencies, this 3%must go a
understanding of VAT is that it is imposed at 1712%lot further because what we are saying is a £4 billion

deficit on the pension fund, or £4.5 billion, and you would have to have derogation in order to
bring in 5%. Which is correct?whichever figure we decide to choose, then you have

wage increases, or are you suggesting there should be Mr Moriarty: Any change in VAT, first and
foremost, needs the agreement of the Treasury andno wage increases, at the same time, in taking costs

out of the business, that is not feasible, that is not then also, under any permutation, probably needs
the agreement of the European Union.possible. What worries me, and quite rightly as I
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Q249 Mr Hoyle:What you are saying is that you do Mr Moriarty: Certainly.
not want to see an increase in the stamps as such, as Chairman: That will be very helpful.
much as Royal Mail want it, but you are willing to Mr Hoyle: Chairman, on that note, can you make
penalise GrandmaWilson in Chorley who sends her sure you distinguish, because if you are a business
birthday cards VAT free.What you are saying to the you claim the VAT back, so it is not applicable, it is
Committee is that you would like to see VAT put on on the customers that we represent, all our
the price of a postage stamp but that would have to constituents, that they want to put on an extra tax.
be at 1712% unless you got derogation if you brought Chairman: You have made your point very well and

I would like a note, please, from the witnesses.in VAT. That is my understanding.
Ms Chambers: We have never said that we would
like to see VAT imposed at 1712%. That would not be

Q255 Mr Weir: A previous witness has suggestedour position.
that you have underestimated futuremail volumes inMrHoyle: It is not your position.You either support
your analysis for the price and service quality review,VAT or you do not. Chairman, this is a very clear
while another has told us that since January theyand very good question. The question is, you
have seen almost a 1% decline in the postal market.suggested earlier that you support VAT, in which
In your submission, of course, you suggested that itcase it has to come in at 1712% unless there is
was a growing market. Is it still your contention thatderogation, as on energy, but it takes derogation. If
it is a growing market?you wish to see VAT at 1712%, you explain to
Mr Stapleton: I cannot recognise, Mr Weir, whereGrandma Wilson why you want to tax her.
the 1% decline since January has come from. TheChairman: Can you just explain what the eVect
year at RoyalMail ends inMarch, in the last quarterwould be of imposing VAT at 5%, assuming you can
of the last year it was growing, April to June it wasdo it, on the stuV from the Royal Mail? It is not just
growing 2.7%, July to September it went down 1.3%.5% on price, is it?
Unless we have got some bad figures, it has had oneMr Hoyle: It does not aVect Royal Mail, Chairman,
quarter of decline, the most recent quarter, and forit aVects the customers.
the calendar year to September the market has still
been growing. We are being asked to consider one
quarter and the implication of the revised RoyalQ250Chairman:Whatwould be the eVect forecasted
Mail volume projections, if we were to incorporateas the end result?
them in our price control, and clearly we will reflectMr Moriarty: Royal Mail cannot reclaim its input
very carefully on the numbers, would be yet anotherVAT, at about 212% on its total cost base, so if 5% is
1.3%more on mail prices. Clearly, we have to reflectplaced on half of all their letters, the VAT-exempt
very carefully on the latest set of numbers but it iscustomers at the moment, it should be broadly
only one quarter, and, as the Postwatch witness saidneutral to Royal Mail.
earlier, the only time over the last 25 years where that
has happened before was just before the last price

Q251 Chairman: The point is that it can reclaim control.
VAT as well?
Mr Moriarty: That is correct.

Q256 Mr Weir: In a nutshell, you believe it is still
growing, basically?Q252 Chairman: Putting 5% on a stamp does not
Mr Stapleton: As I mentioned earlier, we have donemean automatically 5% of the cost of the stamp?
a survey of 1,200 mail users and 80% of them saidMr Moriarty: That is right, Chairman.
they expected the market to continue to grow over
the next four or five years. I will be very clear. We
will deliberate very carefully onRoyalMail’s revisedQ253 Mr Hoyle: Chairman, that is not quite right.
volume submissions.Can I say that if you charge for a stamp at a shop

there has to be 1712% on the price of that stamp if you
bring in VAT, unless you apply for derogation to

Q257 Chairman: Your view is that the post marketreduce it to 5%. It is 1712% tax on Grandma Wilson
is still growing in the UK?in Chorley which she does not pay at the moment.
Mr Stapleton: Yes.That is not acceptable and I do not support it.

Mr Moriarty: We have been consistent in our
message to the Treasury on this, which is, we want a

Q258 Chairman:Mr Crozier told us that it is almostlevel playing-field but we want to see one which does
a 1% decline in the market and you cannotnot have significant price increases, which is why
understand that?we supported the 5% andwhywe did not support the
Mr Stapleton: A 1.3% decline from July to1712%.
September is the only negative number we have
noticed.

Q254 Chairman: I think it would be helpful if you
could let us have a note of your view on VAT on
stamps and what implications that would have for Q259Chairman:Thank you verymuch.Wewill seek

clarification on that.the company and the customer?
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Mr Stapleton: To be very clear, our only concern on Mr Stapleton: No, and nobody.
a declining market is that price is pushed too far.

Q261Chairman: I was told youwere intrigued by the
thought of that question. Is that all you have to say

Q260 Chairman: There are other questions we had at the moment?
hoped to ask you but frankly we are up against the Mr Stapleton: I am happy to elaborate but you are
clock now. Under what circumstances would you short of time.
envisage the postponement of the final stage of Chairman: I think that is an utterly succinct note on
postal service reform in the UK and if that which to end the session. Thank you very much
postponement were to happen who would benefit, indeed. We are very grateful for your time and

trouble.the consumer, the Government or Royal Mail?
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Witnesses: Mr Nick Wells, Managing Director, TNT Mail UK Limited, Mr Guy Buswell, Managing
Director, UK Mail Limited, and Mr David Sibbick, Director, Regulatory AVairs, DX Network Services,
the Mail Competition Forum, examined.

Q262 Chairman: Welcome to this session of the they are doing all the hard work and you are doing
all the easy work. They have to do all the finalSelect Committee’s investigation into the Royal

Mail after liberalisation. Can I begin by inviting you sorting, all the final delivering, they have to handle
all the badly and wrongly addressed envelopes, theyto introduce yourselves and also to explain briefly

what your association actually is. have to deal with all the people who have moved on,
and they think that the price they get for the workMr Sibbick: Thank you, Mr Chairman. My name is

David Sibbick, I am Director of Regulatory AVairs they do is out of all proportion. Do you share that
view?for a company called DX Network Services. The

Mail Competition Forum was set up about a year Mr Wells:Absolutely not, no, surprise, surprise.We
are collecting the mail from printers and clients andago to represent the interests of Royal Mail’s

competitors essentially and our objective is to we are delivering it into our depots and then for
onward transportation to 69 inward mail centres.facilitate customer choice through fair, vibrant and

sustainable competition within a stable and We have a price, broadly speaking, of 13 pence and
that probably represents about 85% of the totalundistorted UK postal market.

Mr Wells:Myname isNickWells and I am theChief retail price, so I do not quite understand their point
of view, and obviously Royal Mail, I understandExecutive OYcer of TNT Mail in the UK. We are

part of the TNT Group which is a global business from previous hearings, believe it is a fair and
equitable price.and we are involved in express logistics and mail.

Mr Buswell: I am Guy Buswell and I am the
Managing Director of UKMail. UKMail is part of

Q265 Chairman: So what you are saying, and this isthe Business Post Group which is predominantly a
the business mail we are talking about that youparcel carrier and we are now in the mail business
collect and deliver to the sorting oYces, is that youas well.
get about two or three pence for each of those items
and the Royal Mail is getting 13?

Q263Chairman:Weare looking to full liberalisation Mr Wells: Broadly speaking.
in the New Year, but of course there is already Mr Hoyle: Just so that I have got it right, the Mail
partial liberalisation and you have already got access Competition Forum, you are paid by the people who
to parts of the Royal Mail’s delivery service. There are in competition with Royal Mail?
has been some concern about the way that system Mr Sibbick:Well, we are the people in competition
has operated in some quarters, but you have had with the Royal Mail.
long enough to see how it is actually working. Do
you think that you are paying a fair price to Royal

Q266 Mr Hoyle: Therefore, you are paid by them aMail for the services you get from them as part of
sub, okay, so at least I know where the answers arethat final mile?
coming from. Obviously we have had manyMr Sibbick: I think the price that exists is a price that
witnesses, but quite a few of them have suggestedwas freely negotiated between the parties and, to
that Royal Mail has the market power of thethat extent, it is clearly a fair price. My colleagues
incumbent monopolist position. Do you think thatwho are more involved in this part of the market
is the case?than I may have something to add to that.
Mr Sibbick: It is certainly the case that they have 360Mr Wells: I would just reinforce that it was a
years of experience, they have the brand and theycommercially negotiated rate. TNT entered into an
have the infrastructure, and that gives them clearlyaccess arrangement in June 2004 and we have been
a very, very powerfulmarket position, and they haveactive in providing mail to Royal Mail since
something like 97% of the market as well.September.

Q264 Chairman: The reason I ask, and I suspect we Q267 Mr Hoyle: Obviously presumably you believe
that barriers exist. How serious do you believe themwill hear this from our next set of witnesses, the

CommunicationWorkers” Union, is that they think to be?



Ev 40 Trade and Industry Committee: Evidence

15 November 2005 Mail Competition Forum

Mr Sibbick: Apart from the advantages that I have Mr Sibbick: Yes, we do welcome it. I think the way
that we look at it is that Postcomm has a remit to,just stated, I suppose the other big barrier to us is the

diVering VAT position of RoyalMail and ourselves. first of all, preserve the universal service, which is
clearly hugely important, but, secondly, within that,Royal Mail have exempt status from VAT, so they

do not charge that on their prices. We have to. That to introduce competition to benefit the customers.
Postcommhas clearly concluded after very extensivemakes a diVerence in about 50% of mail which is

generated by companies who are unable, because of and very careful study that competition to benefit
customers can be brought in without risk to thetheir own VAT status, to reclaim that VAT.
universal service and Royal Mail themselves said it
a couple of weeks ago at the UK Mail Show when

Q268MrHoyle: That is a pretty weak one, I have to Adam Crozier made the point again that
be honest with you. I do not want to get bogged competition is actually of benefit to Royal Mail and
down in VAT, but, let’s be honest, that means Royal I think the turnaround over the last three years
Mail does not charge VAT, so they cannot claim probably gives some support to that view.
VAT back. I would love to have a note on it to say Therefore, if competition is not going to damage the
how many of your customers are not VAT- universal service and it is going to benefit customers,
registered because they will be not able to claim it it would seem odd and almost contrary to
back. The poor person who loses out on the Postcomm’s remit not to introduce it, not to give
introduction of VAT is GrandmaWilson of Chorley customers the benefit of that and not to give the UK
who sends a birthday card and money to the infrastructure the benefit of that simply because
grandchild, so I do not think we need to use that; I some, but by no means all, other European
think that is a bit of a red herring. governments have taken a less enlightened view.
Mr Wells: Can we respond on that? I do not think it
is a red herring because you are including all those

Q271 Mr Weir: You have amongst yourcompanies, like financial institutions, banks,
membership at least two companies which areinsurance companies, charities, and that represents
owned or partially owned by national operators in50% of all the volume in the market. Now, clearly
other EU countries. Do you have any knowledge ofthey currently have a 1712% advantage which
how the turnover, costs and profits of the Universalobviously is not a level playing field and that will
ServiceObligation to national operators in other EUprevent the opening up of the market in the future
countries compare to Royal Mail’s?unless something is done. Now, clearly I know that
Mr Wells: Just to put that into context, TNT doesVAT is outside the remit of this Committee and
have an incumbent postal organisation in Holland,probably we do not want to get involved—
obviously currently called TBG Post and will beChairman: Well, we have been asking questions
called TNT Post. I think it is also important to pointabout VAT because it has been brought up by
out that we have been around in the UK since thewitnesses before and there will be further questions
1970s, we employ 18,000 people throughout thefrom Mr Hunter later on the subject, so let’s come
country and we are very British. Obviously claimsback to it later.
that the Dutch and the Germans are invading are
clearly over-exaggerated; we are very much a British

Q269 Mr Hoyle: Will full liberalisation, which you business. In terms of theUSO, I have not got a figure
are looking forward to, reduce some of those to hand on the value of that in Holland. We are
barriers, will it be enough, or what else can really focused on the UKmarket and we understand
Postcomm actually do to improve what you believe that the figure of half a billion has been put on the
is competition in the UK postal services market? USO in terms of its value in the UK market.
Mr Sibbick: I do not think liberalisation, as such, Mr Sibbick: Can I just add to that, as a company
will make any diVerence to those barriers. In the that has been operating mail services here for
sense that a very large part of the market is 30 years or so, that if we believed that competitors
liberalised already,RoyalMail’s previousmonopoly were coming into the market, subsidised by
only ever extended to letters and for many years it monopoly profits fromoverseas, I thinkwewould be
only extended to letters for which a charge of less the very first banging on Postcomm’s door and
than £1 was made. Bulk mail has been eVectively demanding some action against that. We clearly do
liberalised for the best part of three years now, so I not believe that to be the case.
do not think that liberalisation is going to make a
huge diVerence to the entry to the market. As far as

Q272 Mr Weir: How do you see the UniversalPostcomm is concerned, I think what we will be
Service Obligation in the UK then impacting uponlooking for for the future is rather where we believe
your business? There is an argument that thethere may be anti-competitive practices in the
Universal Service Obligation is an encumbrance onmarket, that they will be quick oV the mark to have
Royal Mail and there is a counter-argument that ita look at those and either agree that they are anti-
strengthens Royal Mail and helps them in thecompetitive or decide that they are not.
commercial market. What is your view on that?
Mr Sibbick: I think the view that we would take is
that, being the incumbent with all the advantagesQ270 Mr Hoyle: Do you welcome the fact that the

United Kingdom is going in advance of the rest of that that entails, despite, if you like, the universal
service or, as we would see it, because of theEurope by bringing liberalisation quicker to the

market? universal service, it is actually a substantial benefit to
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them. The ability to say to customers, “We can take Q276 Mr Weir: And do they do so in many other
European countries, do you know?any of your mail and we can deliver to any of
Mr Sibbick: I am not familiar with whether that is a27 million addresses up and down the country” is
widespread practice or not.clearly a huge advantage to them that none of the

rest of us has at this point in time in terms of an end-
to-end service. Q277MrWeir:We have heard in other evidence the
Mr Wells: Just to reinforce that, I think the universal fear that full liberalisation will lead to the cherry-
service oVering is all about providing accessibility at picking of services, as it is put, by yourselves
a good quality that is aVordable and it really does presumably and other competitors leaving theRoyal
not matter whatever market you are talking about, Mail to cope with the Universal Service Obligation
whether it is Germany, Holland, France, the UK, as on reduced income. Can you tell us what level of
those are the criteria that will make an eVective market penetration do the £250 million competitors
USO. Actually all of us here today want an eVective currently enjoy and what proportion of this is
Royal Mail and a strong Royal Mail because that is accounted for by your membership?
good for the industry. Clearly Allan Leighton and Mr Sibbick: I think it depends a bit on how you
his team have done a good job over the last three count this. Clearly the access providers who are
years and all credit to them, but I think we also feeding into Royal Mail and, therefore, supporting
believe that there will continue to be a dominant the final mile delivery network, which I think many
Royal Mail in the years to come and that is good for people would regard as the backbone of the
the industry. universal service, I think on our interpretation at

least, is probably somewhere between 112 and 2% of
the UK market.Q273 Mr Weir: But how do you compare then the

definition of the Universal Service Obligation
proposed by Postcomm to the EU Postal Services Q278 Mr Weir: Do you see that changing after full
Directive? liberalisation? Do you see a dramatic increase in the
Mr Sibbick: I suppose the answer to that is that if amount of impact it would have?
you look at the Postal Services Act 2000, it has the Mr Sibbick: I think it is diYcult to predict exactly
kind of fairly broad definition of a delivery every what will happen, but I think the view of those at this
working day to every address, the network collection table is that if you look a few years ahead, we would
points and so on. What Postcomm have done is to expect RoyalMail to still maintain a very, very large
try to turn that into something rather more specific, majority of the market.
but in respect of the actual services that Royal Mail Mr Wells: If I could perhaps expand on that, at the
provide. In other words, they have decided that moment they are estimating that the competitors
certain of Royal Mail’s services ought to be within account for about 3% of the market since the
the Universal Service Obligation and they have opening in January 2003, so when you talk about
spelled those out. cherry-picking, there are not too many fat cherries
Mr Wells: But if you would like more information, that have been picked so far. In terms of the
we probably have a document which would help you outcome, I think that is an excellent question and
diVerentiate between the service requirements in one I wish I knew the answer to. To reinforce what
other countries and those of the UK. Very broadly, David said, I think that RoyalMail will always have
top line, countries like Germany, France, the UK a dominant position. Most of the competition that
andHolland all oVer a six-day service, whereas most has been opened up so far has been opened up to
of the other countries only have to oVer a five-day access, so Royal Mail have not actually lost the final
service, but if you would like a more detailed mile delivery. I think we will see companies trying to

create either niches or end-to-end delivery solutions,specification, we have got that here and can provide
but you are not going to see anybody try andit later on.1
replicate the Royal Mail model, ie, delivering everyChairman: Yes, we would welcome that.
day to 26 million households with 70,000 postmen.
To do that, to replicate that infrastructure, is just not

Q274 Mr Weir: I think it would be useful to have tenable and not economic. From a TNT perspective,
that. I think it will be a journey of change and one that we
Mr Sibbick: Perhaps the other big diVerence is that will not really know how much market share we are
the United Kingdom’s version of universal service going to create until we get there, but it is tough.
involves a flat rate, a geographically uniform, call it
what you will, tariV. The European Directive makes

Q279 Mr Weir: I hear what you are saying, but isthat permissive, but not mandatory.
that not part of the problem facing Royal Mail, that
they have got this huge structure that they are going

Q275 Mr Weir: So the other European countries, to have to fund come what may regarding the
they have what we have heard described as zonal penetration by competitors into their markets? For
pricing then? example, in the Highlands and Islands of Scotland,

there is already a problem with parcel deliveries atMr Sibbick: They are free to do so if they wish to do
the moment, and obviously a lot of your membersso, yes.
are into the parcel business, where they will not
deliver to the Highlands and Islands at the same1 Appendix 11
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prices as Royal Mail and some people will not how it splits is pretty important, whether it is a
growing cake or a declining cake, I just wondereddeliver at all. Is there not a danger of that coming

into the letters market if this proceeds? what your perspective on that was for the UK
postal market.Mr Wells:We really do not think so.

Mr Sibbick: It is also the case that Postcomm have a Mr Wells: Firstly, it is a great question because
everybody around this table is interested in growingstatutory remit to defend the universal service. They

clearly, and they are obviously better placed than that market and having a profitable and quality
postal operation. If we look at three areas, one ismost of us to take this view, believe that the universal

service can be maintained, despite a certain level of transactional mail, and that would typically be bills
and statements, e-banking and so on, I think therecompetition. We are, if you like, responding to their

invitation to come into this part of the market, but will be a decline, there will be substitution of that
market, and I think that is pretty obvious. In termsit is their judgment that this will not damage the

universal service. of correspondence, I think we have seen what might
migrate to e-mail already, so we expect that to beMr Wells: And it certainly has not damaged the

universal service in Holland where over 10% has fairly static. In terms of the other area, what we call
direct market, which is more advertising where youbeen opened up to end-to-end competition and we

are predicting in Holland that we will lose 30% and are competing with other media, we believe that will
continue to grow, so it depends what you are talkingthey still have a Universal Service Obligation and

they still think that we have to compete under about and what sector. In some areas I think we will
see a modest decline and in other areas I think wethose criteria.

Mr Buswell: I think one also needs to look at the will see some growth, but the growth in direct
marketing will be all about the ability of Royal Mailmarket dynamics. This is a brand new marketplace

and people for the first time are having a choice in and the competition to oVer a good price:quality
ratio that will compete in a wider media landscape.utilising other methods of mail delivery. Our view at

this point in time is that the customers do not
actually necessarily want to see somebody else Q282MrsMiller: But am I not right in thinking that
walking up the garden path with their mail. At this we have actually seen a decline in direct mail in the
point in time, because it is a fairly new thing, they last six months of about 7%, so do you think that is
like the idea of the Royal Mail still delivering that a blip or rather a long-term trend?Do you see a trend
final mile delivery, so, to me, for the next few years towards more targeted mailing in that sector?
access and the way that has been operated, which Mr Wells: Yes, but, interestingly, I think it was in
has been done very successfully by RoyalMail, is the yesterday’s paper, they were talking about the
way to introduce competition into the marketplace proliferation of media and the fragmentation of
slowly and gradually and, as time goes by, people get media and the Royal Mail carried a full-page ad,
more used to having diVerent types of mail service saying, “There’s only one letterbox”, so I think you
and the universal service is completely protected in could argue both ways. With the fragmentation of
that way, so that would be our view on how it the media, direct marketing can go to the letterbox
should happen. and targeted marketing is clearly quite eVective. I

think that theRoyalMail figures only referred to the
last quarter being in decline.Q280 Mr Bone:With the access, do you not already

deliver to your customers direct without the Post
OYce? Q283 Mrs Miller: The last six months, yes.

Mr Wells: I have not seen those figures, but in termsMr Sibbick: We do indeed. We deliver to business
addresses only, but we deliver to business addresses of the Direct Marketing Association, it tends to be

retrospective. One of the figures I have seen has seenthroughout the country, not just the easy-to-serve
areas, but on trading estates and so on. We do that modest growth over the last few years.
because customers require us to do that and I think
that is part of the answer. There would no doubt be Q284 Mrs Miller: Could you perhaps give me a few
verymany residential areas that we could servemore ideas about how you see the growth trends in the rest
profitably than some of the business addresses that of the EU. Would you think it was similar?
we deliver to, but that is not the area that we are in, Mr Wells: No, I think it will depend market by
and we stick to what we have always done which is market. Clearly some markets that are less mature
overnight delivery and early-morning delivery to will see bigger growth and the more mature markets
businesses. will see more modest growth, but there are various

dynamics in operation in all of these markets and it
is diYcult to give a generalisation. One thing IQ281 Mrs Miller: Perhaps we could just look a little
probably could do is get some FEDMfigures, whichbit more at the dynamics of the market. You said
is the Federation of European Direct Marketingearlier on that you have 3% of the market and we
which looks at the directmarketing trendsmarket byhave heard some conflicting evidence from previous
market, and let you have those.witnesses about the growth in theUKpostal market.
Mrs Miller: That would be useful.Postwatch suggested that the Royal Mail controls a

large share of, what they called, the “growing
market”, but Royal Mail actually told us that since Q285 Chairman: I am just a little bit uncertain what

the conclusion of all that is. You have identifiedJanuary they have seen almost a 1% decline in the
market. Given obviously the size of the cake and three markets, but what is the total volume?
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Mr Wells: Well, it is diYcult to say and that is the Mr Buswell: Yes.
reality. We cannot put a stake in the ground, as
much as we would love to, and say, “This market’s Q289MrWright:They all have, do you think?What
going to grow five to 10% for the next 10 years”, but would be the position with regard to yourselves if
what we can say, based upon intuition, is that you were faced with a pension fund deficit—would
transactional mail will decline and direct marketing you take that out of profits or would you increase the
will increase. At what level, we do not know, nor price of your products?
does anybody. Mr Sibbick: In our particular case, we demerged

from our parent company about a year ago and at
that point in time the pension fund situation was

Q286MrWright: In terms of the prices, RoyalMail, sorted out, if you like, and we carried on our balance
in their submission, said that they would like to see sheet a level of debt which in part will have included
the cost of stamps increase to, I think it was, 39 pence a consideration for adjusting the pension fund so
over another two or three years for first-class stamps that it was in balance and we of course have to
and this is to ensure that Royal Mail is in a position finance that.
to fund its pension deficit. As the Forum
representing Royal Mail’s competitors, what are Q290 Mr Wright: How would you finance that?
your views on this? Would you be looking at price increases or would
Mr Sibbick: I think, as competitors, what we are you be talking about a reduction in—
entitled to ask for is that RoyalMail’s prices should, Mr Sibbick:Clearly our prices have got to reflect the
as far as possible, reflect the cost of actually revenue that we need to service the debt that we
providing each of those services. There certainly is have.
an argument, and RoyalMail have advanced it, that
the price of the stamp has over the years been Q291 Mr Wright: I know we are talking about the
perhaps held back for political reasons and that mail side for ordinary customers, but would you say
some rebalancing is, therefore, necessary. Clearly that Royal Mail increasing their prices would allow
they have a number of issues to address in terms, for you yourselves to increase your prices to take into
example, of their pension fund deficit where I saw account those circumstances?
yesterday or the day before a press notice from the Mr Sibbick: It would clearly create more value or
CWU, arguing that that should be met out of, and more headroom in the market, yes.
over a relatively short period, normal cashflow, that
they should be given suYcient headroom to deal Q292 Mr Wright: So overall you would welcome
with these issues, which of course is what we, as Royal Mail increasing their prices then?
private sector companies, would have to do. I think Mr Sibbick: It makes life easier for us. What we do
that the short answer is that we think that Royal not want to see though is the mail market as a whole
Mail’s prices should properly reflect the cost of damaged. I think we all have a very great interest in
providing each of the services and that is of course seeing that the market is actually promoted and
their own view. driven forward and to some extent questions about,

“Will it increase in size or will it decrease in size?” are
in the hands of all of us. We all have to persuade

Q287 Mr Wright: So you tend to agree with Royal customers that mail, as a medium, is a cost-eVective
Mail’s view that it should be what they have medium that they will want to use.
suggested of 39 pence as opposed to Postcomm and Mr Buswell: Putting prices up seems like the obvious
Postwatch which have suggested a lower level of thing to do, but customers need to make sure it is
34 pence for first class and second class to remain as cost-eVective or, as David says, they will pick
it is? anothermedium, so it is not about just putting prices
Mr Buswell: I think it is diYcult to ask the up. As a commercial organisation, price is one of the
competition about Royal Mail’s prices. Clearly we tools we have in our box and yes, we can put prices
would love their prices to go up because it would up, but if that means we lose customers by doing so,

then that is the balancing act and that is clearly whatmean it would be easier for us to compete against
Royal Mail are faced with now.them, but that is not necessarily what the general

public wouldwant to see. Generally speaking, this to
a certain degree is a matter for Postcomm to work Q293Mr Bone: I am just going to pursue this a little
out and for the Government to work out how the bit more and pick up on your last point. The Royal
pension fund deficit should be accommodated. In Mail is a very unusual plc in that it has becomemore

or less a monopoly, plus it also has the Governmentterms of pure pricing, what we want to see is cost-
as its shareholder. They have got this huge pensionreflected pricing and eYciencies in there so that our
deficit and I do not know how that has come about,access price, for instance, over time ifmore eYciency
but it is not chicken feed, it is a huge amount ofcan be made on the access price, then maybe that
money. It seems to me that they have four ways ofprice can come down.
dealing with it. One is that you can ask your
shareholders to raise more equity, which in this case

Q288 Mr Wright: Do your companies have their would be the taxpayers footing the bill for it; you can
own private pension schemes and a number of your do, if you like, a pension swap where you give equity

to your employees to reduce their pension rights atmembers as well?
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the end and thereby reduce the deficit; you can raise Q299 JudyMallaber:Previous witnesses have said to
prices, as you say, but I am very concerned about us that we need really robust and reliable
that in a monopoly situation because you have not information on performance measurement and on
got the normal market forces in operation; or you quality of service, both of Royal Mail and of the
can sell an asset, and I understand the PostOYce has licensed competitors, if customers are going to be
a very attractive European parcels subsidiary— able to make informed decisions about which postal
Mr Wells: GLC. services to use. Do you agree with that?

Mr Sibbick: I think that is a very diYcult one. If you
are not careful, you end up with figures that look asQ294 Mr Bone:—and that can be sold oV. I just
though they are comparing like with like, but arewondered if you would like to comment on which
actually comparing apples with pears. I do not thinkway you think the Post OYce should go forward
any of us are looking to replicate exactly the serviceson those.
that Royal Mail already provide; rather, we areMr Buswell: It is a diYcult one because we have not
looking to find gaps in the market and providegot all the information and Postcomm do have all
slightly diVerent services. We are currently inthat information. As a commercial organisation, I
discussion with both Postcomm and Postwatchthink, looking at the diVerent areas where one could
about what kind of measurements we could put inraise the funds, the obvious one would be the sale of

an asset, but it may be a combination of those things place that would actually inform rather thanmislead
that is worked on. customers because we agree that that is the
Mr Wells: I think they should be looking at important thing to do, and at the moment the
improving eYciency, I think they should be looking thinking is around setting out very clearly what
at increasing prices, and I think that potentially, it is services we set out to oVer and then measurements
outside our remit, the Government should take a that actually show how well we are doing against
dividend holiday, as they are doing. I think it is all what we said we would do rather than have a
about balance and it is probably getting the right standard measurement which would actually, as I
balance and, as Guy says, we have not been exposed say, probably be rather misleading.
to all the details, so it is diYcult for us to comment, Mr Buswell: Our customers know exactly the
but I would think it is a combination of those three performance level that we are achieving on a daily
things. basis and that is part of the service oVering we give

to our customers.
Q295 Mr Bone: You left oV the sale of the asset.
Mr Wells: It is diYcult, but they do have that as an

Q300 Judy Mallaber: Would that be true foroption.
potential new customers coming in? If Royal Mail
make mistakes, that tends to get all over the press

Q296 Mr Bone: It is worth a lot of money, is it not? and they get the publicity for postal deliveries not
Mr Wells: GLC is probably worth over a billion. It working properly, but you started oV almost
is doing a billion turnover and 100 million, so yes, it sounding as though youwere notwelcoming the idea
is worth a lot. of robust and comparable information.
Mr Buswell: But certainly RoyalMail might see that Mr Buswell: I think the diVerence is that in the
as a constraint which would restrict their marketplace that we operate in currently, people
commercial ability. who are customers that do not get the service they
Mr Wells: I think it is a discussion for Postcomm have asked for go somewhere else and that is the
and Royal Mail rather than us probably. biggest performance measurement for us, howmany

customers we keep in terms of doing what we say we
Q297 Mr Hoyle: In fairness, I think I welcome the are going to do, so for us to provide monitoring of
last comment because you are reflecting what would our performance for our customers is day-to-day
bemy view, that surely you do not shrink a company business for us.
that has got to compete because if I take yourselves,
TNT, you are actually owned by Dutch Post,

Q301 Judy Mallaber: So what level of detailedeverybody else is expanding and it has got their back
information are you prepared to provide and wouldup because of the opening up of the market, so I do
that be on the public record or just there for you totake that point.
tout out to your existing customers?Mr Buswell: That is what we are going to do then, as

an individual company, but— Mr Buswell: I think, as David said, the diVerence is
that we all have diVerent services we are oVering, so
to find one measure that says, “This company isQ298MrHoyle:Youwould not want to see it shrink
better than that company”, and on what day it isand compete, that is fair enough and I accept that,
going to be and over what period it is going to be, itChairman.
is very diYcult to do that.Mr Sibbick: Probably the one view that we would
Mr Wells: It is always a combination of both pricetake is that if Royal Mail’s problems were to be
and quality, and some of the direct marketingsolved by very large amounts of government money
companies, whilst they are interested in making surebeing pushed in in a way that is not available to us,
it goes through to the right letterbox at the rightas competitors, we would obviously want to look

carefully at that. time, they are also looking at what we call “response
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data”, so what is the cost per response, what is the published data what your track record is on
cost per performance, and ultimately the customers reliability and other elements of performance
will decide. measurement?

Mr Sibbick: I am not arguing against that. I think
what we are saying is that it should not be simply a

Q302 JudyMallaber:Do you think that information standard measurement across the board because we
should be compiled independently or are you the are not providing a standard service.
right people to do it yourselves? How do I know
whether to trust the information you are giving me?
Would it be better for an independent organisation Q305 Judy Mallaber: So what information wouldto validate that information? you be providing?
Mr Buswell: Personally, I think it is a matter for the Mr Sibbick: We are discussing this still withmarket. I think this is a classic market dimension.

Postcomm and Postwatch, but it is likely to be basedPeople have a choice and people buy products and
around the services that we say we provide and howservices in all sorts of industries and they talk to
well we actually perform against what we have saidcustomers that are already using that service, they
we will do.have measurements, they have service-level

agreements and so forth, and I think that is what the
market is all about, and that is the diVerence

Q306 JudyMallaber:Do you knowwhether detailedbetween a Royal Mail monopoly service and a
information is provided to customers in other EUservice that we are now providing.
countries and what the regime would be?Mr Wells: I think there are 15 service-level
Mr Sibbick: I do not know that, I am afraid.agreements at the moment and I am sure RoyalMail

will be looking to simplify those to make it easier
to monitor.

Q307 Mark Hunter: I would like to return to a
matter that was touched on earlier on to do with

Q303 Judy Mallaber: I am a bit unclear here. Are VAT. It has been suggested to us that Royal Mail is
you suggesting thatRoyalMail should bemonitored “well placed to meet the challenge of competition as
in terms of its performance publicly, but then, as far it has many advantages that are the envy of its
as you are all concerned, it is up to you to self- competitors”. Following the liberalisation, what
monitor with no independent validation? advantages over Royal Mail’s competitors, such as
Mr Sibbick:For a lot of customers, RoyalMail is the VAT exemption and the postcode address file, do
only place that they can go and that is partly why it you believe Royal Mail should be allowed to retain?
is a regulated industry. All of our customers do Mr Sibbick:That is probably amatter for Postcomm
actually have choices, one of which of course is rather than us, but a starting point is that the
Royal Mail. I think the point that I was trying to privileges that Royal Mail has to some extent have
make at least is that what we want is information been justified in the past by the fact that they carry
that relates to the particular services that we provide the “burden” of the USO. Since I think it is fairly
that will actually be useful to customers. I have firmly established now by Postcomm and
heard a lot of large customers say that Royal Mail’s Postwatch, I think, are on record as saying that the
headline figures of quality of service, their 94.2% or USO is probably worth about £12 billion a year to
whatever the latest figure is, is not actually what Royal Mail, it seems odd to justify continuing
interests them. What interests them is what happens privileges, and I am not talking about minor ones,
to their mail which can be very diVerent because like driving through Royal Parks, for example, but
within that overall RoyalMail figure, there are some to justify major privileges on the argument that they
pretty enormous variations, so I think it depends have a USO which itself is of benefit to them.
what customers are really looking for. One of our
members, for example, delivers, I think, almost all of
the passports that are delivered by post in theUnited Q308MarkHunter: So you do not think they should
Kingdom and a large proportion of credit cards as be allowed to retain any of them?
well. Clearly those customers are interested, above Mr Sibbick:What I am saying is that I think some
all, in security. Other customers may be interested in of the minor ones, like the ability to drive through
predictability, some will be interested in speed, some Royal Parks, it goes back for ever into history and I
will be solely interested in price; there is a whole do not think we would begrudge them that at all.
range. Of course all customers would like all of those
things, but their priorities will diVer and I think just
a standard measurement does not address that. Q309 Mark Hunter: But the ones I have mentioned

you do not think they should be allowed to retain,
you do not think there is a case for that?Q304 JudyMallaber: I am still unclear here. Are you
Mr Sibbick: I certainly do not see any kind ofsuggesting that your data should not be published?
economic argument for them retaining a VATIt is no good to me, as a customer, to learn from
position which we do not also have.experience when I have not got my passport or I
Mr Wells: The privileges that exist already reallyhave not got that critical business document, it has

not turned up; surely I need to know in advance from surround their infrastructure, their 350-year head
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start and their stratospheric brand recognition. They Mr Buswell: With respect, that is not what we are
are all the privileges that they have. I think we are suggesting. What has been put forward by
saying that VAT is a real barrier and we would like Postcomm as a work-around that all parties benefit
that addressed. from is a 5%, for them to be registered—

MrHoyle: I am sorry, but you are wrong, Postcomm
Q310MarkHunter: Sowhat would be the impact on was wrong and I do not think we should be told facts
your members of the removal of the Royal Mail’s that are not true.
VAT exemption? Chairman:MrHoyle, we have asked for a note from
Mr Sibbick: I think it wouldmean that about 50% of Postcomm as to how this will work.
the market where at the moment we are at a 1712% Mr Hoyle: It has been checked and it is 1712%.
disadvantage, and I take Mr Hoyle’s point that
Royal Mail do have to absorb the input VAT, but in

Q318 Chairman: I do not think we will have thetheir advertising, they talk about it being free of
debate with you, we will have the debate with theVAT, but on 50% of the mail, that actually is quite
evidence we have in front of us. I want to draw thisa hurdle for us.
session to a close, but many of us have gotMr Buswell: I think the point I would make is: why
passionate, us and you, about one subject todayshould charities, for instance, not be able to buy

services that are diVerent from Royal Mail? If the which is VAT. You seem to be remarkably cautious.
NSPCC wants to buy a business-class service that I know that giving evidence to a select committee is
my company oVers, which is a two-day delivery, they an intimidating experience, but, even discounting
cannot buy it from me because I cannot get a price for that, I am left with the uncomfortable feeling that
that is anywhere near the Royal Mail price because you have got so much out of this already, you are
they cannot claim back the VAT, so by having that scared of rocking the boat. You have asked for
benefit, that charity is not able to buy services from nothing more and you feel so comfortable and
other mail operators and that just cannot be right. almost complacent of the situation, I am very
Mr Wells: I think the proposal from the EU is to put apprehensive. What have I missed?
5% across the board and Royal Mail would not be Mr Sibbick: I do not think, and it depends how you
any worse oV and you would not have to put VAT measure it, having two or 3% of the market with
on the stamp. Royal Mail having the rest suggests that we have

already got everything out of it that we could
Q311Chairman:Youwould not have to put VATon possibly hope for. I think what we are is realistic that
the stamp? competing with such a strong, entrenched
Mr Buswell: You would not have to increase the incumbent which is improving its own eYciency
price. substantially over the last three years or so, that is

not going to be an easy ride for any of us. We are
Q312 Chairman: So what you mean is that you here for the long haul, not just for the short-term
would not have to increase the stamp price for quick buck and it will take time, but my companytheir VAT?

has been here for 30 years and I hope we will still beMr Buswell: Correct.
here in 30 years’ time.

Q313 Chairman: But you think they would be able
to absorb the costs? Q319 Chairman: Are any of you publicly quoted on
Mr Buswell: Yes. the Stock Exchange?

Mr Wells: Yes.
Q314 Chairman:What I think you are saying is that Mr Sibbick: Yes.
the net cash eVect on the Royal Mail will be modest, Mr Buswell: Yes.
so, therefore, they will be able to not pass on to their
retail customers—
Mr Buswell: Input tax that they would be able to Q320 Chairman: What are you telling the analysts
reclaim would be oVset completely if only 5% VAT about your profit forecasts for next year?
was applied to it. Mr Wells: In terms of TNT, we are quoted on four

markets. As you know, what we are predicting is
Q315 Mr Hoyle: Let’s just get this right. What you price sensitive, so I cannot share that, but, to answer
are saying is that my constituents, you wish them to the question, are we becoming complacent,
have a 1712% increase in the stamp— absolutely not. What I want to do is to create a
Mr Buswell: That is absolutely wrong. sustainable and, most importantly, profitable

business in the UK, but it is not going to be a walk
Q316 Mr Hoyle:Well, it must be that. in the park when you are up against a dominant
Mr Buswell: No. player with such amarket share as RoyalMail. That

means that we have to be smart and that we have to
Q317 Mr Hoyle: You cannot pay VAT less than compete on price and quality and be customer-
1712%. It is 17

1
2% on the stamp whether you like it or focused. What we are looking for, I think, with the

not, that is what they are suggesting, and this is a 17 MCF with Postcomm is to maintain a fair and level
1
2% tax you are asking my constituents to pay, and it playing field in an environment where we can

compete against potential anti-competitiveis not acceptable.
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practices, predatory pricing, whatever it might be. Chairman: And it is our job to work out whether it
is eVective or not. Thank you very much indeed,What we are looking for is eVective regulation; that

is all we ask. gentlemen; we are very grateful.

Witnesses: Mr Billy Hayes, General Secretary, Mr Dave Ward, Deputy General Secretary Postal, and
Mr Jeremy Baugh, Head of Research, the Communication Workers Union, examined.

Q321Chairman:Gentlemen, welcome to this second Q323 Chairman:What do you feel?
Mr Hayes:What—in terms of price?part of this morning’s session. Can I ask you to

introduce yourself and your colleagues please.
Mr Hayes: Thank you, Mr Chairman. My name is Q324 Chairman: Do you feel that the 13 pence that
Billy Hayes and I am the General Secretary of the Royal Mail gets and the tuppence or thruppence
the Communication Workers’ Union. This is that their competitors get for each item delivered
Dave Ward who is the Deputy General Secretary strikes the right balance?
Postal and this is Jeremy Baugh, our Head of Mr Hayes:Well, as I say, I am not an economist, but
Research. it is on the low end and I think originally it was

something in the region of 18 pence an item, but at
the end of the day Royal Mail as a company has got
tomake a decision. The position it facedwas either it
made the negotiation of an arrangement, the people
who wanted access did or Postcomm would make aQ322 Chairman: Thank you very much and thank
determination. The call on that is I think that thereyou also for the very good written evidence which
is the issue of not getting suYcient return on theyou provided to the Committee some weeks ago for
work that we do, and that is definitely an issue, butwhich we are grateful. I want to pursue one issue
as to the exact figure, I would not like to say.which was raised with me when I went to my local

sorting centre which was a concern about the access
Q325 Chairman: You have not got a view on that,pricing arrangements. Your members, whom I met,
but your view is that Postcomm should keep itswere very concerned indeed that they were being
sticky fingers oV that particular aspect of Royalasked to do all the hard work for what they saw as
Mail’s business?an unfair share of the total price. Do you think that
Mr Hayes: Absolutely. Obviously the more moneyRoyal Mail got its prices wrong when it set up the
the company gets is obviously good news for theaccess pricing arrangements and negotiated them
company. As to what particular figure, it is awith its competitors?
negotiation and it is the call of the negotiators, butMr Hayes: I think what is important in terms of the
what would concern us greatly, and does concern us,access price, bearing in mind Postcomm’s
is Postcomm fixing the access price.deliberation on access prices, is it has to be freely

negotiated between Royal Mail and the
competition, and that is the big and important point Q326 Chairman: Well, that is a huge vote of
in terms of access. What greatly concerns us is that confidence in the Royal Mail management’s
Postcomm seems to be, in its deliberations at the negotiating skills.

Mr Hayes: I certainly have got confidence in theirmoment, suggesting that the access price is going to
negotiating skills, but I have also got confidence inbe fixed by Postcomm which we believe would be
our negotiating skills!damaging to the industry in terms of commercial
Chairman: I thought you would say that—well said!relationships. As to what particular figure and what

particular rate is set, that needs to be negotiated
between the company, and I am not a statistician or Q327 Mr Hoyle: In the case of liberalisation, it is
an economist, but I know what our members feel interesting that we know it has been partially opened
which is that the final mile is literally on their back, up and the companies have been in a position to
that it is the postwoman or the postman who has to cherry-pick the parts that have been the best parts
deliver the final mile. It was interesting listening to that have been opened up so far, yet Royal Mail has
the last participants because they seemed to be really lost little market share, so why are you
saying that Royal Mail has got all the advantages. convinced that full liberalisation will be a disaster?
Well, of course Royal Mail alone, of all the Mr Hayes:Well, first of all, the issue of liberalisation
providers, has to provide the universal service where per se in the European sphere, it is not until 2009
one price goes anywhere, so in terms of the access before the EU considers full liberalisation, but what
price, our big concern is that Postcomm would start really struck me when I was in the only part of the
to fix the access price in its deliberation. As to the UK that has got a land border with another country,
particular figure, that is a matter for commercial ie, Northern Ireland, and I am not suggesting this is
negotiation as to whether that was the right going to happen, but it is a curious conundrum that
figure, and I know what our members feel, that we have, was that as of 1 January An Post, the Irish
at the end of the day, the diYcult bit, as it were, is for post oYce, can deliver mail in the north of Ireland,

but the converse is not the case, so Royal Mail is notthe postwoman who puts it through the letterbox.
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allowed access to the Republic of Ireland. Now, disadvantage. If you then compare the fact that we
cannot go into their markets, we cannot attack theirokay, competition liberalisation is here, but it really
markets, and we cannot even have access, we cannotis curious that, as of 1 January, Latvia Post can
negotiate access, let alone full liberalisation of theirdecide to set up in Lewisham, butRoyalMail cannot
markets, this is not, in our view, a level playing field.set up inLatvia. The reasonwhy it concerns us is that

it is not a level playing field and that is a big concern
to us in terms of the opening up of the market. Q328 Mr Hoyle: Just as a follow up. Quite rightly
Mr Ward:There are some issues there that I thinkwe you have the membership of Royal Mail. Do you
need to explore a little bit further in regard to the have members in competitors to Royal Mail or are
debate on the level playing field, andwe listenedwith they anti-union or pro-union?
interest to the previous people giving evidence about Mr Hayes: In the case of Deutsche Post it is actually
them feeling that they were not on a level playing Amicus who organises workers in Deutsche Post.
field. I think the Committee really need to examine Like any union we want as many members and as

many companies as possible; we do not have just thethis in some detail as to what is a level playing field.
one company. But in our telecom sector, which weIn general terms, we strongly hold the view that the
are in, obviously, we are in 40 companies, and BT;general public will not benefit from this competition.
so, would we have the same approach in terms of theTo a certain extent, it feels to us like there is a little
competition? Absolutely, but it just so happens thatbit of a dishonest debate going on in terms of what
Amicus, because of historical reasons, are inis happeningwithRoyalMail andwhat is happening
Deutsche Post.with liberalisation because one thing of which you

can be absolutely certain is that the people who
benefit from that will be the business. The general Q329MrsMiller:We have touched on a little of this
public, whichever way you cut this, are looking at already but I will go into the question anyway. You
higher prices and I think that is not coming across in have criticised the rush by the regulator to full
this debate. If you look then at the level playing field, liberalisation in the UK as compared with the rest of
what concerns us is that Postcomm are basically the EU. RoyalMail management have said that they
going to make a ruling on price control, so Royal welcome the full opening of the market, and indeed
Mail to a certain extent is in a straitjacket on fixing we have also heard others this morning welcoming
its prices, on how it runs its business, and the that too. You obviously think that the management
competition is not in that same straitjacket. I think is wrong and you have talked a little bit about a level

playing field. Is there any other issue that you wouldif you then look at, as somebody mentioned, the
like to add to that as to why you do not think thatquality of service targets, whatever anybody says,
we should be pushing to this full EuropeanRoyalMail’s quality of service is always in the public
liberalisation at the moment?eye. We are always accountable, our members, and
Mr Hayes: There are two aspects to it, in terms thatyou have seen some of the shows that have been on
it is almost a fait accompli now in terms of 1 January.TV in the last couple of years, saying, “Look at the
There are a number of aspects to it, and the firstquality of service in Royal Mail”. The fact of the
thing is that there is no review in a European arena;matter, as it stands currently, is that the competition
in all the other countries they are progressivelydoes not have those quality of service targets being
reviewing market liberalisation, and when they getplaced upon them, whichever way you want to cut
to 2009 there will be a review in terms of marketthat. We will get fined for not actually achieving our
liberalisation, whether to go to full liberalisation. Soquality of service targets, whereas the competition
they have phased it in terms of a review process inwill not get fined for not achieving those targets.
that regard. But the other thing in terms ofRoyal Mail is, rightly in our view, scrutinised for its
liberalisation is if you take the biggest country invetting and integrity of mail procedures, an essential
Europe—population-wise, of course—Germany,part of the service we oVer, and, as we understand it,
followed by France and then, I think, the UK; inno such scrutiny is taking place of the competition in
Germany the German government has massivelythe crucial area of the integrity of the mail and the
invested in Deutsche Post; and in La Poste thevetting of the staV they are going to employ. If you
French government gave 3.5 billion Euros.then look at what is actually happening, what is

interesting to listen to from the competitors sitting in
Q330 Mrs Miller: Gave 3.5 billion Euros?front of you today is that it is almost being
Mr Hayes: To La Poste.presented, to be frank, that they are some kind of

small operation. This is not true. These are major
players in the postal world and they have got Q331 Mrs Miller:When?
financial reserves that far outweigh Royal Mail’s. Mr Hayes: Recently.
How has that happened? Well, for many years their
governments have allowed them to build up their Q332 Mrs Miller: A one-oV or an annual rate?
financial reserves by keeping prices artificially high. Mr Hayes: A one-oV in terms of investment in the
Now, by contrast, Royal Mail have suVered from network, so fairly recently. And the reason being, in
years of chronic under-investment—everybody now terms of the approach of the European company,
accepts that—and, in order to compete, Royal Mail that they know market liberalisation is coming and
has got to have investment to build up its they are preparing for market liberalisation in terms
automation to raise its eYciency, yet it is being of investment in network. So that, for example, is the

reason why Deutsche Post can do mechanisation ofpresented almost as if the competitors are at a
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95% of its mail and in this country it is something Q335MarkHunter:Can I bring us on to the issue of
price controls? TheRoyalMail have also told us thatlike 55%. So the countries have invested heavily.
they are ready for postal market liberalisation andAlso, at the EU level they are allowing a review
in fact would welcome faster introduction ofmechanism. Once liberalisation takes place on 1
competition provided, of course, that they couldJanuary, Postcomm currently does not have any
charge an adequate price for their services. Whatreview mechanism whatsoever. There are other
price do you believe would be a fair price forissues about the way they have done it in terms of
customers to pay for first and second class postage?what parts of the markets that are liberalised now
Mr Hayes: The first thing to say about price is thathave opened up, but they are essentially the big
we have the lowest postal charges in Europe, apartissues.
from Spain and Portugal. I cannot think of many
things that cost the same as a letter, that is the first
thing. In terms of a formula, the formula that weQ333 Mrs Miller: What review mechanism do you
have put forward in terms of our proposal to youthink should be in place?
today, and to Postcomm, is RPI plus Y; it is theMr Hayes: I think there should be a number of
Retail Price Index, and Y being the historic under-things. There should be a review of market
investment in the industry. There has been a massiveliberalisation and its impact onRoyalMail. Here we
under-investment in the industry so it would behave the competition saying that the USO is good
linked to RPI plus Y, and Y would have to be thefor them, so there needs to be a review of what is the
determination as to what level of investmentimpact of market liberalisation. Also with the the company needs. That is what is happening in thelicensing regime, it is absolutely incredible that the utilities at the moment; in gas, where there has been

competition say, “We cannot give you all these stats, under-investment, regulators have put forward Y as
you are being a bit unfair to us”—that is what it felt a formula to deal with under-investment. So it is RPI
like today—and yet Royal Mail—and I think it is 15 plus Y that we are suggesting. Postcomm is
targets at the moment—is heavily measured. So if suggesting RPI minus X, which would be a disaster
you are going to have competition, as I understand for the company.
how competition works in sport, everybody has a set
of rules to play to. It is as if the competition at the

Q336 Mark Hunter: Help me out a little more. RPImoment is saying, “You need to watch this Royal
plus Y?Mail because it is a big, bad baddie”—and it is a bit
Mr Hayes: Retail Price Index, Y being the figure ofrich for TNT to present itself as some little frail man
the level of investment needed for the company.in a van outfit. So we want a review mechanism, we

want much more stringent licensing because I will
tell you what happens in reality in terms of Q337 Mark Hunter: So do you have a view at the

moment as to the kind of figure for the first andcompanies that set up—andwe have had evidence of
second class post?this. You can almost get the feel of a man and a van
Mr Hayes: I think you have to deal with that in theoperation set up and then when it all goes wrong it
round, as it were. It depends what the level ofjust loads on to Royal Mail and put into their
investment is needed in the company, not just tosystem.
simply say, “It should be this price.” A good rule ofMr Ward: I think the other issue is clearly that our
thumb is: what do the German public pay in termsview would be that the USO is at risk.
of postal charges, what do the French public pay inChairman:Canwe keep theUSO for later as we have
terms of postal charges? So it is going to mirrorsome specific questions on it?
somewhere around that.

Q334 Mrs Miller: Do you think that Postcomm Q338 Mark Hunter: Would you see a variation
could have actually managed the process better in between the first and second class?
any way? Mr Hayes: I think there would have to be, yes.
Mr Hayes: Massively, yes. It seems to me on the
whole approach of regulation as if they have read a Q339 Anne MoVat: Can I just place on record how
book on regulation and are saying, “This is the appreciative I was of the evidence that you
model for regulation.” So they could have managed presented; it was very well presented and very
it better, very much so. For example, reviewing the helpful to us. I want to ask about pensions. You
USO—and I know you are going to come on to it must be seriously concerned about the Royal Mail
later—if you talk to people and ask, “What is the pension deficit. Who do you think is responsible for
perception of Postcomm’s duty?” everyone says that that and who do you think should pick up the bill in
Postcomm’s duty is to introduce competition. Its terms of your members receiving their pensions?
primary duty is to protect the Universal Service Mr Hayes: If you look at the performance of Royal
Obligation, and where possible—and this is a quote Mail, how it operates, when it took a pensions
from the Act now—introduce competition, and it holiday for a long time, of course theworkers did not
has been turned on its head; competition is its take a pensions holiday, they still had to make a
primary duty, although I am not saying that contribution. So, who should make a contribution?
competition is not a factor. So I would like to defend I think it is all the stakeholders, is it not? It should be

something on price, something from thethe USO.
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government. Obviously there are issues around Q342 MrWright: You have already touched on this
and the next point I want tomake is in regard to whoeYciency, but in terms of the pensions that is the way

we generally see it in that regard. should be responsible in bridging that deficit,
whether it is through the Chancellor saying, “ThereAnne MoVat: Thank you. That has picked up the
was a particular mess here so therefore we shouldholiday issue as well.
take the money forward to that,” or a price increase
of the actual product itself. It is going to be Joe
Public who is going to fund that; is that a fair way toQ340 Mr Wright: Your members have borne the
look at it?brunt of some of the cost cutting exercise, with over
Mr Hayes: Not quite because it is a combination30,000 jobs gone already, and we have already
certainly of price—we all pay something totouched on the fact that there could be automation
somebody’s contribution to a pension scheme whenand obviously that could possibly lead to more job
we buy any product, however that is funded. Forlosses. Keeping on the question of the pension
13 years the government benefited directly from aliabilities, do you think that these historical pension
pensions holiday in terms of the money; theliabilities are due to the reduction in the number of
government got back somewhere in the region ofemployees; do you think there is a correlation there
£2.5 billion in terms of what used to be calledsomewhere that the liability has changed from the
external financing. You also have to consider that ifwage role to the pension deficit?
it takes a dividend holiday, which it is currently on,Mr Baugh: I think the high liabilities primarily aVect
and continues that dividend holiday then thatlower mortality rates. I think a number of factors
releases money anyway and it is a commercialexplain the current deficit: the lower stock market
approach that any corporation, if it were havingreturns, lower mortality rate, and our view is that
diYculties, would obviously not seek to take aduring the contributions holiday, customers and
dividend. So it is a combination of things. Simplygovernment benefited and it is right that both have
saying that it is passed on to Joe Public, it is not quiteto pay in to deal with it. I take the point you are
like that; it is a combination of things. There is alsomaking but I think the high liability is primarily
the issue of the expansion of the economy, which isabout the fact that people are living longer.
often overlooked in the wider pensions debate,
because if people’s wealth grows then that also
contributes to pensions. If workers’ wages growQ341MrWright: Surely if 30,000 less employees are
there is a greater input into the company per se, andcontributing into the pension, which was already in
that is also true for pensions generally. One of thedeficit, surely that is going to increase the problems
things that gets overlooked, I think, in the pensionsand the liabilities that you have within the pension
debate is the overall wealth of the economy per se,fund? It has to have an impact, 30,000 employees
and that is as true in Royal Mail as it is in a widerputting less in, obviously the employers putting less
economy.into the pension fund as well, that puts more

emphasis on the remaining employees to actually
bridge that gap, therefore the deficit is going to get Q343 JudyMallaber:Keeping on the pensions issue,
larger all the time. We talked about the automation I hear what you are saying about there being
and what automation also brings is the possibility of diVerent ways in which some of that gap might be
fewer jobs as well, and that in itself is going to have bridged, but your evidence did say—at least as part
an impact. Is that not the case? of that—that the next price control should include a
Mr Ward: I think it is bound to be a factor as the clear allowance to address the deficit. Although they
pension debate moves forward. It is diYcult to judge do not actually spell it out in detail in their evidence
at this stage where it sits within the balance of issues Postwatch have suggested that price increases that
and the combination of issues which brought about there previously were—and they say in April 2000—
the deficit. One interesting thing that the Committee were predicated on the basis of the need to top up the
should be aware of is that it is not the first time that pension fund in fact never actually found their way
the scheme has been in deficit to proportionally the into the fund. As I say, they have not spelt that out,
same sort of levels. I think it was in the early 1970s but if that is the case how would you suggest the
that the scheme was, in those days, in deficit to the regulator could stop that happening in the future if
tune of about two or three billion through its Royal Mail did charge more? How could you make
accounting procedures that were there then, and sure that some of that did go in towards dealing with
within a number of years we went from the scheme the pension fund issue?
being in deficit—which proportionally would be a Mr Hayes: You mean hypothecated, as it were; is
bigger deficit now, in real terms—in about 10 years, that what you suggest?
when the stock market went up, to the scheme being
in surplus. So we are not underplaying the

Q344 Judy Mallaber: Yes.importance of the pension deficit, we obviously want
tomake sure that ourmembers’ pension schemes are Mr Hayes: I think that there is an issue there

obviously in terms of it not being salted oV, as itprotected at all costs. I think the point that you are
making will be a factor but I think it is hard to judge were, in terms of just passing it on to the customer.

I am not sure that Postwatch is absolutely right onexactly to what degree that is going to place at risk
future pensions. that, by the way. I am used to Postwatch making a
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proposition and then having to look at the premise Mr Hayes: We sent this book2 to all MPs, and we
have done international comparisons of domesticand not finding it. So I am not sure that they are
first class at 60 grams, and if you look at where weabsolutely right on that.
arewe are at the bottomof the scale. There is nobody
in theOECDwho is cheaper than us, and that is even
the USA, even Japan and even Canada. So in theQ345 Judy Mallaber: Are you saying you think that
world we are the cheapest. We can celebrate that,some of that increase did find its way into the
that is fantastic, but then as the industry started topension fund?
creak under-investment we have paid a price forMr Hayes: Yes.
that. So it has to be something that is comparable
with European figures, somewhere in that figure,
and we say round about RPI plus Y.Q346 Chairman: We share doubts about that
Judy Mallaber: We may need some clarificationevidence as well, so thank you for saying that.
later on.Mr Hayes: It is the first time I have heard it said but

I amnot sure they are right on that. I amnot a lawyer
Q349 Mr Bone: I am a bit surprised because itbut I am not even sure that that is the case anyway,
sounds to me it is more like the employers sittingwhether they would be allowed to do that anyway
there rather than the union. I am a bit baZedbecause they have to meet their liabilities.
because you are arguing, it seems to me, for a priceMr Baugh: And the fact is that they have met their
increase to fund the pension deficit. If I had beenliabilities and poured hundreds of millions of
sitting there in your shoes I would say, “Look, thepounds into the scheme to meet those liabilities. So
shareholder, which is the British government, hasthe key is that the RoyalMail has the financial room
taken all this money out in earlier years, built up thisfor manoeuvre from the next price control to deal
huge, massive deficit, it should be the governmentwith the pension problem.
coughing up for this,” and that is one argument I
would like you to comment on in a minute. The
other is, as you say, it can be clawed back from theQ347 Judy Mallaber:Have you made any estimates
customers but that seems, when you are in aat all as to what amount extra on top of the current
monopoly position, a bit of a dodgy route. Thenpostage charge you would need to make a necessary there is another suggestion, that the Post OYcedent into that deficit? could sell oV an asset like its European subsidiary,

Mr Hayes:We have not really got into that in terms which is worth a lot of money, and that would help
of any great depth but certainly tracking RPI for your members’ pensions and the deficit. Another
starters. So it is a simple formula, if you like. idea that has come up—and I express no view
Tracking RPI in terms of the tariV in dealing with whether this is right or wrong—is that instead of
the issue then of under-investment. And we are not having the pension entitlement that the members
the company but we share the frustration sometimes have at the moment, you get equity in the Post OYce
of not being able to get all of the stats. Levels of instead. I wonder if you would like to comment if
investment around that figure you can work out on any of those appeal?
the information available to us, so it is something Mr Hayes:First of all, the equity issue; it sounds like
around RPI and then what is the historic level of privatisation of some sort so I think we would
under-investment? Bearing in mind that we were the discount that. Maybe I did not make myself explicit
ones four or five years ago saying that it was an enough. We are saying that the government, by way
historic problem of under-investment, everyone is of a nil dividend, make a contribution; we are not
saying that now. So as Jeremy says, it is a question of saying the government should not make a
giving the financial room for the company to invest. contribution. In the region of that we produce, at

current levels of the company’s performance, aboutMr Ward: Could I add to that that the key to the
£2 billion. So we are saying that the governmentpension debate is not just how much Postcomm
should make a contribution. But we are saying thatallow headroom in their pricing control, it is also the
we make a contribution, our members make alength of time that Royal Mail has the ability to pay
contribution in terms of eYciency, and they do. Sothis deficit back, and obviously pension trustees will
we are saying price, tariV, as it were; we are sayinghave to be satisfied that that period of time is
tariV, government contribution by way of nilsustainable.
dividends, there is an issue of investment there. InMr Baugh: Ultimately it is a judgment about the
terms of whether it should sell its German company,employees, about the scheme, about the number of
my view is that what theUK customers want is aUKmembers; it is an actuarial evaluation and very
mail that is top notch. Obviously it is amatter for thediYcult for us, outside of all that information, to
company when it sells its assets and things like that,make detailed recommendations.
but I would think that the British want a British Post
OYce that works, and being told that we have a
German company, I am not so sure what value thatQ348 Judy Mallaber: What you are saying is that
is to the British public. But obviously at the end ofthis is one element of this Y that you add on to RPI

for historical under-investment? 2 Communication Workers Union, Delivering Quality: The
Mr Baugh: Yes, and to also help plug the pension Post OYce in the Public Sector, Members’ Handbook,

February 2005deficit.
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the day that is a commercial decision for the Q353 Chairman: And therefore you oppose it?
company. So we are saying that the government Mr Hayes: Therefore we oppose it.
should make a contribution but we are saying that Mr Ward: Can we also reinforce there that we are

questioning themotives for what really is behind thiseverybody should make a contribution. The
proposition. It is really interesting to see the way thatgovernment did benefit. In our booklet we show how
this debate has developed because every singlemuch contribution the Post OYce made to the
observer that we speak to has taken an interest inExchequer: £2.5 billion. Also, that was delivered
this, and they all agree on two things: the two keyliterally—and I am not just being poetic here—on
issues are investment and pensions, how you dealthe backs of our members. In 1979 there were
with those two issues, and regulation sits within that21.9 million addresses in the UK and there are now
as well. Nobody seems to be saying that the most27 million, and if Thames Gateway goes ahead and
important issue is whether or not you give a share toJohn Prescott goes ahead there will be another
employees, and, as we understand it, even Allanmillion homes that are going to be delivered to by
Leighton’s proposition, which is often talked aboutour members.
in the Press rather than face to face, which isMr Ward: Just to reinforce the point, I think Judy’s
unfortunate, seems to us to be premised on the basisquestion was specifically in relation towhat our view
that it is not going to raise any capital forwas on Postcomm and their pricing control. Billy is
investment. So what is this really about? When weabsolutely right, our written submission is making it
have had an opportunity—a rare opportunity—toabsolutely clear that we believe that the government
speak to Allan about this he says it is about pullinghas a responsibility in exactly the way that you said,
everybody in the same direction. Then he says,because they are the shareholders and they have
“What I want to do is create an internal market forbenefited, there can be no doubt about that, and this
buying and selling shares.” It is a flawed logic.is not an issue that the government can put to one
Explain to us, with all the challenges that theside and just dismiss it. It will require, ultimately, a
business has, how creating an internal market to buysensible debate with a combination of factors
and sell shares is actually going to motivateassisting to finally deal with the pension deficit. But
everybody to pull in the same direction? What isthe government definitely has a role to play within
going to happen is it is going to create those whothat. have shares, those who do not have shares, and

Mr Baugh:Can I answer directly the point youmade ultimately our view is that all the evidence suggests
about the equity swap? I do not think we are in the that in two years the management team of the
business of trading oV members’ future pension company will own that 20% share, not the
entitlements for an equity stake in the business; I just employees. It is not about giving the employeesmore
do not think that that is a runner. They are entitled say and we really do seriously question the real
to the benefits that they are entitled to as current motives of the proposition that is being put forward.
schememembers and we would not want to interfere
with that. I think the idea is actually a short-term

Q354 Chairman: It is always good to have aidea, when on the question of pensions it is a long-
motivated staV working for an organisation,term view and we should be encouraging people to
though. One way the Royal Mail tried that recentlysave more, we should not be encouraging them to
was by giving you all a bonus for the magnificentshort-term quick fixes, to trade oV their pensions for
performance of your staV, around about £1,000 forsome short-term gain.
an employee. Was that a good idea or should that
have gone to the pension fund?
Mr Ward: I think that the issue is really one that

Q350 Chairman: I think we have done the pensions should be negotiated about. If you are talking about
issue to death probably, but can I just be clear about trying to get the workforce, if you like, to try to
one issue? What is your view on the staV being given understand the challenges of competition, to
an equity share in the business—leaving it aside as a understand the need for greater eYciency, that is a
trade-oV for pensions?Are you also opposed to that? much more rounded debate than somebody
Mr Hayes: You are saying employee share plucking out of the air, “Look, I have this fantastic
ownership? idea, let us hand over some shares.”Our observation

about that is that the workforce is never going to
turn down money; nobody in this room is going to
turn down somebody dangling a carrot saying, “DoQ351 Chairman: Employee share ownership.
you want £1,000?” I think the more honest debate isMr Hayes: Privatisation.
what you are expected to do for thatmoney, and that
is where Allan’s position seems to us to be quite
weak because he never tells people what they are

Q352 Chairman: So you dismiss it? expected to do for that money. What he does is to
Mr Hayes:You cannot say that a cat is a dog and not channel the bad news, if you like, through the trade
think that it is a dog.We are very, very clear that any union; he expects the trade union, in a completely
share sale would be privatisation and a breach of the separate debate, to talk about eYciency. We have a
manifesto commitment given by the British vision for the future of Royal Mail as far as the staV
governments to British people, and we take are concerned and it is very clear: we believe that you

need higher basic pay. The fact of the matter is thatmanifesto commitments very seriously.
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the latest government figures that have been Mr Hayes: That is a problem because the Royal
Mail, no matter what, has to deliver to every singleproduced have shown an even greater gap now
address in the UK. The competition can pick whatbetween average earnings in the country and average
part of the market, and does—and we heard thempostal workers’ pay, and that gap has widened. We
this morning—without any strictures around thembelieve that the priority should be about training
in terms of quality. So they decide to pick one of thepeople, investing money in training. Can we not get
most profitable aspects of the market, with theback to the days that basically when you joined the
RoyalMail having to deliver to every single address.Post OYce you had a feeling of a postal service
So Royal Mail faces a number of problems. Aethos, public service ethos? That for us is top of the
fundamental one is one of investment in theagenda and I think is a debate that we should be
industry, and you see that. Any one of you who hashavingwith the employer around the whole question
been to a delivery oYce will see a simple illustrationof eYciency.
of that. If you go into a delivery oYce it feels
cramped and the reason why it feels cramped is that

Q355 Miss Kirkbride: The Chairman really asked mail volumes have grown at a phenomenal rate but
my question; I was going to ask about the bonuses. there has not been the requisite investment in the
I was quite surprised by your response. Are you industry, and that is aVecting things just on the
saying then that you would rather the money was ground, quite literally, in terms of the size of sorting
spent on training than those bonuses? oYces, the level of mechanisation that we currently
Mr Ward: I would rather the money was spent on have. So investment is a key. One of the things about
basic pay where our members can have a permanent the competition accessing the market, obviously
share in success. In return for that we would expect they are taking out a revenue stream and as they take
to have a clear understanding of what people are out revenue streams they are pulling against the
expected to do in the job and the flexibility debate company in terms of revenue streams. And the
will be raised in the overall question of moving the problem with Postcomm’s proposal is that it does
industry forward. not allow the company to raise its prices to a decent

extent, to enable investment. So it faces a problem
on two fronts: one in terms of its revenue base, its

Q356 Mr Weir: You mentioned earlier about the cost base is shrinking, or certainly the big costs.
Universal Service Obligation in your evidence, that Some of the market it loses, for example, can seem
liberalisation could undermine the ability of Royal miniscule but if it is a high valuemarket that is losing
Mail to meet its USO. What evidence do you have straightforward revenue it is a big issue, yet at the
for that? We are getting conflicting evidence on this, same time it has to deliver to your door in the Isle of
even from the Royal Mail, who suggested that USO Skye or whatever, and that is how it aVects the
could be of benefit to them rather than a drain. company. A point that Peter made earlier on, that
Mr Hayes: Let us start with Parcelforce. That is the we are sounding like the company, the reason why in
USO, the only parcel company that has a Universal some of the stuV we sound like the company—
ServiceObligation, but look at some of the problems although we disagree on one or two fundamentals—
that Parcelforce have. The other thing is, is because all of us having worked in the industry we
the competition want it both ways. When they say know it quite literally and we see it on the ground,
competition I am not so sure they really and you only have to look at the company for any
mean competition, I think they mean access to length of time to know what the issues are. It is not
markets. I am not trying to make a tautology, as it hard; it is not a very diYcult operation. Somebody

puts a letter in the pillar-box, somebody takes it outwere, but the thing is that in terms of the competition
and puts it through a letterbox and that is it. So thenot one of the competition is saying that they are
issues are quite stark, and so on a lot of this stuV thegoing to replicate Royal Mail’s structure, it is all but
reason why we sound very similar is because it isimpossible. So the final mile—and that is why the
looking at a problem and the investment and thepremise that the USO is of benefit—the delivering to
revenue base of the company sticks out, and it is27 million addresses at a universal price, one price
very, very obvious to all of us who have examined it,goes everywhere, what would happen is that bit by
unless someone is coming at it from an ideologicalbit the companywould have to do all the bits that the
approach.competition does not want to do, and that is one of
Chairman:MrHayes andMikeWeir, I owe you boththe problems with full liberalisation.
an apology because we are going to have to call
things to a halt, I am afraid. You have given us very

Q357 Mr Weir: Do you see the structure of the good oral evidence, very good written evidence, and
Royal Mail, as it is at the moment, by having postal if you feel that there is stuV you would like to have
services throughout the country, being a drag in a said, but have not had a chance to say, please feel
liberalised market, because it has to finance that free to submit something additional in writing. I
whole structure if the business is being eaten away by apologise that we are out of time. Thank you very

much indeed for your evidence today.competitors?
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Q358 Chairman: Minister, welcome to the final be achieved.” The whole point here is to have the
expertise in place through the regulator. But let meevidence session of this inquiry into the Royal Mail

after liberalisation. Can I begin, as usual, for the take on board what I think lies underneath your
question, and that is looking at the sort ofrecord by asking you to introduce yourself and your

team, please? relationships that there are and the investment that
is needed by the company. Until the Postcomm’sBarry Gardiner: I am Barry Gardiner; I am the

Minister for Competitiveness at the DTI with price control is decided it is going to be very diYcult
for any of us to actually say that this is the sort ofresponsibility for the Royal Mail. To my right, on

your left, is Mark Higson, who is Head of Royal future investment that the companymay need.What
we are all agreed on—and you heard it from twoMail and Postal Services Team in the DTI—that is

part of the Shareholder Executive that we have— other sets of witnesses earlier today—is that the
company does need investment, that the companyand to my left is Ruth Hannant, who is the Director

of Policy for Royal Mail and Postal Services Team. does need to make productivity gains. And what I
will give the Committee is an absolute assurance that
after Postcomm has taken its decision about theQ359 Chairman: I am grateful for the DTI’s
price control we will then work with the company tosubmission to this inquiry, it is useful to have that
look at what further commercial investment fromevidence. There was one phrase in it which interested
government may be required. But let me make itme—many phrases in fact but one that I want to
absolutely clear here, that that also demands that thehighlight to begin with—where you said, “The
new regulatory framework that we have put in placeGovernment’s ambition is to see a publicly-owned
should respect the diVerent roles that there are nowRoyal Mail fully restored to good health, providing
in existence: the arm’s length nature of the Royalcustomers with an excellent service and employees
Mail enabling it to function within the public sector,with rewarding employment.” Much of that may
taking up the Chairman’s words, but as a publicseem very obvious but there are two phrases:
limited company with a commercial orientation and“publicly owned” is interesting—andwemight come
a commercially focused management, with theto that later if there is time—but tell me about this
government acting here as a shareholder in a way“restored to good health” point. When was the
that I think, frankly, perhaps in the past theRoyal Mail last in good health?
government did not act clearly with distinctionBarry Gardiner: I do not claim to be an archivist here
between its role as government and shareholder, andbut let me say this, that certainly we have been
that was one of the reasons for setting up the revisedthrough in the renewal plan a process since the time
framework under the Postal Services Act. But thatof the losses in 2001 and 2002, in which I believe that
demands equally that the regulator respect that newwe have set in place the framework for a
relationship of a commercial shareholder expectingreinvigorated company. I think we are in a much
returns for its capital investment and not assumingbetter position now than we have been for a number
that the government as shareholder is going toof years.
simply be there as the funder of last resort on a non-
commercial basis. I think that is absolutely critical

Q360 Chairman: An order of magnitude for that for this equation and why the Postcomm proposals
number would be helpful. What is a number of and their final decision are so critical for the future
years? health not just of the company but also of the
Barry Gardiner: Certainly if you look at the period market.
duringwhich the regulator has been in place over the
past four years when the company sustained
considerable losses, and during of course the period Q362 Mr Hoyle: So in reality, to bring it down to a
of that renewal the government as shareholder has simple answer, the bottom line is that the
not taken dividends out of the Post OYce. So I think government does not have a view on eYciency at the
we have been doing our bit to try and help that moment because it will depend on what price
process of renewal to take place. increase is agreed on stamps and all those factors. So
Chairman: Thank you. Lindsay Hoyle. at some point youmight be able to let the Committee

know what you believe the eYciency level may be?
But how does that compare, because we have seenQ361 Mr Hoyle: Obviously price controls are a big
and you touched on other privatisations and theissue and we know that the regulator has suggested
opening up of the liberalisation markets? Do youto Royal Mail that savings of 3% annually can be
have a feel of what eYciency was expected fromachieved, in their opinion. Royal Mail themselves
previous sell-oVs, as we have been the shareholdersuggested 1°% would be more appropriate.
andwe have opened up liberalisation of themarkets?Postwatch suggested that 5% would be achievable.
I wonder whether there has been any eYciency thatWhat is the government’s view on the level of
the government has expected there?eYciency?
Barry Gardiner: As I have said, I think the functionBarry Gardiner: I am not going to specify a
of the regulator is to work out that equation andpercentage because I do not believe that is the role of
then set its price controls in the light of that. In factgovernment; you do not set up a regulatory
if I can quote your Committee back to you, I thinkframework and then come in and say, “But actually

this is the percentage that government says needs to it was actually in the Twelfth Report of your
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Committee in the session 1998–99 that you urged the and say that I believe that X number of jobs must go
to turn this company around. All of this—all of this,government not to put its own views in the place of

the regulator’s and to allow the regulator to take the as I stress again—is in the melting pot until
Postcomm has made its price control decisions,appropriate decisions. With respect to you that is

what we did and I think it is important that we go on because until then it would be very diYcult for the
company as well to know just quite what flexibilitydoing that. It is not government’s role to second-

guess the regulator; it is actually right for us to make it has for its own investment programme.
a submission, as we have done, during the
consultation period that Postcomm is engaged in, Q366 JudyMallaber: So no estimates are made even
and to highlight what we think are clear risks at the on the back of an envelope in order to assess what
moment to the sector as a whole. We have done that help might be needed by the Employment Service in
and we have done that very clearly, but, having done the future?
that, the government must take its hands oV and say Barry Gardiner: No.
to the regulator, “Get on with your job.”

Q367 Chairman: I know it is a bit diYcult for youQ363 Mr Hoyle:What happens if the regulator gets
when we do not have the final decisions yet fromit wrong?What do we say, “Not me, guv, nothing to
Postcomm, but so far you have politely anddo with me”?
elegantly, as always, declined to answer two subjectBarry Gardiner: No. The point is that you put a
areas, which I respect and understand, but there is aregulatory framework in place precisely because you
Bains’ Review going on; the government is taking abelieve that that is a way of getting things right. It is
separate and independent view. What is the Bains’the way of avoiding the sort of conflicts that would
Review for?have arisen if in fact you had a government that was
Barry Gardiner:What Sir George is doing is that heboth the shareholder, that is the owner of the
has been asked by the Secretary of State to engagedominant player, the monopoly player in the
with all the key players in the market: withmarket—at the same time as it was trying to put in
Postcomm, withRoyalMail, with the unions, and toplace the regulations—the framework for
make sure that, if you like, lines of communicationcompetition in that market. That would have been a
are clear between all parties, and that is with a viewclear conflict and it would have been wrong for us to
to getting us all into a place where, come markethave done that.
liberalisation, Royal Mail will be able to flourishChairman: I think we had better move on from the
within that environment. But there is not a Bains’theology and the philosophy. I would answer
Report, a single review document. What isMr Hoyle’s question by saying when the Strategic
happening is that at many, many stages Sir GeorgeRail Authority got it wrong they were abolished.
is reporting back to the Secretary of State providingJudy Mallaber.
him with his advice, his guidance and his current
state of thinking about where the whole of the series

Q364 Judy Mallaber: Sticking with eYciency of players are at, with a view to taking it forward.
savings, what that meant was that more than 30,000
employees of Royal Mail were being said to be “let

Q368 Chairman: Is that not normally the job of DTIgo”, that is the phrase that is used.What support has
civil servants?the government given to those employees who lost
Barry Gardiner: The Secretary of State felt that ittheir jobs?
was important to have the advice of someone like SirBarry Gardiner:The first point I wouldmake there is
George, who commands wide respect from his workthat throughout those redundancies. the 30,000 that
on the Low Pay Commission and indeed at theyou are talking about, it is my understanding that all
London Business School, who can work with civilof those were done either through a process of
servants at the DTI, and indeed backed up by them,natural wastage or through voluntary redundancies.
but to make sure that each of the parties is pluggedSo it would be wrong to give the impression that
into the same ground rules, the same set of facts sopeople were pushed and forced out of the door here,
that we are actually talking with each other and notthat is not the case. The Secretary of State at the
at cross purposes to each other, and I think that istime, Patricia Hewitt, made it very clear that we
very important and the function that he is able towould support through Job Centre Plus any of those
play there will be extremely helpful to the Secretarywho took voluntary redundancy but then wanted
of State over time.retraining to go oV into other industries, and that
Chairman: An interesting answer. Mike Weir.was done. But it was a voluntary process; it was not

compulsory.
Q369 Mr Weir: When responding to Postcomm’s
proposals the government, in considering theQ365 Judy Mallaber: Do you expect a similar

shedding of jobs in search of greater eYciency problem of the pension deficit, said that it should be
borne over a suitable period by postal servicesavings after the price and quality review?

Barry Gardiner: That is a matter that you must customers and not by taxpayers as it was an
inherited cost of the business. As the taxpayer isproperly direct to the Royal Mail itself; it is for the

management of the company to decide on how it essentially the shareholder from whom the business
was “inherited” why does the government thinkachieves the productivity and eYciency gains that

maybe they require. It is not for me to come along this way?
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Barry Gardiner: Let memake it absolutely clear that in Europe, and that our key competitors, as they are
perceived to be, in theGermans and theDutch, havethe government sees the deficit as having arisen for

three clear reasons. The first is that of the equity prices that are 39p and 40p. So it is absolutely clear
to me that we should demand a proper return on themarkets’ performance; the second is the revision of

actuarial tables in the light of longevity; and the taxpayers’ investment in this business; that we
should not be seen to be the bailer out, the funder ofthird is the introduction of FRS17 and the new

accounting standards, which redo the way in which last resort, and indeed were we to be that on a non-
commercial basis there would be issues of state aidthese things appear in the balance books. If you look

back to 2001 you will find a pension fund that was in that would apply from Europe because it could be
regarded as illegal state aid. I think what issurplus, in surplus indeed by £700 million. It was

over-capitalised to the tune of 105%and at that stage absolutely right is that in concert with the trustees of
the pension fund Postcomm achieves a settlementif the government had put any more money into the

pension fund I have no doubt that we would have that is able to recover for the trustees the deficit in
the fund over a suitable period of time and that thebeen hauled before your Committee to ask why we

were being so profligate with taxpayers’ money. It is government then in a commercial way should sit
down with the company after the price controlabsolutely right, as was said earlier today, that there

was a period of approximately 12 years in which regime is determined, should look at its further
investment needs and should thenworkwith them tothere was a contributions holiday, but during that

period I think the important factor that is sometimes achieve that on a commercial basis. That has clarity
and the merit of clarity in this I think is reallymissed in this is that if you look at the prices of postal

services and the price of a first class stamp during all important.
Chairman: You cannot talk us out, Minister, but wethat period it only increased by 4 pence and for a

second class stamp it only increased by two pence. do not really want to go on too long, so if I can
encourage colleagues and yourself to give as crispSo the net beneficiaries here were the customers;

postal service costs were kept low. And, as I say, the answers as are commensurate with being accurate
for the record, I would be very grateful.fund itself was over-subscribed; it was in surplus up

until 2001. The three changes that I outlined have
dramatically altered that position, but they are Q371 Mr Weir: You talk about a period of time but
inherent costs, not unique to the Post OYce, not do you have in mind a period of time within which
unique to the fact that the Post OYce is a company the deficit should be dealt?
owned by the government, but they are costs that Barry Gardiner:Again, that is not a proper question
arise out of the inherent risks of this business, for government to come in and dictate. It is
namely that it is a hugely labour intensive business absolutely critical that the pension fund trustees
and the risks associated with defined pension have their view taken into account by Postcomm
benefits. I think it is entirely appropriate, therefore, because all of that is determined by their satisfaction
that they are accepted as costs of the business that that there is the capacity to meet their liabilities.
are then borne by the revenues of the business from
the customer. Q372 Mr Hoyle: Just very quickly. Minister, you

said state aid rules, which I believe do not apply on
pension funds, and therefore it would not be aVectedQ370 Mr Weir: Given that the Post OYce is about
by what you are suggesting, is that not correct?to face challenges of full scale liberalisation and has
Barry Gardiner:Myunderstanding is that it is for thebeen asked to make eYciency savings, surely the last
regulator to enable the company tomeet the pensionthing it needs is this additional cost in raising its
fund deficit over a period of time, and if thepostal charge or costs, whatever, in the face of this,
government were to put in funds specifically on aand do you not think that the government should be
non-commercial basis—in a position to make at least some contribution to

the deficit and not leave it all on the Post OYce to
Q373 Mr Hoyle: Into the pension fund?meet these costs?
Barry Gardiner: Simply into the pension fund, thenBarry Gardiner: No. My view is that this should be
there could be a question over the legality in terms ofdone, as it would be commercially; there is
the state aid.commercial reality that has to occur here. One talks

as if customer and taxpayer ultimately do not end up
Q374 Mr Hoyle: Can we have a note on that?often being the same thing. But let us look at what
Barry Gardiner: I would certainly be happy tothe taxpayer has put into this business over the years.
provide you with that.3It has put in a huge investment into RoyalMail, and
Chairman: That would be extremely helpful,indeed one of the points that we have raised with
Minister.Postcomm in our submission to you has been for

them to look at theRAB, theRegulatoryAsset Base,
because we believe that that needs to more Q375 Mark Hunter: A diVerent point, Chairman,
accurately reflect the investment that is in there and but still on the issue about the pension fund. A
hence the return on the capital that the taxpayer has previous witness told us that the price increases
put into this business that they should rightly require predicated on the need to top up the pension fund
from the business. You talk about putting up prices apparently did not find their way into the fund. As
in the face of competition, but, again, earlier today
you have heard that our prices are the third lowest 3 Appendix 21
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the review of prices was carried out before the absolutely the most important one first. I still wear
around my neck on my card, “Royal Mail not forregulator existed we obviously have to look to the

DTI for answers on this. What evidence is there that sale”. I wear it ostensibly and I wear it for show
because it is government policy. I may be old-this did occur and, if it occurred, what advice would

you give to the regulator to stop it happening again? fashioned in this but I do tend to believe that if we
have a manifesto commitment then it is a good thingBarry Gardiner: I think what we have here is a series
to stick to it and people expect us to do that. So theof facts that have had an argument connecting them
Royal Mail is not going to be privatised, end ofimposed upon them. So let me try to unpick the facts
story. You asked a number of subsidiary questionsfrom the argument that has been imposed on top of
there which related to what you said had been athem. It is right to say that the one pence on the first
proposal put forward to an employee share scheme,class stamp was put in place at that time; the second
which might do a trade-oV between that and theclass I think was held the same. It is also correct to
pension fund in some way. Can I simply say that Isay that as part of the discord, when it was being
have not had any such proposal put to me. It is notdiscussed to put the price of one pence on the price
a proposal that I recognise at all. I thought that theof a first class stamp, it was said at that time that
response that you received from the union on thatthere may in the future be a need to top up the
about notmixing up the long and the short-termwaspension fund. My understanding is that it was not
a very fair one. What are your pensions? They arethat there was an argument that we needed to top up
wages deferred, and they are wages deferred for athe pension fund and that that was then used as a
very good reason, because you need that security inreason to justify the one pence increase that was put
retirement. It does not seem to me appropriate at allon the first class stamp, but it found its way, as I
to talk of trading-oV that short and long-term. Letunderstand it, not immediately into the pension fund
me now address the issue of an employee sharebecause there was then subsequently no further need
scheme, where I have to say I disagreed with the viewto top up the fund—as I said, it was already in
that was expressed by your previous witnesses, notsurplus to the tune of 105%, although events have
because I am wedded to an employee shareproven it true that subsequently it would need
scheme—I amnot. But am I prepared to look at one?topping up—but that money would then have found
Yes, I am. I am actually prepared to look at one forits way into the investment programme that the
political reasons that go back into my own history—companywasmaking tomake it more profitable and
I have had a long association with the Cooperativemore sustainable into the future. So it is not that this
movement. I do not believe in any sense of themattermoney was suddenly somehow lost into thin air, but
that when you look at a mutual company, when youI do not believe it was ever predicated solely on a
look at the Co-op, what you are talking about is adeficit existing in the pension fund which needed
privatised business. Indeed, that is what de-topping up. I think essentially there is a framework
mutualisation in some of the building societies is allof facts but a gloss of argument has been put over
about; it is about privatising. So there is a diVerencethem which may have misled the Committee.
between a mutual, between having employees
having a stake in the business that they work for and

Q376 Mr Hoyle: We are going to go back to the having an idea and a privatised companywith shares
pensions deficit because £4 billion is a lot of money on the free market. The only thing—and let me be
and clearly is a huge, huge issue. I believe that you absolutely clear on this—the only thing that the
heard most of the evidence earlier on, you were kind government is prepared to look at would be an
enough to come which is appreciated. One of the employee share scheme in which it was not possible
arguments that has been floated is that employees for any shares to be traded to anybody except those
could be given a stake in the company in the form of people within a Trust who work for the Post OYce.
equity in a trade-oV for some of their pension rights, So it could not be traded outside the Trust. That is
and therefore reducing the deficit. This is what has what we are prepared to look at. But why? Why
been floated. The union rejected it out of hand would we be prepared to look at it? The only reason
because one of the reasons was that they did not we would be prepared to look at it is if it could do
believe that it was worth anything because they did something to improve the profitability and the
not see how they could fathom the internal market eYciency of the company, because that is the bottom
anyway, whether this was right or wrong. So the line here. There is no merit in having an employee
question is, we have the Royal Mail plc which you, share scheme in and of itself; the only purpose for it
as a Minister say, whenever there is a diYcult would precisely be if it were able to incentivise the
question, “Hands oV, it is an independent workforce in such a way, and in a way that other
organisation, it is a plc”, but one of the advantages ways of incentivising them could not achieve, to
of the plc, that it actually has a market in its shares, achieve levels of increased productivity. That is why
is not there. The real question is, how do you see the I am prepared to look at it, that is why the Secretary
long-term ownership of the Royal Mail going? You of State is prepared to look at it. But no scheme has
have set up this plc, which is ripe for privatisation, yet been presented to it and we have not reached any
but you say, “We are not going to privatise it,” or do decision about it.
you say, “We are going to privatise it later on down
the road”?
Barry Gardiner: There are a number of questions Q377MrBone:Minister, that is very helpful because

it is a very clear answer and that is something thatthat you have raised there which need to be
disentangled. Let me answer what is, in my view, perhaps we do not always get. Not from you, of
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course! I just want to make sure that I absolutely issues, in terms that money is being put into the
French and German markets by those governmentshave this right—and I agreed with the union on

this—I do not think there is any sense in swapping to improve and enhance the services available, which
is not being seen here.equity for pension rights, but there has been some

speculation in the Press that the government was Barry Gardiner:We do not know whether it is being
looking at that, and that is clearly not the case, and I done here yet until we see the result of the Postcomm
take your view that the PostOYce is not for full scale review, but I think it is absolutely right that this
privatisation, just a mini privatisation amongst its Committee should see this as a critical point for the
employees. industry, and I am sure that Postcomm too sees it as
Barry Gardiner: No, that was not my view, and you a critical point. It is absolutely essential that
knew it. Postcomm gets this right, and they have taken two

momentous decisions in a sense—or they are in the
process of taking the second. The one was toQ378 Chairman: Thank you for that. I agree, it was
advance full market liberalisation to January nexta clear answer; it was a very good answer indeed. But
year, ahead of the rest of Europe. The second is tobefore we move on to liberalisation, can I ask you
set the price regime in place that is precisely going toone question about dividends? It would be very
reflect the risk and pressures that will then bear uponhelpful for us to have a note of what money the
the Royal Mail in that liberalised market. It is theirshareholder has taken out of the Royal Mail, the
view, as I am sure you have heard from them, thatPost OYce in dividends since, say, the beginning of
competition is going to be good for the Royal Mail,the pensions holiday. So perhaps if our staV can talk
it is going to improve eYciency, it is going toto your oYcials about that and we can have a note
improve productivity and it is going to drive downon the factual figures.
costs for consumers. That is great, and if it achievesBarry Gardiner: Certainly I can provide you with a
that, well and good. And here I would absolutelynote on that. What I can say is that only since 2001,
state to the Committee that the primary duty, indeedsince the regulated period have we actually had
the duty of Postcomm under the Postal Services Actdividends as such, and even then what we have not
is themaintenance and preservation of theUniversaldone is take it, but prior to that the monies that
Service Obligation: Part 1, clause 3, sub-section 1—accrued then went into a reserve. We will get all
it is the only duty. Everything else that it has asthat detail.4
subsidiaries to that are powers that they have then toChairman: I think it will be quite substantial, going
look at consumer benefit and prices andback many years, as far as I recall, and to the
competition, but they are all subservient to that oneprevious government—because I am not just talking
primary duty. That is why it is absolutely critical thatabout since 1997, I am talking about before that,
through this price control regime and the decisionobviously.
that they are taking, they ensure that the company
has the space to take on the competition, to have theQ379MrsMiller:Postcommhas decided to open the
investments base that it requires and to be able torest of the market to competition for January 2006,
achieve the levels of productivity that will ensurethree years earlier than the directive, and the
that its health going forward protects the UniversalCommittee has actually seen in other sectors where
Service Obligation. That is the key thing that mustliberalisation in the UK, perhaps not reflected in
come out.other EU countries, has caused some quite

significant problems. I was wondering if you could
tell us a little more about the government’s eVorts to Q381 Chairman: So if you felt that Postcomm were
press for full liberalisation in the postal services elevating competition above that first and overriding
across the EU, creating perhaps more of a level obligation you would be concerned, Minister?
playing field. Barry Gardiner: I am confident that Postcomm
Barry Gardiner: I am very happy to do that because recognises its obligations under the Postal Services
I have met with a number of my counterparts across Act 2000.
Europe and will be meeting with more of them to do Chairman: That is a very judicious answer,Minister.
exactly that. Obviously we support our members of I will reflect on that and may come back to it before
the European Parliament in debates, pressing for we finish. Mike Weir.
that liberalisation as well. I am going to be having Mr Weir: I was very pleased to hear you say
meetings with the Commission precisely to make unequivocally that the Royal Mail is not for sale,
sure that we do get full market opening for 2009. I although I perhaps do not place such reliance on
see that as very important and all the talk that we manifesto commitments as perhaps you do.
had earlier today about ensuring the level playing Mr Hoyle:We are very mixed about it!field across Europe is absolutely right and we must

Chairman: Can we keep this discussion to a tinyobtain that and we must obtain it as quickly as we
focus, please!can.

Q382 Mr Weir: Given that we have diVerentQ380MrsMiller:Wehave heard thismorning about
evidence throughout this inquiry about the eVect ofsignificant contributions made in Germany and
particularly the Universal Service Obligation onFrance in this sector, which clearly would cause
Royal Mail, whether it is a benefit or a drawback,
can you tell us whether you feel that Royal Mail can4 Appendix 21
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remain a public sector organisation and still shows to me a maturity and a confidence in the
business that perhaps a few years ago thecompete eVectively against private sector companies

in a fully liberalised postal market within the UK? management of Royal Mail might not have been
able to be so upfront about it. I think that we haveBarry Gardiner:Yes, I absolutely and unequivocally

believe that it can. Incidentally, I believe that the to ensure that the business takes the advantages that
can come from that increased productivity throughUniversal Service Obligation is of great benefit to the

company, it is not a drawback. But I think it is vital the element of competition that is coming into the
market. You heard earlier today that the marketthat we recognise that what we have achieved by the

new regulatory structure that we put in place, this share that is being picked up by the competition to
date is less than 1°%or 2%. That is something whichnew framework that we put in place, is precisely to

enable Royal Mail to compete internationally and at the time you will recall the predictions were that
that market erosion would be a good deal greaterwith any competition that will come on the back of

liberalisation within the UK. That has been a very than it was. So I think what we have to do is suck it
and see.We have to get the price control in place, wedelicate balance. It was a bold decision for

government to let go of the reins by putting in place have to move into liberalisation and then we have to
look constantly at how it is operating, but constantlythe regulator; for the reasons that I outlined earlier

it would have been a conflict of interest to be the with this in mind—that nothing must be allowed to
get in the way of the Universal Service Obligation.owner of the dominant player whilst trying to set the

conditions for the market as a whole, and, in any
event, the European Postal Directive would have Q385 Chairman:We heard evidence from the union
meant we had to put that framework in place. So we just now, that I had not heard before, that 3.5 billion
did that, we took that decision.We have givenRoyal Euros—I think that was the figure—was recently
Mail their commercial freedom as a public limited invested in the French Post OYce, ahead of
company, albeit wholly owned within the public liberalisation. There is a consensus, I hope you
sector by government. But, as I say, the quid pro quo share, that the Royal Mail or Post OYce in the UK
for that is that we now, all of us, recognise the has been under-invested in over the years. So can I
commercial nature of the structure that we have set take you back to the answers you gave to the early
up, and that we operate in government as a questions here, and ask: what more can the
commercial shareholder would, investing where a government do to help on a commercial basis?
shareholder would, yes, when they see a good Barry Gardiner: As I said right at the beginning of
business case, but also expecting a reasonable return my evidence, I give this Committee a guarantee, an
on our investment because that is the commercial assurance that once the price control regime has
structure that we put in place and that is, I believe, been put in place by Postcomm that we will—indeed
what the taxpayer does and what the government we already are discussing with the company—then
should demand on behalf of the taxpayer. be in a position to look at what is provided for by the

regime in place; we will then be able to look at what
further commercial requirements for investment theQ383 Chairman: I am tempted to ask how many

commercial shareholders employ third parties to company has. We will then look at that and see how
we can go forward with the company on atalk to each other, like George Bains, but I will not

go down that one again. commercial basis. But let me be clear again, this is
not something for which the government has infiniteBarry Gardiner: Chairman, I am sure that if you

went to any commercial company and asked how funds, we have to look at not simply to see whether
it is good commercial business plan, we also have tomany consultants they employed the figure would be

quite large indeed. look at that in order, with all the other priorities that
government has for its spending, and we must see
that this actually is a priority within all the otherQ384 Chairman: I appreciate that. We know you are
calls on government spending, and that casemust beconstrained as to what you can say because of the
made, but it must be done on a commercial basis.process being gone through and you rightly remind
Chairman: Perhaps unwisely I am going to letthis Committee of its previous strictures, which is
Mr Lindsay Hoyle have the last word.absolutely right. But it is quite a time for the Royal

Mail, is it not? Two absolutely huge decisions, which
you have referred to yourself in your evidence. Are Q386 Mr Hoyle: Thank you, Chairman. Obviously

and quite rightly, Minister, you have made a greatthey being asked to do too much at the same time?
Barry Gardiner: The decision for market play on consumers and we must think on consumers

first and of course you have made a great themeliberalisation was a decision that Postcomm took.
As I say, it is not for government to substitute its about manifesto pledges, so you have certainly set

the trend for the question. Do you believe in theviews for those of the regulator. But let us reflect that
it was a decision that was backed by Royal Mail introduction of VAT on postage stamps?

Barry Gardiner: Let me be very clear that this is aitself; Royal Mail itself said that this was the right
thing to do. They recognised that liberalisation matter for the Treasury, it is not a matter for the

DTI, and that is the first thing I would say. But letcould bring with it the productivity and eYciency
gains that they want to see driven through the me also back up—and I thought your remarks

earlier on this certainly met my understanding of theorganisation, and that is a good thing. They
recognise that competition is not necessarily situation—that at present if VAT were to be

introduced it would have to be at 17.5%, so I thinkdetrimental to members of an organisation. That
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youwere absolutely correct in what you said, and the Mr Bone: Can I go on to the actual point because I
think this is something that was very interestinglyonly way that one could derogate from that is with
brought up earlier on? If you could introduce a 5%the agreement of all 25 EU Member States to bring
rate the cost of a stamp would not go up becauseit down to the 5% level that was suggested by your
what could be claimed back in input tax by the Postfirst set of witnesses this morning. So my
OYce wouldmatch exactly the 5% that it was gettingunderstanding, I believe, is absolutely consistent
in, so it would be revenue neutral, and it would be awith your own on this.
great advantage to those businesses that could claim
back VAT because they would actually get a 5%Q387 Mr Hoyle: Have you had talks between your
reduction in postage price. So if you could introducedepartment, theDTI, who does have an interest, and
it at 5% and if the information we were given isthe Treasury which is the one that will have to agree
correct it would be a win-win situation for everyone.VAT if it was to be brought in, and of course

Postcomm? What talks have taken place on VAT,
Q389 Mr Hoyle: Not for my constituents.anything or nothing?
Barry Gardiner: As I have already indicated, theBarry Gardiner: I have had absolutely no talks with
fundamental policy decision here is one that wouldthe Treasury on this matter at all. I can certainly find
need to be taken by the Treasury not the DTI, andout whether at any level within the department my
can I simply say that it is no easymatter, as I am sureoYcials have and we will send a note to the
you will agree, to get a consensus from the 25Committee.5
separate governments to accept that derogation
from the 17.5%. And just to confirm that in fact

Q388 Mr Bone: On this 5%, it may be that there are Swedish Post did in fact move to 25%, as I indicated
other countries in Europe that already have this to you.
lower rate. Chairman: It is a fascinating subject, which we could
Barry Gardiner: I can tell you that Sweden imposed debate for ages, as we have so much more, but I
VAT on its postal sector when it privatised it, but think we have trespassed quite enough on the lunch
that was not at 17.5, I believe it was at 25%? I look hour. Minister, your oYcials, thank you very much
to my left and my right. indeed.

5 Appendix 21
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Written evidence

APPENDIX 1

Memorandum by the Association of International Courier and Express Services

Introduction

1. TheAssociation of International Couriers and Express Services (AICES) is pleased tomake a response
to the Trade and Industry Select Committee’s inquiry into the Royal Mail.

2. AICES is the trade organisation in the United Kingdom for companies handling international express
documents and package shipments. Our membership—which includes household names such as DHL,
FedEx, TNT and UPS—employs over 29,000 people directly, supports a further 68,000 jobs indirectly, and
is responsible for over 95% of the international courier and express shipments moved through the UK
every day.

3. The express industry plays a key role in facilitating the competitiveness of British business—and
making the UK an attractive location for inward investment. Express services are used by UK business to
achieve the next day delivery of goods and documents to customers throughout Europe andNorthAmerica.

Relevance of this Inquiry to AICES

4. AICES supports the initiative of liberalisation of the letter mail market as it will provide for a more
level playing field in the express delivery market. As Royal Mail adapts to the fully liberalised environment
we expect them, quite rightly, to act as a fully fledged commercial competitor to our services. Therefore we
believe that it is imperative that we be allowed to compete with Royal Mail on an even footing in the area
of express delivery services.

Key Issues

VAT Exemption

5. The postal market is being opened up to competition in a phased programme of liberalisation. AICES
believes that competition will facilitate the creation of new services, introduce price competition and ensure
improved service levels. However, for the benefits of competition to be realised, a level playing field between
Royal Mail and potential market entrants must be created.

6. Where a universal service provider can provide services that are VAT exempt in competition with
services that are not VAT exempt, the universal service provider has a significant advantage. This advantage
has a detrimental eVect on competition and, in the long term, customers.

7. The 6th VATDirective of 1977 sought to harmonise the existing VAT exemption rules in the Member
States of the Common Market and confirmed that services provided by the “public postal services” must
be VAT exempt.

8. AICES would recommend that the phrase public postal services should be interpreted (as has been
done elsewhere in the EU) as referring only to those services that Royal Mail is obliged to provide as part
of its universal service obligation. All other services, broadly—business mail services, parcel and special
express delivery services oVered by Royal Mail, should therefore be subject to VAT.

9. If all other things are equal, a UK Customer who is VAT exempt will probably elect for the goods or
services which are also VAT exempt as it will make an immediate saving of 17.5%. VAT exempt Customers
(eg banks, building societies, government departments, charities etc) are estimated to represent 45% of all
mail volumes in the United Kingdom. (Source: Postcomm.)

10. This means that, for Royal Mail’s competitors, they will need to oVer prices which are at least 17.5%
cheaper than those charged by Royal Mail if they are to be able to start to compete on price, when targeting
VAT exempt Customers.

11. For so long as a “mixed” VAT regime applies to express services, there will be a strong preference for
customers to continue using the services of Royal Mail.

12. AICES recommends that VAT should be charged on all services outside the USO, which should in
particular mean express services.
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USO—cross subsidy

13. Royal Mail’s Universal Service Obligation (USO) ensures that people across the UK can receive
postal services at the same cost and quality. AICES supports the existence of the USO where it relates to
core standard postal services, which people have a right to access.

14. However, currently it is expanded to cover additional premium services which would not fit with any
definition of a core postal service. Specifically, the Royal Mail’s “Special Delivery Next Day” (SDND) is
included in the USO.

15. The SDND service is a direct commercial competitor to the service provided by the express delivery
industry. In advertising for the service, RoyalMail specifically benchmark it against services provided by the
likes of UPS and DHL. This is not a public interest service but a highly competitive commercial operation.

16. The key features of the service as advertised by Royal Mail are:

— “Guaranteed delivery before 12 noon the next working day—or your money back”.

— “Prices start at just £3.75—great value compared to the charges of other next-day express carriers”.

— “And don’t forget we’ll collect your item for delivery from your business for just £5.50 extra”
(ie door-to-door service starting from £9.25).

— An account can be set up for this service, collections can be booked online and on delivery, the
recipient will have to sign for the package and there will be an online confirmation of delivery.

17. We questioned the rationale for including the “Special Delivery Next Day” service in the USO on the
basis that Royal Mail currently provides a non-USO domestic express service starting at £6.95 for packages
weighing up to 100g with compensation up to £50. For £7.40 insurance will cover for compensation up to
£1,000 and for £8.30 packages are covered for compensation up to £2,500.

18. In paragraph 4.33 on page 28 of “Review of the universal postal service: Postcomm’s proposals”, the
regulator notes: “Postcomm takes the view that there is no need for a priority (or faster) parcels service as
part of the universal service.”

19. Given the fact that Royal Mail’s “Special Delivery Next Day” service has features identical to that
of express services, and following Postcomm’s own views outlined above, it would appear that there is no
basis for including this service in the Universal Service Obligation.

20. The issue of the SDND being included in the USO is important as, unlike with strictly commercial
operations, Royal Mail is allowed to cross subsidise the service from other operations. This means in
practice that Royal Mail could use funds from their national standard postal services, which individuals
across the country rely on, to subsidise their express service so as to unfairly undercut those of its
commercial rivals.

21. Including express delivery services in Royal Mail’s USO eVectively discourages other operators from
being active in the express delivery market. This goes against the objectives of market liberalisation and
fostering competition in the postal and express delivery sector.

22. The reason the RoyalMail’s express service has been included is that under EU regulations the Royal
Mail has to provide a registered and insured service as part of the USO. However, we believe that such
features could be incorporated into other registered services also within the USO that are not directly aimed
at competing in an already highly competitive market.

23. Many European countries have found alternative solutions to the requirement to include registered/
insured mail in their USO, which do not involve express services. Belgium, the Netherlands and Denmark
are three such examples where the incumbents provide a registered/insured service, without express features,
within the scope of theUniversal Service.A fourth example is the Swedish post oYce, which oVers an insured
and registered service, despite the fact that these services are not included in the Universal Service
Obligation.

Conclusion

24. AICES appreciates the Committee’s interest in this topic and believes that the Committee can play
a crucial role in developing a more level playing field in the post liberalisation postal industry. We would be
more than happy to provide any further information the Committee might find useful, or to appear before
the Committee in the course of the inquiry.

25. AICES members support the need for a socially inclusive UK postal service, and believes that this
service should not be used by the Royal Mail to subsidise commercial operations in the highly competitive
corporate market.

October 2005
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APPENDIX 2

Memorandum by the British Chambers of Commerce

Introduction

The British Chambers of Commerce welcome the opportunity to participate in this consultation
document. Having consulted the BCC network, which represents some 100,000 businesses across the UK
economy, the opinions of business are represented below. We trust that our opinions will be given due
weight.

Response from the BCC

1. Introduction

1.1 The BCC recognises that the main focus of this consultation is the market structure of the postal
market, and what reforms would best ensure a competitive market for postal services. Whilst the BCC is
not in a position to assess the merits of any particular method of liberalisation over another, our members
have expressed a variety of views on the perceived benefits or otherwise of liberalisation. That said, we leave
it in the hands of Postcomm to determine what form of market opening, or alternative course of action,
would be necessary to achieve any possible benefits.

1.2 Further to this, we would again like to take the opportunity, in accordance with the Trade and
Industry Select Committee’s request for relevant comments beyond the reach of the consultation’s
questions, to oVer a perspective on the postal service from the view of business, and especially that of small
andmedium-sized users of postal services. Firms require a reliable postal service able to deliver mail on time.
Given that Royal Mail is likely to handle the majority of business mail for the foreseeable future, suYcient
attention must also be paid to ensuring that Royal Mail’s service obligations reflect businesses’ priorities.

1.3 Royal Mail’s continued failure to meet the majority of its 15 service targets over the period, April
2004–March 2005, is a cause for serious concern. Firms in many diVerent parts of the country continue to
face a postal system that falls short of their business needs.

1.4 To tackle these problems, we would first ask that current delivery targets be met, and the problems
of lost, delayed or misdelivered mail are tackled. We would also ask that Royal Mail accept in principle the
need for early morning delivery (it currently pledges to deliver “by lunchtime”) and works to restore this as
part of its standard service. The work-arounds or premium services currently on oVer to businesses are very
poor substitutes for the old early morning delivery. As a general rule, 10.30–11.00 am should be the very
latest time that a firm should expect to receive its post. We also ask Postcomm to keep this in mind when it
next reviews the universal service obligation.

2. Introduction of Competition

2.1 The BCC acknowledges that the key concern of this review is to seek views on how the postal market
is developing and what can be done to further the interest of postal users through promoting eVective
competition. However, we do not believe that it is for us to assess the merits of any particular method of
liberalisation over another. That said, we do have a few practical comments to make on members’ direct
experiences and perceptions of the changes.

2.2 The first point to make is that awareness of the exact nature of the changes under way is not
particularly high. However, amongst those who are aware of the changes, there was a balance of views on
the perceived benefits or otherwise of liberalisation.

2.3 A number of respondents have said that they would consider switching to alternative providers. In
these circumstances, the reason most commonly cited was because of a belief that this will lead to
improvements in the quality of the service that they receive. A number of respondents also cited competitive
pricing as a potential driver of change. Innovation did not really feature as an incentive. Two specific
companies whose services were identified as possible alternatives were Target and DX mail.

2.4 Whilst there was an appetite for change amongst some members, there was also a fair degree of
concern expressed by others. The main concern centred on the fact that competitors won’t have to provide
a universal service. The perceived outcome of this is that new operators entering the market will be free to
“cherry pick” the services that they choose to provide. It is feared that, under such circumstances, new
entrants will get involved in only themost profitable parts ofRoyalMail’s business, and thismaywell impact
on the service provided by Royal Mail.

2.5 Other members expressed concern about possible confusion as to how the new system will work. The
confusion about suppliers that followed the liberalisation of directory enquiries was cited as an example of
the possible confusion that could occur.
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3. Quality of Service

3.1 The most recent figures on Quality of Service found that Royal Mail again failed to meet 11 out of
its 15 Quality of Service targets in the most recent financial year. Whilst this is an improvement on last year,
when RoyalMail failed to meet any of its targets, there is clearly work to be done. To tackle these problems,
our first priority would be that current delivery targets are met, and the problems of lost, delayed or
misdelivered mail are tackled.

3.2 The oYcial Quality of Service figures would seem to resonate with the comments of our members,
who have seen a slight improvement in performance when compared to last year but report many problems
still remaining.

4. Single Daily Delivery

4.1 The key concern for most of our members is the impact of the later single daily delivery (SDD). The
switch to SDD has been very disruptive in many parts of the country, because delivery times have become
much later and more erratic. In the most extreme cases, delivery as late as 3 pm has been reported. The fact
that deliveries start later and take longer has had far-reaching eVects on businesses. The associated problems
aVect the planning of work for the day ahead and cash flow.

4.2 While many firms have indicated an improvement in service standards since last year’s “new”
procedures have settled down, many more are still not receiving an early morning delivery and are suVering
as a consequence. We firmly believe that businesses need to be able to rely on an early morning delivery and
are concerned that any further changes at Royal Mail would see standards fall again and deliveries
happening at later and later times. This would still see Royal Mail meeting its targets but would damage
business competitiveness and eYciency.

4.3 The cost of guaranteeing an early morning delivery is viewed as far too costly for small businesses
who are judged to be not receiving a large enough amount of mail included in the “firm’s delivery round”.
Yet it is these very businesses whose existence may depend on the ability to cash a cheque early enough in
the day for it to be cleared to cover overheads.

4.4 To allow businesses to work eYciently, first class mail should be delivered the following day, at a
broadly consistent time. Erratic delivery times, whereby the time the post arrives varies by several hours on
a daily basis, leave some businesses unable to plan their working days.

4.5 The absence of any promise to ensure early morning delivery is very worrying for small and medium-
sized businesses throughout the country, given how important early morning delivery is to many of them.
In recognition of this, Royal Mail has oVered three main alternatives to our knowledge. However, we feel
that these three alternatives do not meet business needs and are no substitute for the old system of next
morning delivery.

5. Other Problems

5.1 Aside from the problems associated with the switch to SDD, some Chamber of Commerce members
have also experienced a number of other problems with the service currently provided by Royal Mail.

5.2 Most seriously, many members have experienced problems of lost, incorrectly sorted, misdirected or
heavily delayed mail. Whilst these problems are by no means encountered by all of our members, they are
not isolated incidents and are therefore matters for serious concern.

5.3 An added complaint, amongst many of those who have experienced problems of lost mail, is that
additional diYculties are often encountered when attempting to make claims with delays of up to two weeks
reported.

5.4 A number of members have also complained about receiving a poor service from the centralised
customer service system. It is suggested that this centralised system often fails to adequately deal with
complaints. It is also felt that the £5 compensation that is in place is inadequate.

5.5 As an example of the problems our business members have faced in dealing with customer services,
one business submitted comments through theRoyalMail’s website but in returnmerely received a response
suggesting that in order to complain the comments should be written, with full details, to their customer
services department. It is clear that this complication of the process does nothing to improve customer
relations.

August 2005

APPENDIX 3

Memorandum by the Campaign for Community Banking Services (CCBS)
(A coalition of 28 national consumer, community & small business bodies)

1. The interest of CCBS in Royal Mail Group is limited to ensuring local access to banking services in
the context of sustaining communities’ retail centres.
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2. The future of Royal Mail cannot be considered in isolation from the future of the Post OYce network
with which it is historically and inextricably linked.Many still refer to the whole group as “The Post OYce”.

3. The Post OYce network exists because it was, and is, the local retail point for Royal Mail services but
its role has been eroded over the years as:

— use of the post by individuals declines in favour of alternative communication channels; and

— postage stamps have become widely available at other outlets and new services such as “stamps
on line” for small businesses are introduced.

4. Many of the other services oVered at post oYces are available by alternative means, most recently the
switch of benefits payments to bank accounts and the operation of National Savings access accounts via
ATMs. Further steps towards opening up the postal market to competition will increase the vulnerability
of the post oYce network as some core postal business is lost.

5. One of the initiatives taken by Post OYce Limited management to try and restore income levels has
been the decision to promote financial products under the Post OYce brand , ghosted by theBank of Ireland,
in competition with the banking sector. The reasons for the decision are understood but a consequence is
that further agency work for the commercial banks is unlikely (some of the largest have publicly referred to
the competition obstacle) and some existing arrangements may now be at risk of cancellation.

6. In many rural post oYces the market for the sale of financial products is very small or non existent but
it is the obstacle nationally which prevents those post oYces being able to oVer banking access to the major
part of the banking market; little more than a third of bank current accounts are currently post oYce
accessible.

7. If post oYce franchises are to survive in locations of low/nil profitability then arrangements with banks
have to be negotiated on a more geographically selective basis. The creation of a postal services franchise,
without the Bank of Ireland products, would provide the flexibility to oVer the basic postal services, plus
the Post OYce Card and government services such as E111, Passports, Vehicle Licences, etc in a stand-alone
“shared banking” outlet (as proposed by CCBS) operated on behalf of a group of banks by an outsourcing
company or alongside a limited “shared banking” franchise operated by a retailer or similar: as many as
4,000 such franchises is a possibility.

APPENDIX 4

Memorandum by the Communication Workers Union

1. TheCommunicationWorkersUnion (CWU) represents 250,000 employees in the postal, telecoms and
related industries. It is the recognised union in RoyalMail Group for all non-management grades, including
those responsible for the collection, sorting and delivery of letters and parcels.

Background

2. In July 2005, the Trade and Industry Committee announced an inquiry into the liberalisation of UK
postal services. This followed Postcomm’s confirmation that it intends to remove Royal Mail’s monopoly
from 1 January 2006. The Committee stated that it intended to consider issues such as:

(i) the impact of liberalisation of the postal service market on the quality of postal services;

(ii) the thinking behind Postcomm’s decision to open up the UKmarket before the rest of Europe and
the ability of Royal Mail to compete in the open market;

(iii) Postcomm’s proposals for the future of postage prices in the UK, including the proposed
methodologies for setting postage prices; and

(iv) the continuance of Royal Mail’s universal service postal obligations.

3. The Committee has asked for views on these and related issues by 30 September 2005.

CWU Response

4. From the outset, the CWUwould like to emphasise that it has grave concerns about the impact which
Postcomm’s introduction of competition will have on Royal Mail, the state universal service provider. We
belive that Postcomm’s competition agenda is fundamentally in conflict with its primary duty to defend the
USO. Allowing private companies to access Royal Mail’s delivery network undermines the simple business
model of cross-subsidisation on which the USO depends. Higher-weighted items subsidise lower-weighted
items, business users subsidise social users and local to local mail and deliveries into cities subsidises long-
distance mail and rural deliveries.

5. But this complex system of cross-subsidisation which underpins the USO is now at risk as newmarket
entrants are given artificial assistance to target and “cream oV” the most profitable parts of Royal Mail’s
business. As RM loses market share to entrants who do not have to bear the fixed costs of providing a USO
and who can thus price accordingly (even while RM is compelled to carry their mail at less than half the
price of a first class stamp) so its revenues will shrink relative to its costs. But it will still have to support
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the same fixed infrastructure of mail centres, delivery vans and the rest. Ultimately, Postcomm’s pursuit of
competition threatens to create a two-tier postal service in which the rich, business and city dwellers enjoy
a first class service while the rest of the country is consigned to second and third class status.

6. The CWU have consistently opposed the overall programme of liberalisation which the regulator has
pursued since 2002, and we are particularly concerned at Posctomm’s accelerated programme which will
introduce full competition from 1 January 2006. We firmly believe Postcomm’s rush to liberalisation will
place significant additional pressures on RoyalMail at a time when it is only now beginning to recover from
a period of severe financial diYculty.

7. Royal Mail’s own information provides clear evidence that competitive pressures are already
beginning to bite. The company confirmed in the summer that “major contracts worth almost £50 million
have already been lost as the likes of TNT andUKMail secure access contracts and also take trunking work
withmajor customers away fromRoyalMail”.We believe that it is particularly worrying that this represents
only the initial stages of the development of competition, and is occurring at a time when the business is only
beginning to recover from recent diYculties.

8. We have addressed each of the issues highlighted by the Trade and Industry Committee’s review below.

The Impact of Liberalisation of the Postal ServicesMarket on the Quality of Postal Services

9. It is clear that recent months have seen a discernible improvement in the overall quality of service
provided by Royal Mail. While in 2004–05 there was only a relatively modest improvement in the number
of products achieving their cumulative annual performance targets compared to the previous year (in
2004–05 four products out of 15 reached or exceeded their full year targets) recent figures have provided
stronger evidence of ongoing improvements. By the time of the publication of the first quarter figures for
2005–06, nine of the 15 service target levels had been exceeded—including for First Class letters, Second
Class letters and for a number of key business mail products.

10. The CWUdoes not, however, believe that these improvements provide evidence of the positive eVects
of competition—the simplistic argument which some interested parties have attempted to promote. Instead
we believe that Royal Mail has had a degree of success in addressing some of the short-term issues relating
to quality of service, in spite of (rather than as a result of) the additional pressures which are being brought
to bear by Postcomm’s liberalisation agenda.

11. It is important to emphasise our belief that a key contributor to recent improvements—both in terms
of Royal Mail’s quality of service and in terms of its financial performance—has been the significant
additional eVorts of postmen and women across the UK. Royal Mail’s major programme of change has
placed an enormous burden on CWU members and, in many areas caused severe diYculties for frontline
employees and for customers. The various constituent parts of Royal Mail’s major change programme—
notably the initiatives introduced in deliveries, mail centres and the distribution network—have delivered
improvements in some areas but have also resulted in significant diYculties for the workforce in others.

12. One key example of the initiatives introduced as part of Royal Mail’s change programme is the move
to a single daily delivery (the most significant change to the delivery structure in over 50 years) which has
at last begun to produce some positive eVects after an initially diYcult period. It is notable that the switch
to a single daily delivery (SDD) was most successful in those areas where the union was given full
involvement in the planning of the transition. Where management set unachievable targets, or otherwise
ignored the views of the CWU and imposed changes, significant diYculties generally resulted—and the
accompanying adverse impact on quality of service was widely reported in the press at the time.

13. We firmly believe that the only long-term method to guarantee ongoing improvements in quality of
service and customer satisfaction is through a sustained targeted programme of modernisation, founded on
extensive investment in the business. RoyalMail’s customers increasingly require that postal services should
be accessible, responsive and reliable. We believe that this requires a well-trained, motivated and well paid
workforce with access to modern machinery and equipment operating in working environments which are
fit for purpose. As set out in the section below detailing our concerns regarding Postcomm’s price control
proposals, we believe that the regulator’s liberalisation agenda will do nothing to assist the state operator
in reaching this goal.

UK Liberalisation and the European Experience

14. The CWU has serious concerns about the wider European context to Postcomm’s intended
liberalisation of the UK postal market. Postcomm’s proposals for liberalising postal services have taken a
form and a timetable never envisaged byGovernment or the EuropeanUnion. Themeasures gomuch faster
and further than any other comparable European country and run counter to the liberalisation measures
proposed by EU legislation.

15. We believe that if competition must be introduced into the UK postal sector it should be at a pace
which does not exceed the requirements set out in European legislation. It is clear that this is the favoured
approach in the majority of EUmember states and, even among those which are moving more rapidly, they
are generally not proceeding as quickly as in this country.
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16. We believe that there are clear risks in exceeding the pace of liberalisation required in European
legislation. Postcomm are now proposing full market opening in January 2006—three years ahead of the
EU timetable of 2009.Moreover, a comprehensive review of liberalisationwas required under EUproposals
in 2006, before finally confirming any commitment to full market opening. But Postcomm’s plans contain
no formal review process. So theEuropeanCommission is not required, or indeed likely, to reach a judgment
about what steps, if any, should be taken to further liberalise member states’ postal services until the latter
part of 2006. By this time Postcomm will have completed full liberalisation of the UK postal sector.

17. The CWU believes that this early liberalisation will place Royal Mail at a considerable disadvantage
in comparison to the majority of other large postal operators in the EU. Setting aside the examples of
Sweden, Finland and Estonia (whose postal markets are all considerably smaller than our own), under
Postcomm’s proposals the UK market would be the first of its size (both in terms of volume and value) to
be fully opened to competition.

18. We believe that the potential profitability of the UK market will make it particularly attractive to
competition fromoverseas postal operators. This is clearly evidenced by the fact that bothTNT (which owns
the Dutch state operator) and Deutsche Post World Net (which owns the German state operator) have
already obtained licences and are actively providing bulk mail postal services in the UK. As in the case of
Royal Mail, in their respective markets these two companies are both the universal service provider and the
dominant player. Yet in each case the markets in these countries are not due to be fully liberalised until 2007
at the earliest. As a result, it is quite possible that these countries could prudently decide to change their
minds about liberalising their own postal markets in the light of any EUdecision. This would not be possible
in the UK under Postcomm’s timetable. While Postcomm has in the past sought to dismiss this concern, we
believe it is an issue of fundamental importance that there should be a level European playing field, if Royal
Mail is not to be unfairly disadvantaged.

Postcomm’s Proposals for the Future of Postage Prices in the UK

19. The CWU has consistently emphasised its grave concerns in relation to Postcomm’s initial proposals
for the Price Control 2006. We believe that putting in place the regulator’s proposals would constitute a
substantive material threat to Royal Mail’s core business activities and its ability to finance the provision
of a universal service. In our view these proposals have the potential to starve the company of funds at a
time when it faces the introduction of full market liberalisation for the first time in its history.

20. In our response to the most recent phase of Postcomm’s consultation we set out our wide-ranging
concerns. In particular, we believe the regulator’s proposals are flawed in the following areas:

(i) the conduct of the consultation;

(ii) the approach to funding;

(iii) the profit allowance;

(iv) investment issues/the eYciency study;

(v) human resources issues;

(vi) pensions issues;

(vii) duration and responsiveness of the price control;

(viii) the scope of the price control;

(ix) the treatment of access products;

(x) the structure of the price control; and

(xi) the compensation regime.

21. An overview of our concerns in relation to each of these areas is set out below.

22. TheConduct of the Consultation:While the regulator published its initial proposals at the start of June
2005, a number of key supporting documents (including the LECG EYciency Study which ran to several
hundred pages) were not released until early August, less than one month before the end of the consultation
period. We believe that the regulator’s approach to the publication of this information was not acceptable
and undermined the value of the consultation process.

23. Postcomm’s published position in relation to the release of these documents was that “key
conclusions of these reports are summarised in the Initial Proposals document. Therefore, stakeholders
commenting on [these proposals] will have already considered the key issues in these reports . . . [and] should
be in a position to respond by 1 September”. In contrast we believe that, in view of the magnitude of the
issues involved, Postcomm’s approach to the consultation process underestimated the importance of the
source documents when considering its proposals.

24. The Approach to Funding: Postcomm is proposing to opt for a “regulatory value” approach to the
price control, as opposed to the cash-based approach which has been used in the existing price control.
However, we believe that there are significant flaws in Postcomm’s calculation of the opening value of Royal
Mail’s regulated asset base (RAB). The most serious flaw with Postcomm’s calculation related to its
consideration of intangible assets in general and the brand value of the company in particular. The CWU



Ev 68 Trade and Industry Committee: Evidence

believes that Royal Mail’s brand is a considerable national asset, which is underpinned by the knowledge
and experience of its dedicated workforce. If a private company was to seek to replicate this brand value it
is clear that it would take an enormous level of investment both in terms of time and in terms of resources.
We believe that the failure to recognise a substantial brand value (Royal Mail’s own estimate of £1.2 billion
does not seem excessive) grossly overlooks a key contributor to the business’ ongoing success.

25. The Profit Allowance: As part of its proposals, Postcomm is introducing an allowance for Royal
Mail’s profits from its regulated activities. Under the current approach this would amount to some
£285 million in an average year. We believe that this annual profit allowance is simply far too low. Such an
allowance would allowRoyalMail a return from sales—at less than 5%—which is far lower than that which
applies for similar activities in other companies. It is also highly questionable whether the £285million profit
is genuinely achievable within the range of other restrictions proposed in the price control.

26. Investment Issues and the EYciency Study: The CWU has consistently pressed the case for concrete
action to correct the years of under investment in Royal Mail. As noted above, while we recognise that the
three-year renewal programme has had some success, very little has so far been done to address the
underlying problems of the company’s ageing infrastructure. Accordingly we believe that the only method
which would deliver the necessary corrective investment in facilities, machinery and the workforce is an
RPI!Y allowance for further defined investment. We therefore absolutely oppose the regulator’s RPI-
minus price caps, which would require Royal Mail to substantially reduce its overall prices for stamped
products despite the fact that we already enjoy among the cheapest postal prices in Europe.

27. A key element of Postcomm’s proposals in this area has been the LECG eYciency study. This report
found that the scope for operating eYciency savings would be in a range from 2.75% to 3.25% annually or,
based on a top-down analysis, could deliver savings of as much as 3% to 4%.We believe that the conclusions
which LECG have reached in this area are absolutely arbitrary and the consultants’ analysis is flawed in a
number of areas. We are particularly concerned that LECG’s internal benchmarking methodology seems
overly simplistic and fails to adequately explain or understand the complex reasons which underpin
performance variations between operational areas.

28. We do not believe that Postcomm’s desired approach—putting in place an arrangement of punitive
price caps—will secure long-term improvements in Royal Mail’s performance. Instead we believe that
substantial defined investment is required to make the network fit-for-purpose.

29. Human Resources Issues: LECG’s eYciency study referred to a number of “human resources” issues
which raised important issues for the CWU and its members. We were particularly concerned at the
statement that RoyalMail plans to reduce its frontlineworkforce by some 30,000 FTEs over the period from
2005–06 to 2010–11.We have not been consulted about these plans at any point andwewould be vehemently
opposed to such a programme. We are also particularly concerned about LECG’s conclusion that postal
workers are overpaid—a conclusion which runs contrary to the extensive research which is conducted by
this Union on an ongoing basis.

30. Pensions Issues: The deficit in Royal Mail’s Pension Fund remains one of the most significant areas
of concern for our members. We have therefore argued that the next price control should include a clear
allowance to address the pension fund deficit. We believe that such an allowance is justified as the current
deficit was exacerbated by the contribution holidays which were taken during the 1990s. During this period
Royal Mail’s customers benefited from the artificial suppression of postal prices.

31. Postcomm is proposing that an allowance should be made in the price control which would enable
the deficit to be repaid over a 20-year period rather than over the standard commercial approach of 12 years.
We believe that this approach is grossly irresponsible and implicitly accords greater importance to
Postcomm’s regulatory agenda than to the livelihoods of thousands of Royal Mail Group employees once
they retire. We believe that as an absolute minimum the price control should allow the repayments to take
place over a 12-year period.

32. Duration and Responsiveness of the Price Control: The CWU does not believe that the existing
mechanisms for re-opening the price control in the event of price shocks or other unforeseen events, which
Postcomm is proposing should be retained, are fit-for-purpose. As set out elsewhere in this submission, we
believe that there are significant risks associated with full market liberalisation—such as the likelihood that
the most profitable parts of Royal Mail’s activities will be successfully targeted by its private competitors—
which could adversely aVect Royal Mail and its ability to finance and provide the universal service. In such
cases we believe that robust mechanisms should be available which would allow for the rapid re-opening of
the price control. We do not believe that the existing mechanisms are suYciently responsive to address the
possibility of problems which may develop in this area.

33. The Scope of the Price Control: The CWU believes that the price control should apply to products
and services only where it can be clearly demonstrated that no competition will exist at, or soon after, the
date at which it is due to commence. We also believe that it is essential that clear mechanisms should be put
in place to allow the removal of products from Royal Mail’s price control if/when competition develops in
relation to them. At the moment Postcomm is proposing that Royal Mail will need to make an application
by 31 August to secure the removal of products from the Royal Mail’s price control by the end of the
financial year (eg by the followingMarch).We believe that such an approach is insuYciently responsive and
would place Royal Mail’s interests at risk in the interim period.
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34. We are pleased that Postcomm has recognised the need to encourage Royal Mail to develop
innovative products through the exclusion of new products from the price control. This has been shown by
its decision to exclude a wide range of the new business products which Royal Mail has introduced in recent
years. These exclusions however serve to highlight the inconsistency of the approach which Postcomm has
taken to dealing with access products, as discussed below.

35. The Treatment of Access Products: The CWU is opposed to the principle of third party access.
Nevertheless it is a clear requirement of RoyalMail’s licence that it should provide such services in the event
that private companies require them. Postcomm is now proposing that these new services, which result from
free commercial negotiations betweenRoyalMail and licensed postal operators, should be further regulated
by bringing them inside the terms of the price control. We do not accept that such a development is either
necessary or desirable. Recent figures show that around 55 million items of access mail are already being
carried each month and it is clear that the companies which have entered into these agreements are already
deriving significant financial benefits from them.Given that all the signs are that this area is growing rapidly,
and that Royal Mail’s licence already includes significant additional safeguards in relation to access
products, we fail to see the regulator’s justification for extending its activities in this area.

36. The Structure of the Price Control: While our strongest preference would be for retaining the
traditional arrangement of cross subsidies which existed prior to the introduction of Postcomm’s first price
control, it seems to us inevitable that Royal Mail will have to bring its prices more closely into line with its
costs if it is to avoid being unfairly exposed to competitors undercutting its prices in areas which are not cost
reflective. For this reason we oppose Postcomm’s proposal to split the price control into two separate tariV
baskets. This proposal will prevent the state operator from rebalancing between the two new baskets and
will therefore restrict its ability to realign its prices. Given the overall thrust of Postcomm’s proposals, our
preference is for retaining the existing single tariV basket, which provides RoyalMail with greater flexibility
and would also have greater transparency than Postcomm’s new proposal.

37. Compensation: Under Postcomm’s proposal for a new pricing regime, it has increased the financial
exposure for Royal Mail to around £280 million per annum. Postcomm itself acknowledges that such a
penalty regime has the potential to almost entirely negate the proposed regulatory profit allowance of
£285million per annum.We believe that this is an extremely irresponsible proposal. Increasing the potential
levels of compensation and related financial penalties will merely increase the pressure on the universal
service provider at a time when it is already facing the additional pressures of a fully liberalised market.

The Continuation of RoyalMail’s Universal Service Obligation

38. Under the terms of the Postal Services Act 2000 Postcomm’s primary duty is to ensure the provision
of a universal service at a uniform tariV. Its duty to “further the interests of users of postal services, wherever
appropriate by promoting eVective competition between postal operators” is clearly secondary to its
primary duty. We believe that Postcomm’s liberalisation agenda is seriously flawed and in the longer term
is likely to place Royal Mail’s ability to meet the universal service obligation (USO) at risk.

39. The CWU believes that it is too soon yet to make a detailed judgement about the impact which
Postcomm’s liberalisation programmewill have on the ability of RoyalMail to provide the universal service.
Nevertheless it is clear that competition has the potential to increase rapidly under the less than level playing
field which Postcomm is currently implementing. As noted above, Royal Mail has already lost significant
large customers to upstream competition as a result of third party access. While the impact of this form of
competition is still at a relatively low level, all the available evidence shows that it is likely to continue to
grow rapidly and could undermine the ability of Royal Mail to meet its USO duties as a result.

40. On a wider point, it is clear that Postcomm’s regulatory regime is forcing Royal Mail to move away
from the historic arrangement of cross subsidies which has always permitted it to provide good quality
postal services at some of the lowest prices in Western Europe. It is absolutely apparent that this
arrangement of cross subsidies, which we believe acted in the interests of the vast majority of customers, is
now in the process of being dismantled. The logic of Postcomm’s liberalisation activities compel RoyalMail
to introduce prices which are closely tied to costs—as in the case of its recent Size Based Pricing proposals.
We believe that this will mean the price of stamped mail will rise significantly over time. We are unable to
see how such a development is in accordance with the spirit of ensuring a universal service provision.

Delivering Quality

41. In view of our concerns about the impact of liberalisation, the uneven method and timetable for
competition across the EU and the potentially damaging impact of Postcomm’s latest price control
proposals, both on Royal Mail and the future of Britain’s universal postal service, the CWU have set out
our own agenda to move the industry forward.

42. In our “Delivering Quality” Document published in February this year, the union set out the basis
on which we believe Labour can honour its election manifesto commitment to “see a publicly owned Royal
Mail fully restored to good health”. The CWU want to see a genuine renewal in the industry driven by a
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greater long-term investment in the business and its people, more modern oYces and equipment, improved
recruitment, training and security arrangements and a better range of products and services tailored to
customer needs.

43. If we are to deliver a state of the art postal service fit for the 21st century, then we need urgently to
tackle the legacy of generations of underinvestment.Whilst we don’t at this stage have a precise figure on the
amount of work and funding required to upgrade Royal Mail’s national delivery, sorting and distribution
network, Royal Mail themselves have estimated that it needs £2 billion over the next five years to provide
the additional funding required.

44. At a time when mail volumes continue to grow and the number of delivery points are increasing, the
CWU believe that the future of the industry can be built only on a long-term programme of investment in
staV and capital. We have therefore proposed that the Government extend the current period of nil dividend
and deliver an investment-led pricing formula which will allow Royal Mail to meet its universal service
obligations, plug the pension deficit and invest in the network and the workforce.

45. In relation to regulation, we have welcomed the Government’s commitment to review market
liberalisation and have called for Postcomm’s decisions on the latest price control and timetable for full
market opening to be set aside until this review is complete.We have also called for a further statutory review
of liberalisation within eighteen months of the date of full liberalisation—in line with the recommendation
of the EU Postal Services Directive—aimed at ensuring a level, competitive playing field across the
European Union.

Conclusion

46. The CWU welcomes the Trade and Industry Committee inquiry into the liberalisation of postal
services. In our response we have attempted to set out our key concerns as well as our own positive agenda
to move the industry forward.

47. Specifically we have highlighted our concerns about competition and the system of regulation which
supports it. We believe competition threatens Royal Mail’s long-term commercial viability to deliver the
universal service at a fixed low price. By unpicking the system of cross subsidisation on which the USO has
depended for decades, we believe liberalisation threatens Royal Mail’s future revenues as private operators
are able to target and compete in the most profitable routes where margins are greatest.

48. We have also raised our concerns at the uneven timetable and inconsistent method of liberalisation
chosen by Postcomm in comparison with other comparable European countries. This unlevel playing field
will allow foreign operators to access the UK market while denying Royal Mail the same opportunities
overseas.

49. In relation to Postcomm’s proposed price control, we have identified a series of problems relating to
the process of consultation itself, the key LECG report on which much of the “RPI minus approach” is
predicated and the scope, duration and structure of the price control and service quality review. We have
called on Postcomm to revisit its proposals in these areas and provide a more investment-led formula that
delivers the revenues and pricing flexibility the business needs to meet its universal service obligations.

29 September 2005

APPENDIX 5

Supplementary memorandum by the Communication Workers Union

I amwriting in response to your letter dated 18November and the related email dated 22November which
requested further information to supplement the CWU’s written and oral evidence.

1. Your first question requested any evidence we have of earlier deficits in the pension scheme dating back
to the 1970s. For your information, I attach sections of a report into the “History of the deficiency in the
fund of the Post OYce StaV Superannuation Scheme (POSSS) between 1969 and 1984”.1 Based on
Government Actuary valuations the report reveals that:

— POSSS was in deficit by £165 million in December 1962.

— The deficit had grown to £604 million based on an approximate valuation at 1 October 1969.

— The first full valuation revealed a deficit in the fund of £1,092 million (as at 30 September 1972).

— A full valuation of POSSS showed the deficit had risen to £1,920 million (as at 31 March 1976).

— The next actuarial valuation showed the deficiency had fallen to £779 million (as at 31 March
1979).

2. The table below shows the external financing limit (EFL) payments made to Government between
1981 and 1998–99. Since 1999 there was an agreement that Royal Mail would pay its sole shareholder (ie
the Government) a dividend at a more commercial rate. However, due to the growing losses reported by

1 Article by G P Olver, not printed.
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the business, this requirement was suspended for the three-year period of the Renewal Plan (2002–05). In
1999–2000 and 2000–01—the last two years in which a dividend payment was made—Royal Mail paid out
£151 million and £93 million respectively.

POST OFFICE EXTERNAL FINANCING LIMIT

Year Target Achievement Post tax Profit EFL as % of
£m £m £m Post Tax Profit

1981–82 nil 13 96.2 13.5
1982–83 56 60 138.5 43.3
1983–84 51 62 118.9 52.1
1984–85 60 100 112.2 89.1
1985–86 70 75 99.5 75.4
1986–87 93 93 132.9 70.0
1987–88 57 80 121.4 65.9
1988–89 97 102 102.5 99.5
1989–90 91 102 3.0 3,400.0
1990–91 nil nil 31.0 nil
1991–92 65 74 152.0 48.7
1992–93 66 80 187.0 42.8
1993–94 181 182 195.0 93.3
1994–95 226 235 314.0 74.8
1995–96 213 215 270.0 79.6
1996–97 268 268 361.0 74.2
1997–98 313 313 447.0 70.0
1998–99 310 310 495.0 62.5

Note: Total EFL payments were some £2.4 billion
Source: Post OYce Report & Accounts, Financial Statement & Budget Report

3. You asked what was the impact on the fund of the contribution holidays which were taken during the
1990s. Since the fund was in surplus during the period of contribution holidays the latter did not impact on
the fund financially. The employer’s contributions holiday was reflected in higher profits for theRMGroup,
lower postal prices for customers and greater tax revenues for the Treasury.

4. Finally, you asked for evidence of the 3.5 billion Euro investment by La Poste. Attached for your
information are a number of press articles2 which confirm state-owned La Poste’s plans to invest 2.4 billion
euros between 2004 and 2010, to modernise its postal business in preparation for the liberalisation of
Europe’s postal sector in 2009. According to a report from AFX News, the investment programme—the
biggest ever undertaken by La Poste—takes the form of a contract with the French government.

CWU Head of Research

23 November 2005

APPENDIX 6

Memorandum by the Department of Trade and Industry

Introduction

1. The Department welcomes this inquiry that comes during a significant period in the development of
the postal services market in the UK.

2. This Memorandum is intended to provide the newly constituted Committee with some helpful
background on the current postal services regime and to set out the Government’s policy and objectives for
Royal Mail and the postal services market. It also explains our role as shareholder in the Royal Mail.

Government’s Policy

TheWhite Paper “Post OYce Reform: AWorld Class Service for the 21st Century” published in 1999 set
out the Government’s policy for the reform of the Post OYce corporation and the postal services market.
TheWhite Paper recognised the vital part that the Post OYce corporation played in the UK’s economic and
social life. The policies set out in the White Paper were implemented with the passing of the Postal Services
Act (see below). A foundation of the Government’s policy was to give the Post OYce corporation greater
commercial freedom in the public sector. The Government also enshrined the universal service at a uniform
tariV in legislation for the first time.

2 not printed.
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4. The Government’s ambition is to see a publicly-owned Royal Mail fully restored to good health,
providing customers with an excellent service and employees with rewarding employment. The
Government’s paramount policy interest remains the sustainability of the provision of a universal postal
service at uniform aVordable prices.

Postal Services Act 2000

5. Under the Postal Services Act 2000 the property rights and liabilities of the Post OYce corporation
were transferred to a public limited company, whose issued share capital is wholly owned by the
Government. The Secretary of State for Trade and Industry holds 49,999 ordinary shares with one share
held by the Treasury Solicitors. The Secretary of State also holds one special share. The company, now
Royal Mail Holdings plc, has to seek the consent of the Secretary of State for Trade and Industry (in his
capacity as special shareholder) for a number of activities eg issuing of further shares, major transactions,
Board appointments and remuneration.

6. The Act also established an independent regulator, the Postal Services Commission (Postcomm), and
set out its functions. It also established a licensing regime for the postal servicesmarket. Postcommwas given
a primary duty to ensure the provision of the universal postal service. Subject to this Postcomm must seek
to benefit users of postal services, where possible by promoting eVective competition between postal service
operators Postcomm is required to have special regard to the interests of:

— disabled people or those who are chronically sick;

— individuals of pensionable age;

— people on low incomes; and

— those living in rural areas.

7. Postcomm is also required to exercise its functions to promote the eYciency and economy of postal
operators and to ensure that licence holders are able to finance the activities set out in their licence.

Government’s Role as Shareholder

8. The Shareholder Executive, located in the Department of Trade and Industry, has responsibility for
the Government’s shareholding in Royal Mail. The Executive was created in September 2003 with the
overarching objective of making Government an eVective and well-informed shareholder. Its remit extends
to around 25 Government-owned businesses with a combined turnover of around £20 billion. Its role is to
advise Ministers and oYcials on a wide range of shareholder issues including objectives, governance,
strategy, performance monitoring, Board appointments and remuneration. The Executive draws on the
skills of both the private and public sectors to meet its objective.

9. The Shareholder Executive directly manages the Government’s financial interests in Royal Mail. It
takes full account of Government policy (which, of course, includes non-commercial objectives), but within
this context, it seeks to use its discretion to act as a commercial shareholder. As set out in the White Paper,
this is an arm’s length relationship to ensure that the management has the commercial freedom to run the
business and the Executive does not seek to micro-manage it. The Executive has sought to increase Royal
Mail’s accountability to its owner and to ensure that the company delivers the shareholder’s objectives.
These objectives are:

— Royal Mail to be a best-in-class, publicly owned postal service provider with robust, long-term,
sustainable business health; and

— the delivery of government and other services eVectively through an eYcient and fit for purpose
Post OYce branch network which oVers maximum access to those who need it.

Price Control

10. Under the regime established by the Act, the setting of the price control is a matter for Postcomm.
In reaching its decision on the next price control, the Regulator has to be mindful to fulfil all of its duties
and functions as set out in the Act—but needs to give priority to its principal duty which is to ensure the
continuing availability of a universal service at a uniform tariV. The Government, in its role as shareholder,
has responded to Postcomm’s price control document setting out the key principles that we consider ought
to be respected and reflected in the final regulatory settlement. These cover the following points:

— the taxpayer, throughGovernment on behalf of taxpayers, is entitled to a reasonable rate of return
on existing capital assets;

— the balance between the interests of customers and taxpayers needs to be struck through
attributing a “fair” regulatory value for existing assets;

— eYciency targets must reflect what it is practical for a publicly owned Royal Mail to achieve, by
way of speed of change, in a single price control period—with full regard given to legacy problems
that the company is starting to address;
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— the unavoidable costs of servicing the pension fund deficit are inherited costs of the business and
as such should be borne over a suitable period by postal service customers, not by taxpayers;

— the regulatory risks to Royal Mail should be kept at a minimum otherwise Royal Mail may be at
a disadvantage to other operators; and

— the Government should not be expected to provide support to Royal Mail’s regulated business on
a non-commercial basis.

11. A copy of the full response will be published along with other responses to the consultation on
Postcomm’s website in due course.

Market Opening

12. The Government maintains the view that greater competition in postal markets will bring benefits to
users of postal services in terms of better quality, greater choice and lower prices. Greater competition will
also help to change the business culture at Royal Mail, challenging it to become more eYcient and
competitive.

13. In its Twelfth Report of session 1998–99, the Committee recommended that, given that the Postal
Services Commission was soon to be established, in relation to liberalisation of the market, the Government
should not substitute its judgement for that of the prospective regulator, and that it was more appropriate
for the Regulator to consider the question of the appropriate measure of liberalisation. The Government
accepted this recommendation and left to the regulator the decision on how the UK postal services market
should be opened to the regulator.

14. The decision to open the market from 1 January 2006 was taken by Postcomm after a full public
consultation and has been supported by Royal Mail management. The decision is consistent with the
provisions of the EU Postal Services Directives, which allow Member States to fully open their postal
markets provided that a universal postal service is maintained—something that PostComm remains
committed to ensuring as its primary duty.

15. In reaching its decision to fully open theUKmarket from 1 January 2006, Postcomm considered that
it would contribute positively towards sharpening the incentives on Royal Mail to improve its quality of
service and customer focus. It also believed that the stimulus of full market opening should help RoyalMail
better face some of the longer-term challenges from a rapidly evolving market place.

16. In Europe, the indicative timetable is to achieve full liberalisation across the EU by 2009 and the
European Postal Directive requires all Member States to reduce their reserved areas to 50 grams from 1
January 2006. Sweden and Finland have had fully liberalised postal markets for over a decade and the
national postal operators in these countries have adapted successfully. Estonia also has no reserved area.
There are also an increasing number ofMember Stateswho are committing to full liberalisation before 2009.
The Government continues to press for full liberalisation across Europe to happen as soon as possible.

7 October 2005

APPENDIX 7

Memorandum by the Direct Marketing Association (DMA) UK

1. DMA

1.1 The Direct Marketing Association (DMA) UK Ltd is the largest trade association in the
communications sector, representing both users and suppliers of direct marketing. Our membership now
exceeds 900. We represent the majority of the major users of postal services, such as financial services, home
shopping and charities. Our client membership base represents the largest Royal Mail customer group. We
represent all aspects of the supply side of postal services from mailing houses to consolidators and from
agencies to data bureau.We have an excellent ongoing dialogue with Postcomm and contribute to all major
consultations.Wehave contributed toandgiven evidence toprevious select committee inquiries andwelcome
the opportunity to contribute to this inquiry.

2. Impact ofLiberalisation of thePostal ServiceMarket on theQuality ofPostal Services

2.1 TheUKpostal servicesmarket has beenopen to competition for the last four years by virtue of the fact
that Postcomm has licensed competitors to RoyalMail, within the reserved area. Although this competition
has been tightly controlled with restrictions on the type of services provided (bulk mail, consolidation, niche
services). Opening up the market fully in 2006 will have a profound eVect on quality of service. New
competitors have focused on quality of service as a key feature they need to deliver to customers. As the
majorityof existingcompetitivemailgoes throughdownstreamaccess, thishashadabeneficialeVectonRoyal
Mail, as they try to improve their quality of service.The overall competitive pressure onRoyalMail has led to
a refocus on improving their quality of service. This is a key necessity for customers. It is noteworthy the
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improvement inRoyalMail’s quality of service, over the last 12months. Opening up themarket will lead to a
continued improvementofquality of serviceasRoyalMail and its competitors react to customerdemand.We
must be cognisant of the possibility of a potential price war, leading to deterioration in quality of service.

3. Postcomm’s Decision to Open Up the UK Market Before the Rest of Europe and the Ability of

RoyalMail toCompete in theOpenMarket

3.1 On current timetable EUwill have a liberalised postal services market by at the earliest 2009. There is
a very strong likelihood that this date will be a great deal later, probably 2012. In addition Netherlands and
Germany have set their market opening dates conditional on UK opening its market. If Postcomm had
decided to wait for EU liberalisation, users would suVer. The continued lack of choice, price pressure and
innovation would lead many users to switch monies to other media. Also competition can thrive only in an
open market with all the market and its associated volumes open. Therefore opening up the market early
ensures the postal services market thrives, competition can thrive, and users can be given real choice, quality
and downward pressure on prices andRoyalMail benefit from a strongmarket and competitive pressures.

3.2 Royal Mail currently has 95% of the UK postal services market, approximately 22 billion items.
Competition so far has primarily been restricted to downstream access with Royal Mail providing the final
mile delivery. With the opening up of the market, the majority of competitive volumes will still remain
downstream through Royal Mail. Obviously Royal Mail will lose some volume but the likelihood of huge
volume loss is remote. In factmost volumewill stay withRoyalMail, at least within the delivery network.An
alternative network to RoyalMail will take between three and five years to set up. Although some operators
have flagged that they intend to launch alternative networks albeit not comprehensive, based on weekly
deliveries. Based on RoyalMail’s existing volumes, any likely loss and the retention of the majority through
downstream, Royal Mail will have no problem competing eVectively. Competition, price control (as a
surrogate for competition) and quality of service targets have led to eYciency gains within Royal Mail.
Increased competitive pressure can lead only to greater eYciency gains.

3.3 RoyalMail has already shown its ability to competewith the introductionof newservices suchas zonal
access and far-reaching product review,whichwill lead to a complete range of newproducts, introduced on a
phased basis, from 2006.

4. Postcomm’s Proposals for the Future of Postage Prices in the UK, Including the Proposed

Methodologies for SettingPostagePrices

4.1 Postcomm has proposed a price control, which is based on what revenue Royal Mail need to run the
business,meet costs invest andmake aprofit. The price control,RPI-x,where x is set at 2.5%,will forceRoyal
Mail to improve eYciencies and reduce costs.Due to the level of x and the currentRPI levels and predictions,
thiswill lead toapossiblereduction inreal terms inpostageprices. It isessential inanypricecontrolmechanism
that the operation is simplistic and easy to comprehend. Within the proposals for the 2006 price control,
Postcommhaveproposed thatpensiondeficit costs shouldbemet from thecontrol.Westronglyobject to this.
In essence users will be paying for the pension deficit. As the chief stakeholder, the government, who took
manypensionholidaysandbenefited fromexcellentdividend,shouldmeet thepensiondeficit cost. Inaddition
pensiondeficit costhasbeenusedat least three timesover the last 10years,asoneof the reasons forRoyalMail
price increases.

4.2 Postcomm uses a RPI-x price control, which eVectively caps prices, over a period of time and oVers
incentives forRoyalMail toreduce its costs andmaximise eYciency.Suchcost eYciencieswill result ingreater
revenues through the price control. RPI-x is generally regarded as one of themost eVective price controls for
large utilities, such as gas, telecoms, post and electricity. As a surrogate for competition it cannot mirror
competitive pressure but it can bring pressure to force eYciencies and behaviour changes.

5. TheContinuance ofRoyalMail’sUniversalPostage ServiceObligations

5.1 The direct marketing industry needs a successful, eYcient Royal Mail oVering cost eVective services
with good, reliable and predictable quality of service. This also includes the universal service. Our industry
needs theuniversal service, for the industrymailingactivityandforcustomers responding.So inmanyrespects
RoyalMail have a competitive advantage in oVering the universal service rather than a cost burden. In order
for RoyalMail to finance the universal service, it is essential that the universal service reduce as competition
develops, so reducing anyburden toRoyalMail.Also as competition develops and oVers similar services, the
universal service obligation could be shared across operators. The universal service is at the fulcrum of UK
postal services but it must evolve. It cannot be fixed in time, it must reflect the developingmarket and change
accordingly.

26 September 2005
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APPENDIX 8

Memorandum by the Federation of Small Businesses

1. Introduction

1.1 With over 190,000 members, the Federation of Small Businesses (FSB) is the UK’s largest lobby
organisation representing the interests of small businesses and the self-employed.

1.2 The FSBwelcomes the opportunity to submit written evidence to the Committee’s inquiry into Royal
Mail after liberalisation. The FSB maintains a neutral stance on liberalisation of the postal market. We
understand that in January 2006, the market will be working within the parameters of liberalisation.

1.3 This evidence concentrates on the nature of small business use of the postal market and the concerns
that the small business community has about opening up the postal service market to competition.

2. The Impact of Liberalisation of the Postal ServiceMarket on the Quality of Postal Services

2.1 The liberalisation of the postal servicemarket is a contentious issue amongst FSBmembers.Members
tend to fall into two camps on liberalisation—those who welcome liberalisation and look forward to using
other postal service operators and those who are against liberalisation. This group considers that
liberalisationwill be to the detriment of the current postal service. It is likely that the latter group ofmembers
will continue to use Royal Mail.

2.2 The FSB hopes that liberalisation will impact favourably on the postal service market. The FSB
welcomes the maintenance of quality of service targets, which will be one way of achieving the favourable
impact mentioned above. Royal Mail’s service performance will be measured through targets and this will
also give newer companies a baseline on to which they can measure their own services.

2.3 The FSB considers that liberalisation of the market may improve the postal service that SMEs
experience. Historically, SMEs have not been able to benefit from Royal Mail’s best value business services
because they are available only to larger businesses. The majority of SMEs do not send enough mail to
benefit from a lot of the bulk mail schemes (eg: Mailsort, Walksort, Presstream). SMEs have to pay to be
able to collect their post before 8 am. There is no evidence of mitigation benefits for SMEs under the new
pricing in proportion scheme.

2.4 The FSB believes that the New Zealand model of liberalisation would be a positive way for the UK’s
postal market to develop. Although only 7% of the market has opened up to competition in New Zealand,
this has led to specialist small business suppliers and the creation of niche markets in certain areas, meaning
postal supplies to the highlands and islands has not been compromised and the SME community is getting
better deals from their postal service.

3. TheThinkingBehind Postcomm’sDecision toOpenUp theUKMarketBefore theRest of Europe

and the Ability of RoyalMail to Compete in the OpenMarket

3.1 As mentioned above, the FSB understands and accepts that all postal services in the EU area will
eventually be liberalised. Postcomm’s decision to open up the market earlier than other EU countries was
taken after Royal Mail announced a return to profit. In spite of a return to profit, Royal Mail still has
expensive infrastructure that it must maintain in order in achieve business success. In comparison, newer or
smaller postal service businesses may not be exposed to such infrastructure.

3.2 However, the FSB notes that in spite of liberalisation, Royal Mail will maintain an advantage over
other postal companies because it is exempt from VAT and is such a long-established business, with nearly
400 years’ service. It is diYcult to predict how liberalisation will aVect the postal market with such opposing
factors on each business side.

4. Postcomm’s Proposals for the Future of Postage Prices in the UK, Including the Proposed

Methodologies for Setting Postage Prices

4.1 The FSB did not respond to the Postcomm consultation about stamp prices. However, the main
thrust of the proposals to maintain average customer prices, with the prices not rising above certain levels
until 2010, is welcomed. The proposed prices should enable Royal Mail to sustain profitability and oVer a
better service, whilst remaining competitive—services are changing and cross-subsidisation of services is
ending with the introduction of “Pricing in Proportion”. Reasonable but slightly higher prices for stamps
should also force other postal companies to remain competitive and oVer good value for the consumer, if
they are to compete directly with Royal Mail.

4.2 The FSB should like to caveat the above, however, by stating that prices should remain static until
there is an improvement in Royal Mail’s service. Strong anecdotal evidence suggests that a significant
proportion of FSB members have experienced problems with their postal services (please see below for
comments from FSB members). SMEs need a reliable postal system for three main reasons:
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— Cash flow: for payments to the business and to pay others.

— Delivery times: to ensure that cash flow operates smoothly.

— To retain a competitive edge: when tendering for business contracts or sending items to customers
by post.

“. . . there is evidence in this area (Bolton) that businesses and households do not have a daily delivery.
The experience seems to be that in a particular area some roads can be missed for a delivery because of
shortage of people. This certainly happens to me as I regularly do not have a delivery on a Monday.”

“Daily deliveries are extremely important for businesses—whatever their size. In fact, daily deliveries are
probably more important for micro/small businesses than for larger ones—who often have personal
collections as well. And if you have a 1st class post—then checking daily deliveries is the only way tomonitor
the eVectiveness of 1st class versus 2nd class.”

“One current issue that I think vexes small businesses is the crazy price of the otherwise superbRoyalMail
Special Delivery Service [well it was superb when there was a nearby Post OYce to take the package to!!!].
We cannot understand the jumps through 100g, 500g, 1kg, 2kg and then a whopping leap to 10kg. At £250
compensation, that goes from £6.55 to £18.50 in one leap.”

“The second point is of course, delivery times which vary enormously, not necessarily according to where
one happens to live. This has become so inconsistent that the problem has had a knock-on eVect to small
businesses that might be tendering for business, for example and lose out through delay to another company
who just happens to enjoy a better service.”

“Recently the service received in this area (Rural Aberdeenshire) has deteriorated substantially—
frequently the post does not arrive until after lunch time (once recently at 15.45)—as the last collection from
the village is at 16.45 it does not give customers much time to reply on the same day and too late to put any
cheques received into the bank (bank cheque clearing times are bad enough as it is without adding another
day to them). There are quite a number of small businesses who work from home in this area (10 full- or
part-time in my street alone) who rely on the Post OVce.”

“Why is there no commitment to deliver post in the morning, next day? I tend to wait an average of four
to five days before post arrives from within UK.Why? Cash flow is critical if receiving cheques, or awaiting
important documentation where any delay could mean losing competitive edge.”

5. The Continuance of RoyalMail’s Universal Postal Service Obligations

5.1 It is imperative that the universal service obligation (USO) is maintained in the long term. As
mentioned above, RoyalMail has VAT exemptions and a long-established business. This leaves RoyalMail
at an advantage, which other, newer postal operators will not have. The FSB believes that newer companies
are more likely to set up in areas that have historically been more profitable.

5.2 Maintaining the USO is also important because RMhopes to be able to continue to supply the whole
of the UK, including the highlands and islands. The FSB believes that liberalisation must protect the postal
services for all users—particularly those in rural areas and the more vulnerable members of society.

30 September 2005

APPENDIX 9

Memorandum by Intellect

Intellect represents over 1,000 organisations and is committed to improving the environment in which our
members do business, promoting their interests and providing them with high-value services. Intellect
represents a sector contributing around 10% ofUKGDP, more than 1.1million high-skill jobs, at least 15%
of total UK trade and more than £34 billion per year in UK exports.

1. Intellect is recognised as the leading high-tech industry body in the UK representing over a thousand
members in IT, telecommunications, software and services, and oYce technology. Within Intellect there is
a broad spectrum of membership providing equipment, systems and services to all participants in the postal
sector—mailers; mailing houses; postal service providers; facilities management providers; and
intermediaries. We share Royal Mail’s prime objective of growing profitable mail traYc (ie of value to the
mailer, the recipient and the postal service provider) and so we have amutual interest in the success of Royal
Mail. We take the view that this is best achieved in an eVective market and by providing a diversity of
customer focused products; fair, transparent and commercial pricing for all channels; and excellent quality
of service. We see an eVective market and good management well supported by technology investment as
the prime driver of performance improvement. http://www.intellectuk.org

2. Intellect welcomes the opportunity to make writen submission to the Trade and Industry Committee
concerning RoyalMail after liberalisation. In addition, Intellect fully participates in the development of the
positions and responses developed by the Mail Users Association and the Postwatch Trade Association
Forum.
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3. We believe the impact of liberalisation will drive up the quality and choice of services in the postal
market:

(a) Competition is and will continue to stimulate innovation in serving customer needs.

(b) An open market will provide customers with a business environment that will lead them to seek
new products and services from providers (in contrast with a monopoly market where customers
are conditioned to a “take it or leave it” approach to the business).

4. Intellect supports Postcomm’s move to open the market in January 2006, ahead of the rest of Europe:

(a) We believe that the actions taken by RoyalMail over the last two years have placed it in a position
to be ready to operate eVectively in an “openmarket” but do believe that at some stage RoyalMail
needs to be given the capability to compete on an equal basis with new entrants, particularly in the
business market.

(b) Delaying the opening after January 2006 would be damaging to customers and operators who are
prepared for and ready to participate in the liberalised market and risk investments made or being
planned to be made.

(c) Early opening should improve the UK’s competitive position in the European market in the
medium term.

(d) If the market opening is to the benefit of postal customers, Intellect can see no reason for further
delaying their introduction.

5. Continuance of Royal Mail’s Universal Postal Service obligation (USO):

(a) Intellect believes that theUSO is a benefit toRoyalMail and is not in conflict withmarket opening.

(b) As the market changes and with the continued growth in electronic alternatives to paper mail and
physical products (music, books, pictures, videos and films), we propose that a thorough study and
consultation be undertaken to consider the redefinition of the USO and the drivers behind it.

6. Postcomm’s proposals for the future pricing of postal services in the UK:

(a) Intellect believes that the current proposals on price control from Postcomm are complicated, do
not reflect what is happening in the market, does little to address some of the cost reflective pricing
issues and may be based on assumptions that are out of date:

(i) The “two basket” methodology does not relate to the reality of the market and gives Royal
Mail limited ability to be able to continue its cost reflectivity programme.We are particularly
concerned that the costs of the stamp channel are being subsidised by business mailers,
particularly the meter channel, but also that the low price of stamps could preclude new
business models being developed for the consumer market.

(ii) Service levels and compensation should relate to individual products and not to “baskets”
which could lead to anomalies.

(iii) The view that 1st Class mail volumes will not be aVected by competition over the period of
the price control is seriously questioned by Intellect as we know that many organisations are
looking at the cost/delivery equation of remaining with First Class versus moving to an
Access model.

Intellect’s submission to Postcomm on their pricing proposals is appended to this document.3

7. In addition we would like to make the following brief points which we believe are relevant to the
current debate:

(a) Growth—a vibrant and growing postal market is good for Royal Mail, mailers, employment, and
the economy.

(b) Partnership—we believe in a partnership approach by mailers, Royal Mail and third parties such
as technology providers to ensure the success of this vital communications channel.

(c) Innovation—innovation in the market is fundamental and the postal technology sector needs to
be engaged with Royal Mail to support change, quality improvement, and value added services
etc for the benefit of mailers and Royal Mail.

(d) Independent Regulation—is essential for the market, providing benefits to the mailers and service
providers working in an eVective market.

(e) A strong Royal Mail—we support a strong Royal Mail operating within a transparent regulatory
system in a market environment of fair competition.

30 September 2005

3 not printed.
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APPENDIX 10

Memorandum by the Mail Competition Forum

Introduction

1. The Mail Competition Forum (MCF) was established in November 2004 to represent the interests of
the licensed competitors to Royal Mail. Criteria for membership are that applicants must hold a current
licence issued by the postal regulator, Postcomm, and must be currently operating postal services within the
UK. Membership at present consists of Alternative Mail and Parcels (AMP), DHL Global Mail,
DX Network Services Limited (DX), Express Limited (previously Express Dairies), Special Mail Services
(SMS), TNTMail, UKMail. These are all the currently licensed and operating competitors to Royal Mail
(the four other companies licensed by Postcomm have been invited to join the MCF when they become
operational). The MCF’s objective is to facilitate customer choice through fair, vibrant and sustainable
competition within a stable and undistorted UK postal market, and its role is to develop and promote the
interests of new market entrants. The MCF therefore welcomes the opportunity to submit its views to the
Trade and Industry Committee.

The Impact of Liberalisation of the Postal ServicesMarket on the Quality of Postal Services

2. Postcomm issued the first long-term licences with eVect from 1 January 2003 allowing competition in
30% of the market previously the exclusive preserve of Royal Mail. Nearly three years on from that date
Royal Mail still has a share of over 98% by value of licensed activities. However over a similar period of
time Royal Mail has moved from losing £1 million a day to a position of substantial profitability, days lost
through industrial action which were at record-breaking levels are currently negligible (even more
remarkable given a reduction in staV numbers of more than 30,000 in the same timescale), quality of service
has improved dramatically, and Royal Mail is promising a complete overhaul of its commercial product
range to better meet the needs of customers. Few would dispute that the certainty of the arrival of
competition, even before its appearance on the streets in any serious order of magnitude, has been suYcient
to serve as a powerful catalyst in driving through these positive changes in Royal Mail which have also
benefited both customers and shareholder alike.

3. Beyond the transformation of Royal Mail, the market has also already gained wider benefits from
competition. Customers now have access to a range of new services oVered by MCF member companies
including cost eVective and reliable two-day services with Royal Mail providing the final mile delivery,
overnight services with early morning delivery to business addresses throughout mainland UK, and highly
secure deliveries to both business and residential addresses of sensitive documents such as passports and
credit cards.

The Thinking Behind Postcomm’s Decision to Open Up the UK Market Before the Rest of Europe

and the Ability of RoyalMail to Compete in the OpenMarket

4. The key elements of Postcomm’s remit as defined in the Postal Services Act 2000 are to ensure the
continued provision of a universal postal service, and within that to promote the interests of users of postal
services through the introduction, where appropriate, of competition. After extensive study and
consultation Postcomm concluded that RoyalMail’s centuries-oldmonopoly now operated against the best
interests of Royal Mail itself—as well as those of its customers—and that the cost of providing universal
service was in fact a very great deal less than had hitherto been widely assumed. Indeed Postwatch argued
that as the incumbent operator with the unique ability to deliver mail daily to each and every one of some
27 million addresses throughout the land, Royal Mail gained through its universal service obligation a
powerful and valuable advantage over its competitors in the market. From their own knowledge and
experience of postal markets MCF members strongly endorse these conclusions.

5. Having arrived at the conclusion that continued monopoly protection—or a “reserved area” in
European terminology—was no longer needed to underpin the continued provision of universal service,
Postcomm announced in March 2002 its proposals for moving to a fully open market. Any other decision
would in fact have been untenable under European law, which provides that incumbent universal service
providers may have areas of the market reserved to them but only to the extent necessary for them to carry
out their universal service obligations. Postcomm’s proposals provided for a phased and controlled passage
to full market opening, with an initial 30% available from 1 January 2003, a further 30% from 1 April 2005,
and the final 40% from 1 April 2007.

6. In the event a review of progress carried out some 18 months into the first phase showed that of the
initial 30% of the market opened to competition, less than 1% was in fact being contested. Two reasons in
particular explained the disappointing take up of the opportunity. First was the delay in reaching
commercial agreement with Royal Mail on the terms for access to the “final mile” delivery network.
Postcomm has advanced downstream access as a key method of introducing competition and the terms
therefore impact the development of both access-based services and end-to-end services. The delay in
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reaching terms, substantially delayed the development of both types of new services. The current access
terms hinder the ability to choose diVerent service providers for the supply of final delivery services, which
will become possible for access operators, for the first time, from 1 January 2006. The second, and a
continuing major inhibition on the successful development of competition in the UK postal market, is the
privileged position enjoyed by RoyalMail as a result of its VAT exempt status. Under this, RoyalMail does
not add 17.5% VAT to the prices it charges its customers, whereas Royal Mail’s competitors are obliged to
do so. Since around 50% of all mail in the area opened to competition (Postcomm’s own figure) is generated
by organisations who are, as a result of their own VAT status, unable to reclaim VAT (the financial sector,
charities and much of the public sector) competitors have an almost insurmountable hurdle to overcome if
they are to access these sectors.

7. Postcomm had also intended that the 30%, 30% and 40% phasing of market opening be achieved by
progressively lowering the collection volume threshold for mail to be carried by competitors to Royal Mail.
Thus the collection volume threshold for the first 30% was set at 4,000 items and by then reducing the
threshold to circa 1,000 items it was felt the next 30% would be opened. However, more detailed analysis of
the size distribution of mailers confirmed that while the largest mailers did represent the biggest part of the
market, there was also a significant volume of mail from the very large number of small mailers. This led
Postcomm to the conclusion that a phased opening of themarket could not be achieved without, in practice,
opening the market fully.

8. Against the background of these findings, together with RoyalMail’s own rapidly improving position,
Postcomm concluded that the appropriate response to this clear evidence of the robustness of Royal Mail’s
entrenched position in the market and the structure of the market itself would be to abandon the planned
second phase of its earlier proposal and to move instead to full market opening on the earlier date of
1 January 2006. TheMCFwishes to stress its view that throughout this entire process Postcommhas moved
from stage to stage only after the most careful and thorough study, consultation and evaluation, and with
self-evident concern to ensure that both key elements of its remit were fully respected. From our members’
perspective, this process, however necessary, has been excruciatingly slow at times.

9. Postcomm has also shown its commitment to ensuring an orderly transition to a fully open market by
introducing a new form of licensing regime for all market entrants, including existing licensees, which will
require compliance with codes of practice dealing with all aspects of mail security, and with how mail
intended for one operator but which ends up in the system of another should be dealt with. This regime is
designed to provide customers with a high level of confidence and reassurance, and to protect the newly
opened market from an influx of unscrupulous or incompetent operators. Licensees will also be required to
provide bank guarantees to ensure that funds are available to deal with mail left in their system should they
cease trading.

10. Accusations that Postcomm is opening the UK market in advance of the rest of Europe may be
designed to produce a certain emotive impact, but they fall someway short of reflecting reality. It is accepted
that a EuropeanDirective requiring all Member States to fully liberalise their markets by a certain date may
still be some way oV, and on past form a number of Member States seem likely to resist market opening
until obliged by Brussels to do so. It is however equally the case that a number of otherMember States have
moved unilaterally to open all or part of their markets to competition, or have announced plans to do so.
Perhaps the most well known example is that of Sweden whose market has been fully and freely open to
competition for more than a decade (and with full VAT equality between Sweden Post and its competitors),
but Member States as diverse as the Netherlands and Spain have also opened important sectors of their
markets to competition. Both Germany and the Netherlands have proposed full opening of their markets
in 2007 whether or not a new EUDirective with a clear market opening timetable is in place by then. At the
current time, the level of end-to-end competition in each country is significantly higher than in the United
Kingdom.

Postcomm’s Proposals for the Future of Postage Prices in the UK, Including the Proposed

Methodologies for Setting Postage Prices

11. The MCF approaches Postcomm’s price proposals from three important points of principle. First,
as competitors to an entrenched monopolist we believe we are entitled to expect that the regulator will
provide us with as level a playing field as possible, and will work towards progressively removing such
distortions as may exist. We are anyway faced with the monstrous distortion which is VAT, and which we
accept is not within Postcomm’s gift to remedy. Beyond that however are a range ofRoyalMail prices which
for a variety of reasons do not properly reflect the costs of providing the services to which they relate.
Perhaps the most obvious example is the price of the stamp, where for many years necessary increases were
repeatedly suppressed following Ministerial intervention (by both Conservative and Labour governments)
for reasons of political expediency.

12. The second point of principle to which we attach great importance is that RoyalMail must be allowed
to remain financially strong, and provided with suYcient headroom to invest in essential modernisation.
This is not altruism on our part. By common consent Royal Mail is likely to remain the dominant player
in the UK postal market for many years into the future. If it falters, the mail market as a whole will falter.
In such circumstances the only real winners would be the various forms of electronic substitution to which
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customers would then turn. In any event, a financially secure Royal Mail, subjected to competition-driven
eYciency, remains the best—and indeed over the next several years almost certainly the only—guarantee of
continued provision of universal service.

13. The third point of principle reflects the reality that price control by a regulatory authority, however
enlightened, can at best be no more than an imperfect substitute for a properly functioning competitive
market. Each new phase of price control should therefore have as one of its key objectives the progressive
development of competition so that its successor—if one is needed at all—can at least be of significantly
reduced scope.

14. Against these criteria theMCF has a number of concerns about Postcomm’s proposals. In setting out
these we should at the same time acknowledge that Postcommhas at all times been willing to grant us access
to set out concerns and to seek explanations from them. We also recognise that the proposals as currently
formulated have clearly sought to accommodate in whole or in part a number of the issues which we had
raised with Postcomm at earlier stages, and we are grateful for this.

15. The MCF has set out in detail in its formal response to Postcomm’s consultation document its
concerns with the proposals, and it is not the intention of this Memorandum to go beyond a brief summary
of the main points. TheMCF response is in the public domain and we will provide a copy if helpful. We will
of course be very happy to elaborate further either orally or in writing should the Committee so wish.

16. At the broadest level, we believe that the proposed price control is likely in practice to bear with undue
harshness on Royal Mail’s finances, particularly against the background of the need to address a seriously
under-invested infrastructure, and a worryingly large pension fund deficit. We also suggest that this eVect
may be further exacerbated by Postcommoverestimating the additional eYciency gains that RoyalMail can
reasonably be expected to make over the period of the price control. Royal Mail has reduced its workforce
by in excess of 30,000 over the last three years. In part—but only in part—these reductions doubtless
represent no more than the savings made possible by the abolition of the second delivery. The remaining
reductions on the other hand represented genuine eYciency gains. In any event, to achieve this major
transformation both in terms of reduction of the workforce and the introduction of substantially changed
work patterns for many of those who remained without incurring large scale industrial unrest (in fact of
course industrial relations improved dramatically over the same period) is by any standards a remarkable
achievement. To demand further swingeing cuts in the workforce (the only realistic means of securing
significant eYciency gains with mail volumes remaining more or less static) over the next year or two could
well prove a bridge too far, and could destroy much of the good work of the past three years.

17. There is a second reason for questioning Postcomm’s eYciency gain assumptions. If Royal Mail is to
begin to tailor its services more closely to the needs of individual customers, as it must if it is to deliver on
its promises to become more customer responsive, it may well lose some of the superb economies of scale
that its past “one size fits all” approach—however customer unfriendly that may have been—has delivered.

18. Drilling down into the individual elements of the proposals, the primary concern of MCF members
concerns the proposed treatment of “new products”. If these are to fall by default outside the scope of the
price control, and given that Royal Mail has already promised to replace every one of its existing business
products over the next year or so, the entire purpose of the price control, including the powers to act against
anti-competitive practices, will have been fatally undermined. The MCF has no wish to stifle genuine
innovation by Royal Mail. As already stated we see a healthy, vibrant and customer responsive Royal Mail
as essential to the future health of theUKpostal market. We believe however that the proposal in its present
form, representing as it does a comprehensive “get out of jail” card for Royal Mail, needs to be urgently
and fundamentally reworked, and we are currently in discussion with Postcomm about this.

19. A second element of concern is that of zonal pricing. The Postal Services Act 2000 prohibits the
application of zonal pricing to products which fall within Royal Mail’s universal service obligation. Beyond
that, however, Royal Mail has shown an increasing propensity to introduce its use, arguing that it assists
proper price reflectivity. There have been particular issues around its introduction in the downstream access
area which are currently the subject of a formal complaint to Postcomm. More generally however MCF
members also have concerns about a zonal pricing regime which divides the country into some 10,000
separate areas, each of which can fall into any one of five zones. The almost infinite number of possible
combinations from which each individual customer’s contract or “profile” is derived generates a lack of
transparency that will make subsequent regulatory investigation or control well nigh impossible.

20. There is a wider and longer-term danger too. Large mailers will be tempted to concentrate their
mailing on the cheaper zones, and to avoid in particular the most expensive zone—rural and outlying areas,
the highlands and islands. To the extent that they do so the already high unit cost of delivering to these areas
will rise still further, prompting in turn an even higher charge for this zone. This spiral, if left unchecked,
would lead inexorably to the virtual disappearance of postal services to rural and outlying areas.

21. We have set out in the preceding paragraphs a number of areas of Postcomm’s price control proposals
where MCF members believe on the basis of our cumulative experience that Postcomm’s thinking is flawed
and where further work is needed. We also believe that there is much that is good within the proposals, and
which should be supported. The decision to bring access prices within the price control, and the recognition
that margin squeeze particularly—but not exclusively—in this area is a major threat to fledgling
competition, is highly welcome and necessary.



Trade and Industry Committee: Evidence Ev 81

22. The decision to group products into two baskets, captive and non-captive, with significant scope for
rebalancing prices within each but not between the two baskets, is a simple and elegant way of removing the
temptation forRoyalMail to impose unwarranted increases on captive customers in order to subsidise lower
prices on business products subject to more intense competitive pressures. We have, however, recorded
earlier in this memorandum our view that the price of the stamp appears to be substantially out of line with
costs as a result of past political interference. We do not believe that an RPI-3% (at best a price freeze for
the next four years) cap on this basket provides suYcient headroom for any realistic rebalancing of the stamp
price without oVsetting and equally distorting reductions in the prices of other products in the same basket,
notably metered (franking machine) products. The answer, most emphatically, is not to return to the single
basket approach of the existing regime, but rather to significantly soften the cap on this (captive) basket.
This would also be consistent with our view that Postcomm’s proposals, taken as a whole, will have an
unduly harsh eVect on Royal Mail’s finances.

23. There has been considerable controversy over Postcomm’s calculation of the value of Royal Mail’s
regulated asset base. TheMCF stands aside from this somewhat technical debate, but notes that any upward
reassessment of Postcomm’s figure would have the eVect of increasing Royal Mail’s “allowable” profits,
which would also be consistent with our view of the need for an overall softening of the proposed regime.

The Continuance of RoyalMail’s Universal Postage Obligations

24. The Postal Services Act 2000 defines universal service as the delivery every working day to every
address in the land, and the collection every working day from a network of access points, of postal packets
up to 20 kilograms within a service provided at “aVordable” prices within a public tariV that is uniform
throughout the UK; and a registered post service. The MCF sees no reason why the Royal Mail’s universal
service obligation should extend beyond this clearly expressed statutory requirement. If Royal Mail is thus
obliged to maintain an infrastructure to meet this obligation, it will have the most powerful commercial
incentive to oVer a wide range of services to maximise usage of the network and thereby lower unit costs
and hence its commercial competitiveness.

25. As noted above, we share Postcomm’s meticulously researched conclusion that competition will
benefit Royal Mail, and its ability to provide a universal postal service, more than monopoly protection;
and Postwatch’s assessment that Royal Mail in fact derives commercial benefit rather than commercial
burden from its universal service obligation. We believe that events since the first phase of market opening
in January 2005, together with such evidence as is available from postal markets in other countries, serve
to strongly reinforce these views. We do not believe that market opening poses any threat to the continued
provision of universal service within the United Kingdom. On the contrary we believe that a far greater risk
for those living in rural and outlying areas is that their postal servicewill be progressively priced into eVective
disuse through the widespread introduction of zonal pricing.

26. We are, however, concerned that Royal Mail must be allowed to maintain a healthy level of
profitability, to deal with the need tomodernise its infrastructure and tomake good as appropriate the deficit
in pensions funding.

Conclusion

27. TheMCFwelcomes the Trade and Industry Committee’s timely inquiry into this important area, and
is grateful for the opportunity to submit views to the Committee. We will of course be happy to amplify or
explain points made in the Memorandum should the Committee so wish. Cumulatively we have within our
membership long and wide experience of postal operations in a number of diVerent markets. We would be
delighted to put this experience at the disposal of the Committee in any way that Members might find
helpful.

30 September 2005

APPENDIX 11

Supplementary memorandum by the Mail Competition Forum

Responses Arising Out of Oral Evidence

Comparison of universal service obligations in the EU (Q273)

Enclosed is an extract from a study published in June 2005 which as conducted by Professor DrMatthias
Finger, Ismail Alyanak and Dr Pierre Rossel of the Ecole Polythechnique Federale de Lausanne entitled
“The Universal Postal Service in the Communications Era. Adapting to Changing Markets and Customer
Behavior”. The extract gives an overview of the universal service obligation in 20 European countries.
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Direct marketing trends market by market (Q284)

The report to which Mr Wells referred in his evidence was carried out by FEDMA and was published in
2003. The data covers the period from 1995 to 2002. This is the latest FEDMA published data we have
available and, although not very recent data, they do provide interesting and, we believe, useful historical
trend data in respect of direct mail.

Pension deficit to be met out of cashflow—CWU statement (Q286)

Enclosed is a copy of a press release dated 10 November 2005 which I have downloaded from the CWU
website.4 The paragraphs to which Mr Sibbick referred in his evidence are highlighted.

Impact on the MCF members of the removal of Royal Mail’s VAT exempt status and the imposition of a five
or 17.5% VAT rate on postage?

It is diYcult to make any precise impact analysis as the Mail Competition Forum members are not privy
to most of the relevant information. Based upon statistics published by the independent regulator,
Postcomm, 40% (by value) of customers are VAT exempt and close to one letter in two (by volume) is sent
by a customer who is unable to recover VAT.5 As a VAT exempt operator, Royal Mail is unable to recover
its input VAT. Taking these two factors into account, when Royal Mail is dealing with a VAT exempt
customer its prices are around 13% cheaper6 than those of its competitors, all other things being equal.

As customers currently demand significant discounts in return for using a competitor of Royal Mail, this
has the eVect of making our members’ services uncompetitive for VAT exempt customers. We have been
advised by Queen’s Counsel that all competing postal services ought to be subject to VAT at 17.5% on the
basis that the current legislation breaches the principle of fiscal neutrality by treating the providers of
competing services in dissimilar ways so as to distort fair competition.

The principal concern of the members of the Mail Competition Forum is that they are, currently, unable
to compete on a level playing field.

To that extent, the application of 17.5% VAT on all competing postal services provided by Royal Mail
(broadly speaking, this currently means business mail but not stamped mail) would, at least, permit all
operators to compete under fiscally neutral conditions, since Royal Mail’s competitors currently have to
charge VAT at 17.5%.

We do not currently consider there to be anymaterial distortion of competition arising fromRoyalMail’s
unique VAT exemption in respect of social mail (ie full tariV, stamped mail sent by private individuals).
Accordingly, for the time being and for so long as it does not distort competition, there would be a lesser
concern about Royal Mail retaining an exemption in respect of only full-tariV, stamped mail.

However, any solution onVATwhich results in lower prices for all customers is good for themail industry
as a whole. For that reason, there is, we believe, much to commend the application of a lower rate of VAT
to all postal services. This would lead to an eVective 12.5% price reduction of our members’s services
(assuming that the reduction in VAT rate would not aVect the current ability to fully recover input VAT)
when providing services to customers who are unable to recover VAT.

Postcomm has conducted independent modelling on the impact of VAT on Royal Mail’s prices and
concluded that Royal Mail’s prices (excluding VAT) would drop by 2.6%, since Royal Mail would be able
to recover its input VAT.7 Although this would make Royal Mail’s VAT exclusive prices cheaper and thus
make competition marginally more diYcult for the business of customers who are able to recover VAT, our
objective is to secure fair competition in an undistorted market and, accordingly, we would accept this as a
necessary and fair consequence. The application of a reduced rate to all postal services would, more
significantly, remove an unacceptable distortion in respect of VAT exempt customers for whom the
competitors’ prices are subject to a 13% pricing distortion in favour of Royal Mail. The concern about this
possible solution is that the application of a reduced rate of VAT (5% in the UK) depends upon an EU
Directive which, in turn, requires unanimity among the 25 EU Member States. Although such a Directive
has been proposed by the EU Commission, it has foundered.

This means that, for so long as a Directive permitting the application of a reduced rate of VAT is awaited,
the possible situations are:

(a) to impose VAT at 17.5% on all postal services;

(b) to impose VAT at 17.5% on all Royal Mail’s competing mail services which, as stated above, we
are advised Her Majesty’s Government is required to do; or

4 not printed.
5 Competitive Market Review—Proposals for tackling barriers to entry in postal services: November 2005 at page 52
www.psc.gov.uk

6 Op cit at page 51.
7 Competitive Market Review—Proposals for consultation: September 2004 at page 66.
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(c) to continue with a distorted market place in which VAT exempt customers, representing the
senders of one out of every two letters, will be deprived the benefits of competition.

Many of our members hold the view that the only viable and correct position under the current state of
the law is set out in paragraph (b).

The impact of being barred from accessing 40% of the market (by value) is highly signficant, though
impossible to quantify precisely, in an industry where volumes are critical for the supply of cost eVective
mail distribution services. It is, however, safe to say that the inaccessibility of half of the UK letter volumes
will reduce significantly the level of investment and creation of employment by Royal Mail’s competitors.

I would like to take this opportunity to thank the Committee for having invited the Mail Competition
Forummembers to present evidence and we hope that the Mail Competition Forum can be of assistance to
the Committee in the future.

23 November 2005

Comparison of universal service obligations in the EU (Q273)

CURRENT DEFINITION OF NATIONAL UNIVERSAL POSTAL SERVICE OBLIGATIONS

Network requirements
Postal outlets Letter boxes

closing of post oYces only under very restrictiveAT one letter box within 1km in populated areasconditions

one outlet per municipality
BE relevant changes to the existing network no regulatory requirements

have to be approved by the regulator

residential district' 1,000 inhabitants one letter box
residential district' 10,000 inhabitants one letter box

CZ one postal outlet in each residential district to every 1,000 inhabitants
residential district( 10,000 inhabitants letter boxes
within 750 metres (except outskirts)

minimum 12,000 (5,000 with own staV)
residential areas( 2,000 inhabitants: one outlet
residential areas( 4,000 inhabitants: one outlet in urban areas maximum 1km to the next letter boxDE within 2km minimum 108,000
one outlet within 80km2

all other areas to be covered by mobile post service

one outlet per municipality
( 5,000 inhabitants: maximum 5km to the
next outlet

DK 2,000–5,000 inhabitants: existing outlets not suYcient number nationwide
to be closed
outlets can not be closed, if that increases the
distance to the next outlet by more than 10km

ES no regulatory requirements no regulatory requirements

FI one outlet per municipality one within reasonable distance

( 90% of the population of each county need to
FR have a post oYce within 5km and 20 minutes by no regulatory requirements

car (under local traYce conditions)

countryside( 95% of all users within 5km of an
access point in regions( 200 delivery points per km2—( 99% ofGB in every post code area( 95% of all users within inhabitants within 500m of a letter box
10km of an access point

GR no regulatory requirements no regulatory requirements

towns' 600 inhabitants a mobile post oYce
towns( 600 inhabitants one fixed post oYce
(exemptions possible in towns with less than 1,000
inhabitants, if the local administration agrees). in cities one letter box within a 1km reach (exemption:

HU one post oYce per 20,000 inhabitants of a city outskirts)
in cities one post oYce within 3 km reach the distance between letter boxes should not exceed 2km
(exemption: outskirts)
the distance between post oYces should not exceed
6km
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Network requirements
Postal outlets Letter boxes

towns( 1,500 inhabitants one posting point in the
centre
posting points for single piece mail in standardin towns( 1,500 inhabitants one posting point inIE envelopes within 1km in towns and within 3km in ruralthe centre areas
a facility to buy postage stamps within 100m of the
letter box

IT no regulatory requirements no regulatory requirements

changes to the existing network have to be changes to the existing network have to be approved byLU approved by the regulator the regulator

residental centres( 5,000 inhabitants, one outlet
within 5km residential centres( 5,000 inhabitants one letterboxresidential centres( 50,000 an (additional outlet)NL within 500 mfor every 50,000 inhabitants other, one letterbox within 2,500mone outlet within 5km for(95% of all inhabitants
of The Netherlands

at least 8,240 outlets across the country
one outlet per 7,000 inhabitants in urban areas
one outlet per 65km2 in rural areasPL no regulatory requirementsone outlet in each district
districts'2,500 inhabitants: mobile point of
contact or outlet in the neighbouring district

changes to the existing network and to openingPT no regulatory requirementshours have to be approved by the regulator

changes to the existing network have to beSE no regulatory requirementsapproved by the regulator

SI no regulatory requirements no regulatory requirements

residential unit with 300–500 inhabitants: one letter box
within 4km
residential unit with 500–2,000 inhabitants: one letterresidential unit( 2,000 inhabitants mobile post box within the unitoYce or secondary oYce residential unit( 2,000 inhabitants: one letter box forresidential unit( 5,000 inhabitants one post oYceSK each 2,000 inhabitantsin each residential unit one post oYce within 6km in the centre of the residential unit( 10,000 inhabitantschange to the post oYce network has to be the distance between the letter boxes is'500mapproved by the regulator in the centre of the residential unit( 10,000 inhabitants
the distance from any pert of the unit (except outskirts)
to the nearest letter box is' 1,500m

Service requirements
Scope Quality* Deliveries per week Other

postal items' 2kg D!1 95% opening hours of the post oYcesAT parcels' 20kg 5D!2 98% ( 20 hours/weekregistered! insured items

postal items' 2kg
parcels' 10kg D!1 94%BE ingoing int parcels' 20kg 5 average waiting time in Post oYces'4minD!2 97%registered! insured items
newspapers, magazines

residential district( 10,000 inhabitants
clearance of certain letter boxes on
Saturdaysletters' 2kg residential district( 100,000 inhabitantsregistered! insured itemsCZ D!1 90% 5 clearance of certain letter boxes on

' 2kg Sundaysparcels' 15kg residential district( 250,000 inhabitants
clearance of certain letter boxes every day
up to midnight

post oYces are opened throughout theletter items' 2kg entire year (self-commitment)parcels' 20kg D!1 80% the opening hours of very small postDE newspapers! magazines 6D!2 90% oYces will be more than 50% above theregister! insured items actual customer’s demandcash-on-delivery item (self-commitment)
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Service requirements
Scope Quality* Deliveries per week Other

addressed mail, catalogues,
brochures, newspapers and
periodicals' 2kg 6 (letters)DK D!1 93%parcels' 20kg 5 (parcels)
literature for the blind' 7kg
registered! insured items

postal items' 2kg
parcels' 10kg D!3 90%ES newspapers, magazines, 5D!5 98%books
registered! insured items

items of corr' 2kg
parcels' 10kgFI D!1 95% 5ingoing int parcels' 30kg
registered! insured items

letter mail' 2kg
parcels' 20kg D!1 85%FR 6addressed newspapers and D!2 95%
magazines

mail items' 2kg
2nd class parcels' 20kg
registered! insured items 6 (letters)GB D!1 93%a range of support services 5 (parcels)
(redirection, Post Restante,
etc)

postal items' 2kg
(including newspapers,

GR magazines etc) 5
postal packages' 20kg
registered! insured items

Maximum queuing time in post oYces: 15
minutes
Post oYces have to be open a minimum ofitems of corr' 2kg D!1 85% 2 hours a day. In cities with more thanHU postal packages' 20kg 5D!3 97% 15,000 inhabitants they have to be open onregistered! insured items workdays a minimum of 6 hours per day,
with one opening hour either before 8 am
or after 5 pm

postal items' 2kg D!1 94%IE packages' 20kg 5D!3 99.5%registered! insured items

mail items' 2kg D!1 87%
IT parcels' 20kg D!2 98% 5

registered! insured items D!3 99%

postal items' 2kg D! 1 95%LU parcels' 10kg 5D!2 99%registered! insured items

items of corr' 2kg
domestic parcels' 10kg
int parcels' 20kg

NL registered! insured items D!1 95% 6
PO Boxes
bulk mail is not part of the
USO

letter mail' 2kg
registered! insured letters
' 2kg D!1 82%

PL parcels' 10kg D!2 90% 5
insured parcels' 10kg D!3 94%
ingoing int parcels' 20kg
money orders
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Service requirements
Scope Quality* Deliveries per week Other

correspondence, books,
catalogues, newspapers D!1 93%
' 2kg maximum waiting time in post oYcesPT D!10 5postal packages of up to under 10 minutes( 70%

' 2,600 items20 kg
registered! insured items

addresses items' 20kg D!1 85%SE 5registered! insured items D!3 97%

postal items' 2kg
SI parcels' 20kg 5

registered! insured items

letter mail' 2kg the average queuing time in post oYces
parcels' 15kg during the peak hours' 12 minutesSK D!1 96% 5inging int parcels' 20kg details requirements for post oYce
registered! insured items opening hours

* Quality requirements concerning domestic first class letter mail

APPENDIX 12

Memorandum by the Mail Users’ Association

1. Mail Users’ Association

1.1 Mail Users’ Association was formed in the 1970s when a number of major business mailers joined
forces to fight for the restoration of postal services at a time of escalating prices and deteriorating quality
of service.

1.2 MUA is Britain’s only independent association of business users concernedwhollywith commercially
related postal matters. Its members are drawn from a wide range of business interests including direct mail,
banking and finance, communications and the Utilities, publishing and postal related industries.

1.3 Collectively, it is estimated MUA members generate more than 15% of annual postal traYc in the
UK.

2. MUA’s Objectives

2.1 MUA’s primary objective is to secure a healthy and cost eVective set of postal services for all business
users and their customers. This not only applies to physical mail, but also includes electronic and hybrid
mail areas.

2.2 Members continue to believe that this will be achieved in a mixed market, oVering users a real choice
between the obligatory USO services of RoyalMail that exist at present, and a set of competing value added
options—particularly for the business mailers.

2.3 In order to achieve this goal, the MUA believes it necessary to ensure service providers are:

— customer focused in their approach to the products and services they oVer;

— able to oVer cost eVective services at realistic prices the market can bear;

— have flexibility in their approach to customers whose needs are continually changing; and

— are able to provide reliable, high-quality services on a continual basis.

3. Impact of Liberalisation on Postal Quality

3.1 MUA has always stressed throughout the debate over the future of postal services in the UK, the
benefits fair competition will bring to the marketplace, believing it will oVer choice to the customer and
therefore provide downward pressure on prices, whilst acting as a catalyst for increased quality of service.
Members continue to stand by this position believing its basic principle is now beginning to come to fruition.
As a direct result of Postcomm’s liberalisation timetable, mounting competitive pressure has driven Royal
Mail to gear up to become more eYcient and customer focused, and as a consequence quality of service has
been pushed to the top of Royal Mail’s agenda.

3.2 The fact that a customer’s decisionmaking process does not simply revolve around price is a pertinent
issue which Royal Mail has now firmly taken on board. This could be argued to have been brought about
as a direct result of other service providers focusing on quality of service as a key area of their product mix.
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Although the transition period which saw the implementation of single day delivery and a full transport
review caused Royal Mail’s quality of service statistics to temporarily dip, MUA would argue the future of
postal quality now looks substantially more optimistic, as a direct result of the emergence of competition.

3.3 MUA would therefore expect postal quality to continue to improve as more competition emerges,
particularly as much of competitors’ traYc will be carried by Royal Mail via downstream access, and thus
be subject to the contractual quality expectations of other service providers.

4. Premature Liberalisation of the UKMarket

4.1 MUA has been a key protagonist in debate surrounding the liberalisation of the UK postal services.
Its arguments have been based around what members believe is necessary to maintain a healthy postal
market, from the perspective of practitioners whose businesses presently contribute a sizeable share to the
mail volumes required to sustain the network infrastructure.

4.2 MUA fully recognises the importance of retaining and indeed developing the national final delivery
network, and a comprehensive infrastructure of postal return-delivery options. These systems play a vital
role in maintaining the social fabric of the UK, and in safeguarding the interests of the businesses within it.

4.3 MUA has therefore no wish to see Royal Mail unfairly disadvantaged in Postcomm’s timing for
market liberalisation, as many businesses will continue to rely on Royal Mail for part, if not all, of their
mailing services in the future. From a business perspective, however, the physical mail medium remains only
one of a number of routes tomarket, andmembers have for many years been trying to stress toGovernment
their concerns that lack of innovation, the absence of price pressure and deteriorating quality of service are
all contributing to growing customer discontent with the postal medium. MUA therefore believes the
thinking behind Postcomm’s decision to bring forwardUK postal liberalisation, is at least in part, to ensure
the UK postal market remains healthy, given that migration to other forms of media remains a very
viable option.

4.4 MUA would also state that it does not subscribe to the view that liberalisation of the postal market
will have a detrimental eVect on Royal Mail. Members are not surprised Royal Mail is fighting a rear guard
action against the introduction of competition, given that any organisation in the same position would no
doubt do likewise.

4.5 However, members believe over the past few years Royal Mail has suYciently developed its
operational systems to become competitively eYcient (and will continue to do so in the future) and is
transforming into a formidable market-facing organisation. Further delay in the introduction of full
competition will therefore only serve to damage the market, and those customers and service providers who
are poised to invest in it.

5. Postcomm’s Proposals for the Future of Postage Prices

5.1 In MUA’s recent submission to Postcomm regarding their proposals for Royal Mail’s Price Control
from 2006, members made the following observations (please refer to Appendix A8 for a full transcript).

5.2 MUA would state that the evidence presently in Postcomm’s consultation documents show that
Royal Mail will retain virtually all 1st Class mail because new entrants will find it diYcult to develop
competing networks. Members do not believe that this hypothesis is correct—whilst members believe there
are unlikely to be products that directly compete with next day delivery, many large mailers presently using
1st Class mail are weighing up the benefits of moving to a two-day Downstream Access product, in view of
the cost savings that can be achieved over the comparable 1st Class Royal Mail products.

5.3 Customers that have already moved to access products—and these are some of the largest members
of MUA for bulk mail—and are not only considering how to move their 1st Class bulk mail, but also their
standard tariV PPI and metered mail (as many large customers use a wide variety of payment channels), to
achieve the maximum levels of discount that access provides. With the new entrants also now targeting the
unsorted mail market down to 250 items per day in a mailing, competition will now be available to the small
and medium-sized business user, the majority of which are now using standard tariV 1st Class.

5.4 MUA would therefore consider that 1st Class mail is under threat, because we disagree with the
assumption from Postcomm and LECG that it is “captive”.Members believe that the forecasts put forward
by LECG need to be reworked based not only on 1st Class mail but also in respect to the volumes of mail
already switching to access products, which appear higher than in the LECG forecasts.

5.5 MUAwould therefore question Postcomm’s thinking on the introduction of captive and non-captive
baskets on the basis of the argument outlined above, and would continue to support the one basket
approach. If this argument is seen by Postcomm as rational and logical, then the rationale of the way that
the tariV baskets is structured becomes questionable because 1st Class PPI and Metered mail would then
move to the non-captive baskets leaving only stampedmail, standard parcels, response services, airmail and

8 not printed.



Ev 88 Trade and Industry Committee: Evidence

surface mail within the captive basket. The ability of Royal Mail to then rebalance prices based on cost
reflectivity is negated, and as such MUA would strongly recommend the existing one basket approach is
retained.

5.6 MUAmembers would also question Postcomm’s proposals to fundRoyalMail’s pension deficit from
the price control, believing that it is inappropriate for customers to foot the bill for this deficit. Indeed, their
understanding is that the reasoning behind a number of previous price increases have been justified on
grounds they were needed to address RoyalMail’s pension black hole.Members firmly believe RoyalMail’s
shareholder should address this matter as a separate issue, rather than customers who have derived no
benefit from it.

6. Continuance of the Universal Service Obligation (USO)

6.1 MUA continues to maintain that Royal Mail’s universal service obligation is a net benefit to them,
and as such does not put them at a disadvantage against emerging competition. Once sustainable
competition has been established, however, members suggest Postcomm would then be in a position to
review Royal Mail’s universal service obligation, and perhaps sequentially release certain facets of the
national carrier’s licensed obligations to other service providers, and/or the postal network infrastructure
that accompanies it.

APPENDIX 13

Memorandum by the National Federation of SubPostmasters

1. The National Federation of SubPostmasters

1.1 The National Federation of SubPostmasters (NFSP) is the only body representing the interests of
15,000 subpostmasters throughout the United Kingdom. Sub post oYces make up 97% of the national
network of post oYces and are run by private business people, subpostmasters.

2. Background

2.1 Currently, mailings of over 4,000 items, and all mail over 100g in weight are already open to
competition under the requirements of the European Postal Services Directive1. The Directive requires that
all mail over 50g should be open to competition as of 1 January 2006. The postal services regulator
Postcomm announced in February 2005 its intention to bring forward the date of full market opening in the
UK from 1 April 2007 to 1 January 2006, in advance of the requirements of the Directive.

2.2 NFSP fully supports the modernisation of the postal sector so that it can take full advantage of new
technology and deliver an eYcient high-quality service to members of the public and businesses. However,
NFSP is concerned as to whether opening up the postal sector to competition at a schedule earlier than that
required by law will in fact produce benefits in eYciency and service quality, leading to reductions in price
and increases in choice for all customers, as well as protecting the universal service.

2.3 NFSP is very concerned about the eVects of speeding up the introduction of a fully competitive
market on Royal Mail and its ability to provide the Universal Service; on Post OYce Limited, the national
post oYce network and on subpostmasters; and on the public, particularly on isolated, deprived or
marginalised communities. As the Association of European Public Postal Operators (PostEurop) has
pointed out, liberalisation tends to be an irreversible process and therefore should be dealt with gradually,
ensuring that the impact of each stage is well understood2.

3. RoyalMail

3.1 NFSP is concerned about the impact of these changes on the income of RoyalMail Group.Measures
that seriously damage the ability of Royal Mail Group to make suYcient profits to maintain a viable
business will inevitably have a negative eVect on Post OYce Limited and therefore on the national post oYce
network. As a result we are concerned that the introduction of competition is suYciently gradual and its
impact is thoroughly reviewed at each stage.

Universal Service

3.2 Postcomm’s primary statutory duty is to ensure the provision of a universal postal service. Royal
Mail’s universal service obligation includes the requirement of at least one delivery to each postal address
in the UK and at least one collection of postal packets from collection points every working day. The
obligation also requires the provision of aVordable postal services at an aVordable uniform public tariV.
Subject to this duty, Postcomm is charged with furthering the interests of users of postal services wherever
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possible by promoting eVective competition between postal operators. In particular Postcomm must
consider the interests of disabled people, people who are chronically sick, older people and people on low
incomes and rural residents.

3.3 NFSP fully supports the universal service. However, we are concerned that there is an inherent
conflict between the protection of the universal service and the promotion of competition. As the National
Audit OYce has pointed out “the introduction of competition could result in a breakdown in the delivery
of a universal service at a reasonable uniform price”3.

Cherry picking and cross-subsidy

3.4 The Universal service is currently underpinned by a geographical cross-subsidy. In order to maintain
the universal service Royal Mail Group uses revenues from low cost areas of its operations to support the
higher cost operations. Urban areas, which tend to have a high volume of mail in a relatively small
geographical area and therefore postal service costs that are proportionately less, eVectively subsidise postal
services in the more expensive geographically dispersed rural areas.

3.5 Amajor concern is that under full competition, competitors will inevitably concentrate their activities
on the markets with low operating costs and charge lower prices than the uniform tariV, thereby
undermining Royal Mail’s ability to use revenues from low cost areas to support high cost rural customers.
Profits used currently to subsidise rural consumers would instead be taken by competitors.

3.6 Royal Mail states that “cherry picking” competition would eliminate their profitability “even at very
low levels of market share loss unless there is a significant increase in the public uniform tariV.”4 The
National Audit OYce states that the result could be that RoyalMail is “left with a rump of expensive routes
whose full cost could not be covered without raising prices or reducing the quality of services, or both.”5

Economies of Scale

3.7 The provision of an aVordable universal service may also be jeopardised due to losses of economies
of scale. Full competition in postal services is likely to cause Royal Mail Group’s level of activity to fall and
its unit costs to increase. In other words, it costs less per item to process large amounts of mail than it does
to process small amounts of mail. This would further undermine Royal Mail’s ability to meet its universal
service obligations.

Price Control

3.8 NFSP verymuchwelcomes the Committee’s proposals to look not at postal liberalisation in isolation,
but rather to take into account a wider view of other factors which will determine Royal Mail’s profitability
in a fully liberalised market, including Royal Mail price control.

3.9 While NFSP acknowledges the need for price control during the emergence of the fully competitive
market, we fear that Postcomms current proposals are too extensive and too restrictive to enable RoyalMail
to compete commercially.

3.10 In addition to cherry picking and Royal Mail’s universal service obligations as detailed above, the
proposed price control will further impede RoyalMail’s ability to generate revenue. This will in turn reduce
Royal Mail’s business volumes and therefore those of Post OYce Limited, income from which enables POL
to invest in the post oYce network. We have grave concerns that this reduction in Royal Mail’s profits will
lead to further reduction in the network.

3.11 Instead, we have called on the regulator to revise its proposals to reflect more of a balance between
enabling competition while also safeguarding the universal service.6

4. Post Office Network

4.1 The Post OYce network reaches into every urban community and nearly every sizeable rural
settlement, with 94% of people in the UK living within one mile of a post oYce. Twenty-eight million
customers make 45 million visits to post oYces every week. Post oYces oVer a range of 170 diVerent services
and products. The Post OYce network hasmore branches than theUK’smajor banks and building societies
combined. As the National Audit OYce observes, “there is no public or private service provider with a
comparable physical infrastructure”.7

4.2 However, the network has faced some very serious challenges in recent years. 2,500 urban post oYces
have been closed in recent years under the Government’s Network Reinvention Programme. The rural
network is currently losing £3 million each week8 and is currently supported by an annual £150 million
payment by the Government until 2008.

4.3 The critical state of the post oYce network is illustrated by the fact that, while Royal Mail Group
registered record profits of £537million in 2004–05, losses incurred by Post OYce Limited rose by 7%during
the same period to £110 million9. Central to this has been the change to direct payment of Government
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pensions and benefits, which traditionally accounted for 40% of post oYce income. The change has led to
significant loss of income for subpostmasters which the range of new products and services introduced by
Post OYce Limited has yet to oVset.

4.4 NFSPwants to see proper investment in and support for our national post oYce network to enable our
vision of providing the public access to bigger, better and brighter post oYces, with a wide range of services,
deliveredby trained, qualifiedand rewarded subpostmasters.RoyalMail profitability is key to achieving this,
with Royal Mail income crucial to the finances of Royal Mail Group—in 2004–05 Royal Mail services
provided 76% of the Royal Mail Group’s total revenue10. NFSP believes that the clear and strong synergy
(both in practice and in public perception) between the diVerent companies within Royal Mail Group is
currently under-exploited, and that there exist opportunities for revenue increases for both Royal Mail and
Post OYce Limited if RoyalMail can develop further products and services through the post oYce network.

4.5 Conversely, if postal competition seriously damages Royal Mail income, this will inevitably have a
negative impact on thepost oYcenetwork.Business transactionswithRoyalMail are nowthebiggest income
source for PostOYceLimited, andpost oYces act as thepublic face ofRoyalMail and as a key point atwhich
thepublic access a rangeof postal products.Weare therefore concernedabout the impact of a fully liberalised
market on Royal Mail Group revenues, as this will have a direct bearing upon the volumes within and
transactions between the businesses within Royal Mail Group, and therefore on investment within and
sustainability of the national post oYce network.

The social and economic role of post oYces

4.6 The economic and social importance of post oYces has beenwell documented. In rural areas, not only
doruralpostoYcesprovideawiderangeofservices,butactasananchor forother localbusinesses.PostoYces
are frequently the only local place to access cash. Countryside Agency research from 2000 revealed that the
closureof apostoYce ina typical settlementof 500–1,000people, for example, is likely to imposeaneconomic
resource cutof £52,000perannumto the local community11.This could lead to local shopsandbusinesses also
making substantial losses, resulting in the closure ofmany other local businesses.

4.7 Research by Postwatch and the London Assembly12demonstrated the inconvenience caused to many
local businesses in both rural and urban areas where post oYces had recently shut. Local businesses say post
oYce closures result in extracosts forpetroland lostworktime in travelling to thepostoYce topost letters and
parcels, pay bills and access other services.

4.8 Clearly, the closure of a local post oYce not only seriously impedes the ability of individuals and
businesses to access thewide range of post oYce services, but also has amore extensive knock-on eVect.Most
aVected are those who are already vulnerable to social and financial exclusion, such as older and disabled
people andpeople on low incomes.These groupswill often find it diYcult to access a post oYce that is further
away,dueto increases incostsof transportanddiYculties inphysicallyreachingtheservice.Moreover, it tends
to be older people and the less well oV who use post oYces most. The practical eVects are likely to be far-
reaching, culminating in increasing social isolation and all the problems that brings to individuals,
communities and society in general.

4.9 Research demonstrates that subpostmasters and post oYces play an invaluable role in many
communitiesbyprovidingsupport forvulnerableresidents, includingolderanddisabledpeople.Forexample,
subpostmasters frequently interpretoYcial letters and forms, takemessagesandoVer emotional support, and
enquire to ensure customers are not unwell if they do notmake their normal visit to the post oYce13.

4.10 Post oYces are crucial to sustaining the vitality and viability of communities. Closure of post oYces
and the consequent closure of other key local services results in greater isolation of villages and further
ghettoisation of deprived urban areas.

Post OYces and other postal services operators

4.11 Postcomm suggests that competitors may wish to have access to, or the share of part of, the Post
OYce’s collection, sorting, distribution anddelivery facilities. If competitorswere allowed tooVer alternative
posting facilities for customers this would undoubtedly have a negative eVect on local post oYces. Not only
would it lead to a direct reduction in transaction volumes in post oYces, but it would also erode “footfall”.
Most sub post oYces have an associated retail business, with both parts of the business being mutually
dependent on the returns from theotherpart of thebusiness.CountrysideAgency research from200014found
that domestic post oYce users spend an average over £8.50 per person per month in shops attached to post
oYces. Proposals that reduce thenumberof customers toone sideof thebusiness thus frequently pose a threat
to both a post oYce and a key local retail service.

4.12 Currently subpostmastersmayonlyprovidepostal services onbehalf ofRoyalMail andParcelForce.
They cannot accept parcels from other carriers for post or for collection by customers.

4.13 RoyalMail’s postal services licence fromPostcommencouragesRoyalMail tonegotiate activelywith
other operators about access to its postal facilities at various stages in the pipeline from collection to delivery.
Ifmarket opening results in other postal operators needing local outlets fromwhich to provide collection and
delivery services, post oYces would be in an excellent position to provide them.
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4.14 Under these circumstances NFSP would like to see post oYce counter services available for Royal
Mail competitors providing these services as a bona fide post oYce transaction (rather than a separate
business within the post oYce building). We hold that it would be better if the public could deal with a range
of postal carriers at one venue than a range of outlets each dealing with a separate postal carrier. This would
be simpler for the public to negotiate and would provide a more publicly accountable service. In addition
it would help preserve our national post oYce network.

4.15 Any such arrangement would have to be made as part of a UK- and network-wide arrangement
between Post OYce Limited and other operators; piecemeal arrangements between individual post oYces
and other operators could swiftly lead to the disintegration of network.

Mailwork Sub Post OYces

4.16 NFSP is particularly concerned about the eVect of competition on the approximately 1,000
mailwork sub post oYces. Subpostmasters in these oYces provide facilities for Royal Mail postmen to sort
mail. Mailwork subpostmasters are paid by the number of postmen they house and supervise. A reduction
in postal volumes through Royal Mail would lead to a reduction in the number of postmen using mailwork
post oYces and therefore a reduction of income for mailwork subpostmasters. Many subpostmasters exist
on very marginal incomes, with research revealing that 56% of subpostmasters have personal drawings of
less than £1,000 a month from the Post OYce side of their business, and one in five drawing less than £40015.
Therefore the prospect of a loss in mailwork income is extremely worrying. In addition, loss in Royal Mail
revenue would reduce the opportunities for badly needed investment within the network of mailwork sub
post oYces. Moreover, the vast majority of mailwork post oYces are based in rural areas. Rural post oYces
are already particularly likely to be operating at very slim profits.

5. Conclusions

5.1 While NFSP fully endorses the modernisation of postal services, we are concerned about both the
speed and nature of proposals to open up the postal sector to further competition.

5.2 As Post OYce Limited income is increasingly dependent on Royal Mail products and services since
the introduction of direct payment, NFSP is extremely concerned about the eVect on the post oYce network
of any loss of revenue for Royal Mail resulting from liberalisation. The provision of alternative posting
facilities for customers could also seriously adversely aVect local post oYces. Further financial pressures on
post oYces will result in further closures within an already significantly reduced post oYce network.

5.3 In particular, we question the regulators’ assertion that the proposed pace and nature of liberalisation
will result in preservation of the socially critical universal service; instead, we fear that full liberalisation in
postal service will result in Royal Mail struggling to meet its universal service obligations.

5.4 NFSP believes that if liberalisation is to occur, it should be in a more gradual, controlled and
measured manner, and that the preservation of the universal service and the national post oYce network
should be paramount considerations within any regulatory framework.

References

1. Directive 97/67/EC of the European Parliament and of the Council on common rules for the
development of the internal market of Community postal services and the improvement of quality of
service.

2. PostEurop, February 2000, Review of Directive 97/67/EC.

3. National Audit OYce, January 2002, Opening the Post.

4. Consignia, September 2001, Response to Postcomm Paper on Promoting EVective Competition in UK
Postal Services.

5. National Audit OYce, January 2002, Opening the Post.

6. NFSP submission to Postcomm consultation on price control and service quality for Royal Mail,
September 2005.

7. National Audit OYce, February 2005, Financial Support for Post OYces.

8, 9, 10. Royal Mail Group reports and accounts 2004–05.

11. The Countryside Agency, July 2000, The Economic Significance of Post OYces in Rural Areas.

12. Postwatch, November 2002, The Impact on Post OYce Closures in the Rural Community.
London Assembly, April 2004, Post OYce Closures in London.

13. Postcomm, December 2001, Serving the Community II—evidence of the community value of post oYces
in urban deprived areas.

14. See 11.

15. MORI/NFSP, February 2004, Subpostmaster Income.

September 2005



Ev 92 Trade and Industry Committee: Evidence

APPENDIX 14

Letter from the Periodical Publishers Association

Thank you very much for seeing us yesterday and in particular inviting us to make a belated input to the
inquiry by the Trade and Industry Select Committee into the likely development of the postal system. As
you know, magazine publishers account for almost £1 billion of Royal Mail revenues, of which some £250
million is through the dedicated service Presstream. We therefore very much regret we were not advised of
your inquiry and did not therefore step forward to oVer evidence.

Please find herewith a letter from my colleague, David Thomas, director of legal aVairs at PPA, who has
addressed the issue we discussed, namely our deeply felt concerns that the Regulator, Postcomm, is rushing
fences and dangerously exposing sectors such as ours before there are realistic alternatives to theRoyalMail
service. In short, while it is perfectly right for the Regulator to push for competition, currently there are no
realistic alternatives and, evenmore worryingly, the best we can hope for, we are told, is 25% in a foreseeable
timeframe of 2007–10.

The proposal by Postcomm to expose Press product by removing price control from Presstream 1 and 2
is, in our view, a clear breach of the trust and responsibility given to it when currently there is no other route
to market for all but around 2% of posted magazine traYc and there are not even downstream access prices
for Press product.

We very much hope you will be able to take our concerns into account.

Ian Locks
Chief Executive

24 November 2005

Memorandum by the Periodical Publishers Association

Thank you for this opportunity to input into your enquiry into the postal market. As we discussed, the
magazine industry has a number of critical concerns regarding Postcomm’s approach to market
liberalisation, which—particularly in regard tomagazines—PPA believes to be too rapid and ill-considered.

PPA considers that Postcomm has failed to make a suYciently strong case to bring forward full market
opening. Postcomm itself suggested that:

— it lacked robust cost allocation data;

— that Royal Mail would continue to practice anti-competitive behaviour;

— that full market opening on 1 January fell before the new Price Control regime eVective fromApril
2006, thereby resulting in the potential for unforeseen market eVects requiring additional
regulatory intervention; and

— there was a lack of interoperability standards necessary to eVectively and fairly introduce access
based competition.

PPA’s recent submissions to Postcomm stated that:

— Postcomm had failed to recognise that competition to Royal Mail in any form is still embryonic,
and alternative end-to-end carriers are almost non-existent;

— downstream access competition is almost entirely limited to high volume machinable mail—a
service in reality not accessible to polywrapped A4 magazines; and

— the use of more than one carrier for national mailings leads to considerable additional costs for
address management, mail sortation software, fulfilment management and customer services that
were not taken into account by Postcomm when evaluating market opportunities.

PPA has just completed an assessment of carrier intent in the postal market and, as late as last week, the
best forecast from a competing postal authority was that it would achieve 25% national coverage in a
timeframe of 2007–10. The greatest proportion of this coverage will be city-centre based, and therefore of
limited benefit to consumer titles.

For magazine publishers, this lack of accessible competition is likely to be further compounded:
Postcomm has now indicated to PPA that it considers that Presstream, the service for magazine publishers,
should be removed from the Price Control regime from April 2006.

As part of its rationale, Postcomm has stated that it considers retail as a competitor to Royal Mail for
magazine sales. PPA considers that this view is at best ill-advised:

— it fails to recognise that the consumer customer base is very diVerent between retail and
subscription, and that the publishing models are entirely separate;
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— it disregards business to business magazines, and the rapidly growing customer magazine market,
many b2b and customer magazines are not paid-for circulation, or are otherwise unsuited to the
consumer retail trade—Tesco magazine is unlikely to be stocked by its convenience store
competitor;

— there are physical limitations on retail display that have led to postal subscription as being the only
route to market for smaller circulation specialist consumer titles;

— magazines have historically benefited from a reflection of added value in the Presstream price—
magazines directly account for over 700 million Presstream items but a further 1.25 billion items
are generated through marketing, billing, payment, customer correspondence and oV-the-page
advertising, a large proportion at public tariV rates;

— the access price available to competitors fails to reflect this added value of magazines to Royal
Mail; and

— alternative carriers are unable to access a large proportion of the added value traYc, in particular
consumer mail, and are thus less able to compete eVectively even where magazine traYc is
machinable, as they are unable to reflect total postal value in pricing for magazines.

At the same time, Postcomm has announced it will allow Royal Mail to introduce Pricing in Proportion
(PiP) from August 2006. This results in beneficial changes to prices for smaller, machinable mail, but at the
expense of larger and non-machinable traYc, which includes magazines.

The inevitable outcome of the three Postcomm proposals . . .

— to open up the market on 1 January 2006;

— to remove Presstream from the Price Control regime in April 2006; and

— to introduce PiP in August 2006,
. . . is very considerable price increases formagazine publishers, as there will be no corresponding regulatory
controls, and no notable competitive threat for at least the next five years to keep in check what remains a
quasi-monopoly for Royal Mail.

This would, at best, lead to major reductions in subscription and controlled circulation levels, but also
directly lead to the closure of magazines. This would reduce customer choice, and lead to a decline in what
is currently a growing industry sector already under threat from the OFT through its review of the retail
supply chain.

Attached, for your information, are a series of relevant submissions made by PPA to Postcomm over the
last 12 months. These papers set out in detail the extent of PPA’s disagreement with Postcomm’s findings,
and what we consider to be a lack of understanding by the regulator of the impact of its market opening
proposals on the magazine market.

APPENDIX 15

Memorandum by the Postal Services Commission (Postcomm)

1. Postcomm welcomes the Trade and Industry Select Committee’s inquiry. In responding to the main
issues identified by the Select Committee, we would like to summarise with the following points:

— Competition has led to an improvement in the quality of postal services. Our policies have pushed
Royal Mail into improving its reliability and operating more eYciently, and are resulting in new
operators oVering customers a variety of new products. However, Royal Mail still retains a
number of significant advantages over its competitors, such as its huge scale and its VAT
exemption.

— Further competition will continue to benefit customers, as has been the case in Europe and other
countries that have already opened their postal markets. Customers in the UK will benefit
irrespective of the pace at which other European countries liberalise.

— Postcomm believes that postal prices should be cost reflective, to ensure that the competition that
does develop is sustainable. We have helped Royal Mail by supporting the significant change of
its Pricing in Proportion proposals and channel pricing, while ensuring that this takes account of
the interests of customer groups.

— Ensuring the continued provision of the universal postal service across the UK is Postcomm’s
over-riding statutory duty. Competition will not be allowed to threaten the universal service.
Postcomm will always ensure that the universal service can be financed without resort to
Government support.
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Introduction

The postal market is growing

2. Postal services play a vital role in modern commercial and social life, providing channels of
communication between individuals, businesses, organisations and government. At the heart lies an
aVordable universal service at a “one price goes anywhere” rate.

3. Historically, Royal Mail has enjoyed a monopoly over the vast majority of mail, and continues to
dominate the postal market. Over 20 billion postal items are mailed by customers annually, generating
revenues for Royal Mail Group of around £6 billion. The majority (around 60%) of post in the UK is sent
by businesses to consumers.

4. The postal market is often perceived to be a mature market that is, or is about to be, in decline.
However, the market is currently growing by around 1–2% per annum and this is forecast (by both
Postcomm and Royal Mail) to continue for the next few years. Historically, under the Royal Mail
monopoly, new products were rarely introduced, there was little innovation, and quality of service was
inconsistent or poor.

5. Most growth in mail is coming from direct marketing. Alternative media (eg electronic substitution)
are a threat to mail volumes, but there is equally a growth opportunity through, for example, fulfilment of
electronic transactions (which are also typically larger or heavier weight items and, therefore, of higher
value).

The European Directive, the Postal Services Act and Postcomm

6. As a member of the European Union, the UK is bound by European law on postal matters. The
European Postal Services Directive (the Directive) of 1997 (amended in 2002) set a course for Europe to
open the postal market gradually to competition, while requiring a universal postal service to bemaintained.

7. There is a target date of 2009 for full market opening across Europe. This is subject to a review of
competition in postal services in 2007 by the European Commission, the results of which will feed into a
revised (third) Directive. If there is no agreement on this third Directive, then the current one may fall away,
removing the remaining monopoly protection (ie exemption from EC competition law) immediately.

8. In the UK, the Postal Services Act 2000 (the Act) gave eVect to the requirements in the Directive,
including the requirement to maintain a universal service and to promote eVective competition. The
universal service requirements in the Act follow those in the Directive and make use of the discretionary
power to require geographical uniformity of price (ie “one price goes anywhere”) which is the approach
adopted in practice by most Member States.

9. The Act also established Postcomm as the national regulatory authority for the UK postal sector. We
have a staV of around 60 people, headed by seven Commissioners. The Act gave Postcomm the duty to act
in amanner which it considers is best calculated to ensure that customers continue to enjoy a universal postal
service, and subject to this duty, to further the interests of users of postal services wherever possible by
promoting eVective competition between postal operators. A timeline of key events is at Annex A.

10. Postcomm consults extensively on every major policy proposal. In addition to policy documents that
are published, we hold industry workshops on general postal matters and specific issues (such as Pricing in
Proportion), as well as regular “roadshows” around the country addressing national and local issues.

11. It is important to note at this stage that Postcomm’s role in relation to the Post OYce network is
limited tomonitoring developments and reporting annually to the Secretary of State for Trade and Industry.
Decisions about the future of Post OYces are a matter for government.

Postcomm’s approach to introducing competition is already benefiting customers

12. Following extensive consultation, Postcomm introduced a first phase of competition in 2003 (when
Royal Mail was loss making). Licences were available to new operators providing “end-to-end” services
(from collection through to delivery) to large customers mailing over 4,000 items in an individual mailing.
Licences were also available to operators wanting to oVer consolidation services (where mail from a number
of large and/or small customers is collected and passed on to Royal Mail for delivery over the final mile).
In 2004, Royal Mail agreed a price at which consolidators could hand over mail for final delivery.

13. The introduction of competition has already begun to benefit customers in large parts of the market.
By oVering diVerent products, higher quality of service standards, or “add ons” such as “track and trace”,
new operators have brought about a range of choices that customers had never experienced before. UK
Mail, for example, is now oVering a two-day, time-certain product. Postcommmaintains contact withmany
of the major mail users, the vast majority of whom acknowledge the benefits of more choice and feel that
Royal Mail has become more responsive to their needs. The results of Postcomm’s 2005 survey of business
customers is attached at Annex B.
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14. RoyalMail has responded by becoming more eYcient and flexible, and is set to continue this process.
It is also developing a new product portfolio better aligned with customers’ needs. Postcomm contends that
the most powerful incentive for this change is the belief throughout Royal Mail that it will face eVective
competition over time.

15. Following further consultation in 2005, Postcomm decided to open the rest of the market to
competition from 1 January 2006. Opening up the remainder gives operators who wish to oVer a full end-
to-end service to all mailers, not just the largest, the opportunity to do so. Full liberalisation should extend
the benefits of competition tomore customers and further maintain the incentives onRoyalMail to improve
its quality of service performance and customer focus. It is important that Royal Mail responds to threats
from alternative media (eg electronic substitution) by strengthening its own product portfolio and the value
it oVers to customers. It is equally important that Royal Mail identifies and embraces opportunities from
such developments to ensure continued healthy growth within the core postal market.

16. A competitive market will also bring challenges such as ensuring that operators work well together
in dealing with undeliverable mail and ensuring mail is delivered without interference. Postcomm is
finalising the framework in which all competing operators will work together to ensure that these issues are
managed eVectively.

Royal Mail will remain the dominant player for some time

17. Experience from other utilities and postal markets abroad shows that the established national
operator remains in a very dominant position for a significant period of time after market liberalisation.
Royal Mail enjoys many advantages over its competitors. These include its VAT exemption, customer
loyalty and inertia, and its enormous scale (which enables it to operate at very low unit costs). Therefore, a
large scale eVective competitive challenge to Royal Mail will take some time to develop. These advantages
combine to make it very diYcult for new entrants to compete eVectively. Recently, Express Dairies Delivery
Network, one of the first licensed competitors, withdrew from the postal market because it was unable to
build up the scale required to compete with Royal Mail. Pending the development of eVective competition,
Postcomm will need to rely on regulatory measures such as controls on price and service quality and, where
appropriate, compensation, enforcement action and financial penalties, to protect customers.

Liberalisation has had a Positive Impact on RoyalMail’s Service Quality

Royal Mail’s quality of service is improving . . .

18. Royal Mail currently has 15 quality of service targets, covering its key products such as first and
second class stamped mail. These targets are conditions in Royal Mail’s licence, and were originally agreed
between Postcomm andRoyal Mail in 2001. Until competition provides suYcient restraint on RoyalMail’s
behaviour, these targets are used by Postcomm to help ensure that customers enjoy a good service from
Royal Mail and receive compensation if this does not happen.

19. After a very poor year in 2003–04, Royal Mail improved its quality of service performance during
2004–05. It recently announced much better figures for the first quarter of 2005–06, when it improved
performance significantly for 14 out of 15 targets (including exceeding targets for first and second class
stamped mail). Postcomm expects this improvement to continue as the regulatory framework and
competition continue to incentivise Royal Mail to prioritise service quality which for many people is more
important than price.

20. Competition has also helped Royal Mail in a number of other ways. Royal Mail has implemented a
number of major initiatives (the mail centre review, etc) that have resulted in greater eYciency and a much
improved industrial relations record.

. . . and Royal Mail is becoming increasingly profitable

21. Postcomm must seek to ensure the continued provision of the universal service. While Royal Mail
remains the only universal service provider in the UK, this means ensuring that Royal Mail is always able
to fund its activities and therefore to continue to provide an aVordable universal service to all customers,
irrespective of location.

22. Royal Mail’s financial performance has improved considerably over the past couple of years. Last
year, Royal Mail made a profit from operations of £452 million on its regulated activities (excluding
exceptionals and pension deficit payments). The part of the business that provides the universal service is
also profitable. This profit has been largely driven by stronger than anticipated growth in mail volumes and
the price rises allowed under the current price control.

23. Although Royal Mail is improving quality of service, which will help it to retain customers,
Postcomm recognises and takes account of the fact that competition could place downward pressure on
Royal Mail’s profits. Postcomm’s overriding duty is to ensure the continued provision of the universal
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service and, through continual monitoring of Royal Mail and the periodically reviewed Royal Mail price
control, Postcomm can ensure that Royal Mail has suYcient revenue to cover costs and can earn a
satisfactory return on its invested capital.

Business customers are the main beneficiary of Royal Mail’s improved service quality . . .

24. Thus far, it is predominantly business customers that have benefited directly from competition, partly
due to the new oVerings from competitors and partly due to improvements within Royal Mail. However,
there have also been “knock on” benefits for all customers.

25. Where Royal Mail’s service targets are not met, business customers are now benefiting from the bulk
mail compensation scheme set up by Postcomm in 2003. In March of this year, around £60 million was
returned to customers as a result of quality of service failures by RoyalMail in 2003–04. Around £43million
was returned through direct payments by Royal Mail, while around £17 million is being returned through
lower prices this year.

26. Improvements in quality of service by Royal Mail help protect the mail market, as customers will be
less inclined to switch budgets to other media, eroding the use of mail. This is crucial, in an industry in which
economies of scale are so important.

27. New competitors have so far targeted large business customers that pre-sort much of their mail.
Investment in sorting technology means that some operators are beginning to oVer new services to smaller
and medium-sized business mailers.

. . . but domestic customers are also benefiting

28. Domestic customers are yet to have the choice of alternative service providers and it is likely to be
some time before that happens. However, they are benefiting through improvements in RoyalMail’s quality
of service for products such as first and second class stamped mail with Royal Mail which is a product used
by both residential and small business users. Following a decision by Postcomm in 2003, there is also now,
for the first time, a compensation scheme in place for domestic customers for delayed mail.

29. Royal Mail has removed the second daily delivery, which some customers view as a drop in service
quality. However, second delivery accounted for a small amount of mail but a large share of Royal Mail’s
delivery costs. This change was made by Royal Mail because it was losing money and needed to cut costs.
Such eYciency savings made by Royal Mail flow through to customers in the form of lower prices than
would otherwise be the case.

30. The opening of the UK postal market to competition could provide a business opportunity for Post
OYce Ltd and an opportunity for subpostmasters to increase their income. New operators may want to use
the size and geographic coverage of the post oYce network to sell their products and services to domestic
customers and small businesses.

The UK is not alone in introducing competition. European countries are already introducing competition into
postal services to benefit customers

31. On 1 January 2006, the same date as full market opening in the UK, the national postal operators in
all European Union member states will see a reduction in their monopoly areas (to items weighing less than
50g). In addition, a number of leading Member States have already decided to introduce market opening
in advance of any Directive requirement.

32. The Swedish postalmarket has been fully open to competition since the early 1990s. TheNetherlands,
which has what is widely regarded to be one of the most eYcient postal operators in the world, has faced
competition in direct mail for some years. Moreover, Germany, the Netherlands, Slovakia and Norway (an
EEA country) are all committed tomarket opening ahead of the 2009 target. Further information onmarket
opening in Europe is attached at Annex C.

33. As market liberalisation progresses across Europe, there will be advantages for competitive, eYcient
postal operators. To lag behind would not be in UK postal operators’ best interests.

UK customers will benefit from competition regardless of how quickly other countries liberalise

34. Postcomm’s decision to open the market was based on wide consultation. Evidence from competitive
postal markets abroad, and other regulated industries in the UK, shows that consumers will benefit from a
competitive marketplace through lower prices, innovation and improved customer service. This is true
irrespective ofwhen other EuropeanUnionmember states open up their postalmarkets fully to competition.
Opening up the market was strongly supported by the results of Postcomm’s recent business customer
survey which sought feedback from business customers (Annex B).
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35. Postcomm has carefully examined developments abroad, which show that full market opening is
also likely to encourage some small scale niche operators, such as local delivery operators serving small
businesses and their local communities, and oVering employment opportunities. Small businesses may
then begin to experience benefits through later collection times or reduced prices.

36. Royal Mail and others have expressed concerns about the potential for unfair competition from
new entrants with parent companies that enjoy a dominant position in their domestic market (such as
TPG, Deutsche Post and La Poste). Postcomm is keen to ensure a level playing field and has inserted
extra clauses in the licences of such operators, requiring transparency of funding from the parent
company. Such practices are also subject to EC competition law (which prohibits anti-competitive
practices such as unfair cross subsidy).

Postcomm is currently consulting on proposals for future postal prices

37. EVective competition will take time to develop and at present Postcomm believes that it is still
necessary to regulate Royal Mail’s prices and quality of service. Postcomm periodically reviews prices
and service quality for a range of Royal Mail’s services. Royal Mail’s next price control is due to come
into eVect in April 2006. Postcomm has recently consulted on initial proposals. The price control is one
of Postcomm’s main tools for ensuring the continued provision of a universal service and is set in the
context of a postal market in which competition is developing.

38. Postcomm’s proposals have sought to balance the needs of customers, Royal Mail, its shareholder,
and new entrants, and the need for the continued provision of the universal service. The proposals are
intended to protect vulnerable customers and appropriately reward further significant investment in the
business. They are also designed to oVer an appropriate return and allow Royal Mail to begin to reduce
its pension deficit while also enabling Royal Mail to compete eVectively. We are, however, still considering
feedback on the proposals, and will publish our conclusions in November. Ultimately, the price control
must be agreed with Royal Mail. If agreement cannot be reached, the matter will be referred to the
Competition Commission. Further information about the price control is at Annex D.

The universal service will continue to be provided in a competitive market

39. Ensuring that all customers enjoy an aVordable postal service is at the heart of all of Postcomm’s
policies. Postcomm’s duty under the Act is derived from an obligation on Member States (in the Directive)
to ensure the provision of a universal service of specified quality at aVordable prices. The universal service
is particularly important to domestic customers and small businesses, who value the “one price goes
anywhere” obligation that is required by the Act. The Directive requires the universal service provider to
oVer at least one collection and delivery each working day, and a service for registered and insured items.

The universal service has been defined for the first time

40. In April 2003, Postcomm began a two-year consultation with a wide range of users to find out
what they want from the universal service. Customers had never been asked before. In the past it was
simply assumed that everything that Royal Mail did was the universal service—over 100 products ranging
from prepaid stationery to first class mail. Customers told us that what they wanted from the universal
service at this stage was a broad range of postal services to meet the needs of domestic, business and
other customers. On this basis it was agreed that the universal service should include 1st and 2nd class
letter mail up to 2kg, a standard parcel service up to 20kg, a registered service, support services such as
redirection, and international mail.

41. Customers also wanted a generic bulk mail product to remain in order to protect small and
medium-sized business mailers. Mailsort 1400, one of Royal Mail’s bulk mail products requiring “pre-
sortation” by the customer, is the most popular bulk mail product, in terms of volumes, and can be used
by mailers for items of all formats up to 2kg in weight. It was this bulk product that appeared to most
exhibit the characteristics of universality. A number of consultees also made it clear, however, that there
was a risk that some smaller customers may not be able to meet certain preconditions of Mailsort 1400.
Therefore, to mitigate this risk, Postcomm included Cleanmail, in addition to Mailsort 1400, in the
definition of the universal service. Cleanmail is Royal Mail’s “entry level” bulk mail product.

42. Royal Mail has not yet agreed the licence modification that is necessary for this change to be made.
Postcomm is now currently considering whether to refer the matter to the Competition Commission or
retain the present broader definition of the universal service as currently set out in Royal Mail’s licence.
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43. The universal service should not be static. Postcomm will continue to monitor and review the
universal service, taking account of users’ changing needs and the types of services oVered to the market.

We are alive to any threats to an aVordable universal service . . .

44. Monopoly is more of a threat to an aVordable universal service than competition. Mail volumes
are crucial to Royal Mail. Without change, and incentives on Royal Mail to become more eYcient,
innovate, oVer better customer service, and grow the market, there is a risk that customers will move
away from postal services to other media. The loss of mail volumes could jeopardise the universal service
as, in the long run, it would make mail services an unattractive option.

45. Competition may also, of course, bring some threats to the universal service. Royal Mail has high
fixed costs (at least in the short to medium term). This would mean that a significant loss of mail volumes
could jeopardise its ability to provide a universal service at an aVordable price. Royal Mail also considers
that the obligation of having to oVer one price goes anywhere allows it to be undercut by other operators
that can set prices according to the actual cost of collecting and delivering mail.

. . . and have a number of safeguards

46. As already mentioned, Postcomm must ensure the continued provision of the universal service. At
the moment this means ensuring that Royal Mail continues to be able to fund its mail activities, including
an aVordable universal service.

47. As a last resort, there is also the possibility (requiring primary legislation) of a universal service
compensation fund. This would require other operators to contribute to the costs of providing a universal
service, if it were in jeopardy.

48. Currently, the universal service is secure. Despite (or, in our view partly because of) the
introduction of competition, Royal Mail’s financial performance has improved considerably over the past
couple of years. More importantly, the part of the business that provides the universal service is profitable.
A summary of Royal Mail’s regulatory accounts for 2004–05 are attached at Annex E. Postcomm
continually monitors Royal Mail’s profitability and periodically undertakes price control reviews,
enabling us to assess whether Royal Mail has suYcient revenue to cover costs in a competitive
marketplace.

We are confident that our policies are safeguarding the universal service and delivering benefits to customers

49. Competition will help maintain the universal service by ensuring mailers do not move away from
postal services to other media. Customers tell us that the threat of competition has already led to an
improvement in the quality of postal services. Our policies have also pushed Royal Mail into performing
better and operating more eYciently and with more attention to customer needs. Further competition
will continue to benefit customers.

50. Until eVective sustainable competition arrives, however, Postcomm will need to regulate Royal
Mail’s prices and service quality, to ensure that customers who do not have a choice continue to receive
a good postal service at a reasonable price and that the universal service is secure.

Annex A

UNIVERSAL POSTAL SERVICE AND FULL MARKET OPENING

Key Events: Implementation Timeline

2000 Postcomm established
2001 Royal Mail licence granted
2003 Market Opening First stage.

Postings of 4,000 items or more (ie bulk mail for businesses) were opened to competition
along with a number of niche markets.

2003 Royal Mail price control
RPI minus one adopted as price control framework for Royal Mail. Fifteen quality of
service targets for Royal Mail were set. (RPI minus one remains the framework until end
of 2006).

2004 Landmark Access Agreement (with UK Mail)
Prices agreed with Royal Mail for Upstream (Access/Consolidation) competitors. Key
decision for potential market entrants.
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2004 Revised Market Opening decision
Revision of the original three-stage plan which set a timetable of large bulk mail in 2003;
smaller bulkmail in 2005 and the rest of the market 2007. January 2006 agreed as the date
for full market opening (a compromise between the latter two stages).

2004 Compensation for users for poor service
In light of failing all its performance targets, Royal Mail paid over £40 million
compensation to its business customers and forfeit £17 million revenue for individual
customer services.

2005 Universal Service Obligation
Definition of Royal Mail’s USO obligations, narrowing the definition to take account of
RoyalMail’s wish to be free to compete in the market on a wider range of services outside
the USO but maintaining suYcient protection for the consumer.

2005 Price Control. Current consultation. Due to take eVect from April 2006. Formula proposed
for Royal Mail is RPI—2.5%. Proposed investment per year for Royal Mail: £170 million.

2006 1 January. Full market opening in UK;mandatory 50g limit to the postal monopoly of postal
operators across Europe.

Annex B

UNIVERSAL POSTAL SERVICE AND FULL MARKET OPENING

What CustomersWant: Results of Business Customer Survey July 2005

— Respondents expect sustained growth in mail volumes over the next five years. Anticipated five-year
growth was in excess of 20%—this is much higher than Postcomm/ Royal Mail’s estimates based
on historical trends (5–10%).

— There is widespread support for market liberalisation. Over 80% of respondents believed that the
postal market should be opened to competition.

— Customers lack knowledge of the liberalisation process and of the identity of potential competitors to
RoyalMail.Most (even in the Top segment) could not identify 1 January 2006 as the date onwhich
the market will be open to competition; most could not identify any alternative providers of
postal services.

— Customers’ exposure to competitors is improving, even if their level of knowledge remains low.Within
the top segment, 48% of respondents reported having been contacted by alternative providers.

— Customers are cautious about switching from RoyalMail.Only 7.6% of respondents reported using
a supplier other than Royal Mail. In general, perceptions of the price and quality oVered by Royal
Mail are positive.

— Customers prefer “end to end” more than access.Overwhelmingly, respondents rated an integrated
Royal Mail service more highly (8.2 out of 10) than an access based service (5.0 out of 10), or an
end-to-end service provided by an alternative provider (5.8 out of 10).

— Customers are more prepared to switch. Compared with a similar survey in 2004, customers now
appear to require lower price discounts to consider switching. Given an assumption of equivalent
quality of service, few respondents (25%) suggested that they would consider switching any of their
mail without price incentives.

— An important barrier to more widespread switching is the lack of information that customers have
about the quality of service provided by alternative suppliers.

— Importance of “success stories”. Respondents felt (rating 6.2 out of 10) that alternative suppliers
would become more interesting when others used them.

— Pricing in Proportion may spur more customers to consider using alternative operators.Nearly 20%
of all respondents (and nearly 40% of the top segment) expected the advent of PiP to increase their
usage of other operators.

— Regulatory invention was seen as necessary as customers do not expect fully eVective competition
soon.
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Annex C

UNIVERSAL POSTAL SERVICE AND FULL MARKET OPENING

Experience ofMarket Opening in Europe

Country Experience Full market opening

UK From 2003 licensed operators able to oVer 1 January 2006
“end-to-end” services to customers mailing over
4,000 items. In 2004 Royal Mail agreed the price for
licensed operators oVering consolidation services.

Sweden Competition has emerged in relation to pre-sorted Already fully open—1993
mail (Citymail—3-day service) and small niche
operators (many ex-Sweden Post).

Finland Licensing regime is main stumbling block to Already fully open—1994
development of competition. E-substitution is main
competition to mail services.

Netherlands Direct mail market has been open since 1990s. Sandd 2007
(5% of market) and Selekt Mail (3%) are main
competitiors in addressed bulk mail.

Germany Competition in relation to “high-quality” services 2007
(eg timed delivery) and now consolidation.

Norway Competition in unaddressed mail (Norpost) one day a 2007
(EEA country) week.

Slovakia Competition in unaddressed mail. 2007

Denmark Moved to 50 grams in January 2005—a year ahead of
EU requirement.

Spain Competition has existed in local intra-city mail since
late 1960s.

Estonia Competition in direct mail. Already fully open

The incumbent postal operators in all of these countries still have well over 90% of the postal market.

In 12 of the 25Member States the reserved area is now substantially less than the minimum level required
by the Directive (100 grams)—particularly in relation to direct mail.

The EC estimates that 75% of letter post weighs less than 50 grams. Only about 7% of letter post items
fall into the 50–100 gram weight category that is required to open up on 1 January 2006.

The four largest operators (in Germany, France, UK and Netherlands) control over 59% of the total
Community postal services market. The EC estimates that Germany, the Netherlands and the UK will
between them open 48% of the EU letter market from 2007.

Source: 2004 WiK and Ecorys studies for European Commission on European postal market.

Annex D

UNIVERSAL POSTAL SERVICE AND FULL MARKET OPENING

RoyalMail’s Price Control: Postcomm’s Initial Proposals

Royal Mail would like to increase the price of stamps

1. RoyalMail hasmade it known to Postcomm that it would like to increase the price of a first class stamp
from 30p to at least 40p. Postcomm has made it clear that it supports Royal Mail’s wish to adopt a set of
prices that better reflect its costs. For example, Postcomm has recently decided that Royal Mail should be
allowed to implement “Pricing in Proportion” (previously referred to as size-based pricing). This will allow
Royal Mail to introduce a price structure that is more cost reflective than the current price structure.
However, where such proposals lead to sharp price increases, especially for vulnerable customers, they may
need to be implemented gradually over a transitional period.

2. Postcomm has carried out a detailed analysis of Royal Mail’s pricing proposals. Postcomm’s initial
view is that some increases to first class stamp prices would be justified to improve cost reflectivity, but
Postcomm is not yet convinced that Royal Mail’s proposed level is cost justified. As we continue our work



Trade and Industry Committee: Evidence Ev 101

to review Royal Mail’s costing system we will be particularly concerned to ensure that Royal Mail does not
seek to increase stamp prices for domestic and small business customers to recover costs such as its pension
deficit and profit allowance that should be funded by all customers.

Postcomm is concerned about significant price rises for captive or vulnerable mailers

3. Postcomm is concerned that Royal Mail’s proposals for stamp prices may jeopardise the continued
provision of an aVordable universal service for smaller customers. It is particularly important that domestic
and small business customers do not pay an unreasonable share of Royal Mail’s costs as competition
develops for larger business customers.

4. Postcomm considers that Royal Mail should be able to make a reasonable profit. Our proposals
forecast a profit of around £285 million per year from the price controlled activities after pensions costs of
£261 million pension deficit and £271 million from ongoing pension payments. However, this is not a
maximum profit—Royal Mail will earn more if it achieves volume growth or eYciency savings that are
greater than forecast (as happened with the present price control).

5. We also consider that, although customers should contribute towards the cost of RoyalMail’s pension
deficit, in the form of higher prices, other stakeholders, such as the shareholder might also need to
contribute, for example, in the form of lower dividends than would otherwise be the case. This is in line with
precedent set in other industries.

6. The profit forecast under our price control proposals cannot be compared directly with past profits,
because it allows for a substantial increase in pension contributions during the period of the next price
control. Postcomm has included within the proposals an allowance for the full costs of the pension deficit,
but spread over 20 years. While this is a longer period than Royal Mail proposed for contributions from
2006, it is shorter than the 40-year period over which Royal Mail is currently making contributions.

7. Postcomm has also proposed (and consulted upon) what it considers to be challenging but achievable
eYciency targets. Postcomm considers that Royal Mail should be able to make eYciency savings of 3% per
annum, while Royal Mail proposes that it be required to achieve savings of 1.5% per annum. Postcomm
considers its achievable eYciency gains should benefit both domestic and business customers.

8. Under Postcomm’s initial proposals, the most that Royal Mail could increase the price of a first class
stamp to during the next price control period is 34p. Higher stamp prices aVect the most vulnerable
customers—those individuals and small businesses who are likely to have no realistic alternative to Royal
Mail for their postal needs.We are also concerned about the risk of RoyalMail using increased revenue from
vulnerable, captive customers to subsidise lower prices for products against which it is facing competition.

Postcomm intends to allow Royal Mail enough cash for much needed investment

9. Historically, RoyalMail has underinvested and lags behind some of themore eYcient postal operators
in Europe, and Postcomm is keen to encourage Royal Mail to make eYcient investment in its business.
However, further investment will clearly mean that Royal Mail has diYcult decisions to make over the
appropriate staYng levels.

10. Postcomm does not specifically approve individual investments by Royal Mail. We do, however,
determine an overall amount that Royal Mail can invest over the course of a price control (and recoup the
cost of investment through the price mechanism).

11. Our initial price control proposals include around £750 million for capital expenditure over the four
years of the next control. In addition, in the event that Royal Mail does invest more than the forecast
amount, Postcomm proposes that Royal Mail can recover (at the next price control) the value of additional
eYcient investments it makes, including a return per annum above inflation.

Postcomm is proposing greater pricing flexibility for Royal Mail

12. Although Royal Mail is already in a strong position, with some significant advantages over its
competitors, such as its huge scale and VAT exemption, Postcomm agrees with Royal Mail that it should
have more flexibility to compete on price. Therefore, the current price control allows Royal Mail to adjust
its prices, but within certain constraints.

13. A key concern for Postcomm is the risk ofRoyalMail increasing the prices faced by smaller customers
with little or no choice of mail operator, and using profits to subsidise products against which Royal Mail
is facing greater competition (eg bulk mail products aimed at large customers). Therefore, we have
structured the price control to prevent this happening. However, under the proposed price control, Royal
Mail will still have the scope to amend the relative prices of those products facing competition in order to,
for example, make prices more cost reflective or to encourage customers to use products that allow mail to
be sorted more eYciently by machine.
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14. Royal Mail also wants to introduce prices for some non-universal services that vary depending on
where mail is delivered. It has already introduced these “zonal prices” for its access services. Postcomm is
not opposed to the principle of zonal prices for non-universal services, if genuinely cost reflective. But, in
line with our statutory duties, we are concerned about the potential impact of such a move on both
customers and operators.

15. Our recent business customer survey suggests that most business customers are not in favour of zonal
pricing. Zonal pricing may well place an extra burden on customers in having to comply with more onerous
conditions of posting. Zonal pricing could also have a big impact on rival operators.

16. Postcomm is proposing that zonal pricing would be subject to our prior approval (in the same why
that Pricing in Proportion required pre-approval). Therefore, in the price control initial proposals,
Postcomm will respond to any request from Royal Mail for zonal pricing, within 12 months, subject to
Royal Mail supplying suYciently robust cost information, and to consultation with aVected customers and
stakeholders.

Annex E

UNIVERSAL POSTAL SERVICE AND FULL MARKET OPENING

RoyalMail’s 2004–05 Regulatory Accounts
9

Universal service performance

Profit from operations from universal service obligation (USO) products increased by 32.6% to
£427 million compared to last year’s figure of £322 million.

Price controlled performance

Profit from operations for the price controlled operations of Royal Mail increased by 26.7% to
£441 million, based on revenues up by 3.1% and operating costs increasing by 1.6% year-on-year.

Royal Mail’s benefit from current price control

Postcomm’s analysis indicates that in the first two years of the current price control, Royal Mail made
circa £268 million (in 2000–01 terms) more profit than forecast by Postcomm at the time the current control
was set. Postcomm estimates that approximately 40% is attributable to higher volumes with the remainder
due to forecasting errors or eYciency improvements by Royal Mail.

Mail volumes

In 2004–05, total mail volumes rose by 0.8% to 22,239million. First and Second class public tariV volumes
decreased by 0.1% and 2.7% respectively and Mailsort volumes increased by 1.3%.

Stamped mail

The public tariV products (first class and second class) are basically self-funding. It is only the business
payment channels within the public tariV (ie meter and pre-payment customers) that subsidise stampedmail.
There is no significant cross-subsidy between the public tariV and bulk mail items.

Manually sorted stamped mail incurs much higher costs than machinable stamped mail and represents
roughly 10% of total stamped volumes. Despite its relatively low share of total mail volumes, manually
sorted stamped mail is a key reason for stamped mail’s poor profitability.

Cost reflective pricing

The introduction of Pricing in Proportion will mean that from August 2006 Royal Mail’s prices will be
90% more cost reflective than the present weight-based pricing structure.

9 Royal Mail published its regulatory accounts in July 2005 for the year ending 27 March 2005. The regulatory accounts are
prepared by Royal Mail and audited by Ernst and Young.
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APPENDIX 16

Supplementary memorandum by Postcomm

FURTHER INFORMATION REQUESTED BY THE COMMITTEE ON 15 NOVEMBER 2005

Introduction

Wewelcome the opportunity to provide further information/clarification to the committee.We have dealt
with each of the questions in your letter of 15November below. However, we would initially like to reiterate
a number of key points.

Ensuring the continued provision of the universal postal service across the UK is Postcomm’s over-riding
statutory duty. Competition will not be allowed to threaten the universal service. Postcomm will always
ensure that the universal service can be financed without resort to Government support. In the short term,
this is achieved through the price control. In the longer term, the threat of competition will make RoyalMail
more eYcient and customer focused.

The competition that has developed so far has led to an improvement in the quality of postal services.
Our policies have given RoyalMail incentives to improve its reliability and operate more eYciently, and are
resulting in new operators oVering customers a variety of new products. However, Royal Mail still retains
a number of significant advantages over its competitors, such as its huge scale and its VAT exemption.

Further competition will continue to benefit customers, as has been the case in those countries that have
already opened their postal markets. We think that customers in the UKwill benefit irrespective of the pace
at which other European countries liberalise.

1. We would like to request a summary of the main findings of [the business customer] survey

The executive summary of the business customer survey is attached.10

2. [A]ny evidence you have on the USO obligations of the USO providers in the other EU Member States.
For example, number of days post delivered, who delivers through the post box and who to other locations, etc?

The definition of the universal service in each EU member state reflects the historical development of
postal services and the level of service that residents have come to expect in each country. National postal
operators in diVerent member states have evolved diVerently, with some investing more heavily than others
and developing new markets more proactively.

The European Postal Services Directive leaves the detailed definition of the universal service in the hands
of member states. In some member states, the universal service is defined very widely and includes services
such as the delivery of newspapers and periodicals, financial services and the provision of post oYces. In
Germany, for example, the universal service consists of a range of postal services (as in the UK) as well as
the delivery of newspapers and periodicals and the requirement to provide at least 12,000 post oYces at set
distances apart. Deutsche Post gets no explicit subsidy for this.

The number of days that post is delivered and the time of delivery also vary, and reflect historical
diVerences (see Table 1). In Finland, for example, where newspapers are also part of the universal service,
Finland Post delivers the paper by 8 am and the mail during the course of the morning. In Germany, all mail
is currently delivered by 2.30 pm, but Deutsche Post has just announced that from 1 January all mail will
be delivered by 1 pm in response to competition from market opening.

Table 1

COMPARISON OF CURRENT USO DELIVERY TIMES IN EUROPE

UK Germany Netherlands Sweden Finland

Start of delivery 9 am 9 am 8 am 8 am 8 am
End of delivery—domestic 1 pm 2.30 pm 12 noon 2 pm 12 noon
End of delivery—business 1 pm 2.30 pm 5 pm 2.30 pm 12 noon
Weekend delivery? Yes Yes Yes No No

There is a similar range of experience and historical precedent in respect of whether post is delivered to
the door, to post boxes in an apartment building, to the apartment building superintendent etc. In some
member states, for example Austria, the postman has to use a key to open the mailbox of each household—
only the postman and the householder has a key to open the mailbox.

10 not printed.
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3. How does the turnover, costs and profits of the universal service obligation to national operators in other EU
countries compare to Royal Mail’s?

We liaise regularly with other European postal regulators and national operators, to gain a better
understanding of what drives the national operators’ costs of the universal service, and the approaches to
ensuring the universal service adopted by national regulatory authorities.

However, since the make up of the universal service is very diVerent in all EU member states, it is not
possible to make genuine like-for-like comparisons. Rather, it is more informative to make comparisons on
broader terms. Therefore we do not hold highly detailed information such as this on other European
operators’ universal service obligations.

4. Exactly what products are in the USO in the UK?

The UK Postal Services Act 2000 describes the universal service in very general terms, being made up of
services whichmust provide collection and delivery every (working) day at an aVordable and geographically
uniform price. On this basis it was (initially) simply assumed that everything that Royal Mail did was the
universal service—over 100 products.

In April 2003, Postcomm began a two-year consultation to reach an informed view of what customers
wanted from the universal service, and which of Royal Mail’s products this should cover. The results of
Postcomm’s consultation (set out in Table 2) are due to be implemented alongsideRoyalMail’s price control
in April 2006—in the meantime, the original assumption remains.

Table 2

ROYAL MAIL’S UNIVERSAL SERVICE REQUIREMENTS

Generic service requirement Specific product Royal Mail is required to provide

A priority mail service for letters and 1st class mail
packets up to 2kg Available through a range of payment methods

(eg stamped, franked etc)

A non-priority mail service for letters and 2nd class mail
packets up to 2kg Available through a range of payment methods

(eg stamped, franked etc)

Non-priority parcels service up to 20kg Standard parcel service

A registered and insured service Special delivery (next day 1 pm) and Recorded delivery
(signed for)

Support services Redirection (up to 12 months)
Keepsafe (where Royal Mail will oVer to hold a customer’s
mail for up to two months)
Post restante (for picking mail up from post oYces in the
UK and abroad)
Certificate of posting
Business collections (daily or one-oV collections)

International outbound service International public tariV
International Signed-for service

A generic bulk mail service Mailsort 1400 (first and second class service, sorted 1,400
ways)
Cleanmail (first and second class, for bar-coded mail)

5. Exactly what products are in the USO in other EU countries?

The best and most up-to-date source of this sort of information is the European Commission’s study on
“Development of competition in the European postal sector” by ECORYS which was published in July
2005.

The report provides a detailed breakdown on postal services and development of competition in each
Member State. It does not attempt to translate the generic universal services into “named products” because
of the diYculty of comparing like with like on this basis. The report can be found on the European
Commission’s website at:

http://europa.eu.int/comm/internal–market/post/doc/studies/2005-ecorys-final–en.pdf.
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6. Is it required under EU law that the USO must be provided for by the public postal services operator in each
Member State?

The European Postal Services Directive does not specifically require the universal service to be provided
by the “public postal services operator”. The Directive leaves it up to individual member states to decide
how to allocate the requirement. In most member states the universal service obligation is not allocated to
a named company through primary legislation. In the UK, for example, the obligation is placed on Royal
Mail under the terms of its licence.

In Sweden, the state has formal responsibility for the universal service obligation and since March 1994
the government has had an agreement with the national operator (Posten) to be the designated universal
service provider.

In Germany, the legislation envisages that the universal service should be maintained by postal service
providers generally and only if this fails to happen should contingency plans be invoked.

7. A note on how Royal Mail will be allowed to fund its USO obligations

With the notable exception of the growth in the pension fund deficit, Royal Mail’s financial performance
has improved considerably over the past couple of years. Last year, Royal Mail made a profit from
operations of £452 million on its regulated activities (excluding exceptionals, the share in success scheme
and pension deficit payments). The part of the business that provides the universal service is also profitable,
and has been since 2000. This profit has been driven by stronger than anticipated growth in mail volumes
during which Royal Mail has managed to keep costs flat, and the price rises allowed under the current
price control.

There are a number of ways in which we fulfil our primary duty to ensure that Royal Mail is able to
continue to provide the universal service. The primary mechanism is through setting a price control that
provides Royal Mail with suYcient revenue to provide the universal service products. Royal Mail’s current
price control lasts for three years and the next control is proposed to last for four years from April 2006.
Royal Mail has significantly outperformed the current price control, making profits around twice as high
as originally anticipated, and its universal service is in a strong position as a result, with quality of service
performance now running at some of the highest levels in recent history.

For the next price control we are actively considering mechanisms to protect the universal service against
potential risks faced by Royal Mail, including the risk that its pension deficit could become even bigger and
that future mail volumes might fall. We will shortly be publishing our final proposals for the next price
control, which will explain this in more detail.

Beyond this, if any wholly unexpected circumstances or combination of circumstances were to threaten
the universal service in the future, we can re-open the price control at any time to deal with such events. We
actively monitor Royal Mail’s financial health, anticipate developments in the market, and are alert to any
potential threats to the universal service.

8. MrMoriarty agreed to send the Committee a note of “your view on VAT on stamps and what implications
that would have for the company and the customer.” We would like to request that note

Royal Mail is currently exempt from charging VAT on services it supplies to customers. In contrast,
alternative postal operators are required to charge their customers VAT at the full rate of 17.5%.

We do not think that VAT exemption is required for the provision of the universal service, and continues
to distort competition significantly. It continues to be highlighted as one of the main barriers to entry for
alternative providers and one of the main barriers to switching by business customers that are VAT exempt
(and cannot therefore, recover VAT paid to alternative postal operators).

Alternative operators need to overcome an approximate 13% price disadvantage against RoyalMail (not
17.5% as Royal Mail’s prices must cover its VAT on inputs, which it is currently unable to reclaim) before
oVering any discount to encourage VAT exempt customers to switch. Alternative providers are therefore at
a significant disadvantage when targeting VAT exempt companies. This view is reflected in the results of
Postcomm’s 2005 business customer survey.

Some of the largest bulk mail customers are VAT exempt, including banks and financial institutions, and
some charities. A number of these institutions have told Postcomm that they were discouraged from
switching provider due to the fact that alternative providers had to charge the full 17.5% VAT rate, which
they would not be able to reclaim.

Using data provided by Royal Mail, Postcomm has estimated that over 40% of customers (by value) are
VAT exempt, including those in key segments of the market which it would be very advantageous for
alternative providers to serve—in order to build critical mass and scale. It is clear therefore, that Royal
Mail’s VAT exemption is distorting competition.

Stakeholders support a level playing field. The majority would welcome either the VAT exemption being
extended to all operators, or a reduced VAT rate for postal services.
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The need to increase prices that would result from charging a reduced rate of VAT of 5% is likely to be
broadly oVset by the fact that Royal Mail would be able to reclaim VAT on its inputs, and would therefore
see a fall in costs. As a result, applying VAT of 5% on postal services, including stamps, would be unlikely
to result in prices rises for customers that cannot recover VAT.

Postcommwould support a solution of a reduced rate of 5% being applied to all postal services.Wewould
also support the VAT exemption being extended to all operators. Postcomm does not, however, support the
full rate of VAT at 17.5% being applied to all postal services as the resultant price increases would not be
in customers’ interests.

9. It would also be useful for the Committee if the note could go through the legislative/political process by
which VAT could be added to postage

Policy on VAT is a matter for HM Treasury. Postcomm understands, however, that under current
legislation HM Treasury has broadly two options: maintain the status quo, or apply the full rate of VAT
of 17.5% to all postal services. Postcomm supports neither of these options.

There are two other alternatives: extend the exemption, or apply a reduced rate. Postcomm understands
that both of these options would require amendments to the current European VAT Directive.

10. Could you also tell us what discussions Postcomm have had with HMTreasury about the removal of Royal
Mail’s VAT exemption?

Wehave held a number ofmeetings over the last few years with representatives ofHMTreasury to explain
our position on this matter. In addition, we have shared some of our analysis, including financial models
that assess the impact of various VAT scenarios.

We are always willing to meet HM Treasury to discuss the issue and are also keen to facilitate a meeting
between HM Treasury and the alternative postal operators.

11. Could you provide us with historic figures for market volumes in the UK: transactional, correspondence,
direct mail and total mail?

The table below shows mail volumes in the UK over the last three years. The longer-term trend is steady
growth of around 1–2% per annum, although there has been a slight dip in volumes in 2005.

Table 3

TRANSACTION, CORRESPONDENCE AND DIRECT MAIL IN THE UK (2002–05)

2002–03 2003–04 2004–05

Transaction
(first and second class PPI mail) 4,994 m 5,059 m 5,176 m

Correspondence
(first and second class stamped
and metered mail) 7,936 m 7,787 m 7,572 m

Direct mail
(bulk mail) 7,828 m 8,088 m 8,074 m

Total mail 20,758 m 20,934 m 20,822 m

Neither Postcomm nor Royal Mail expects a decline in overall volumes over the next 3–4 years, although
the mix of mail volumes may change. For example, fulfilment of electronic transactions is likely to continue
growing. Indeed, Royal Mail was quoted in the Daily Telegraph on 24 November as predicting that online
shopping in the run up to Christmas will increase by 40% this year compared to last year, resulting in Royal
Mail delivering around 70 million parcels.

12. Royal Mail’s competitors already have access, albeit under licence, to parts of Royal Mail’s delivery
service. According to the Royal Mail, the UK is the only Member State of the EU to allow this. Is this correct
and if so why has Postcomm introduced these arrangements here? What evidence do you have that this will be
happening in other EU countries in the future?

RoyalMail is currently the only national postal operator in Europe that is required to allow downstream
access to its delivery network.

Postcomm pushed for access (at a fair price that is profitable for Royal Mail) because of the huge
economies of scale that Royal Mail enjoys in final delivery. These economies of scale mean that Royal Mail
can delivermail at a very low cost per item,making it very diYcult for other operators to compete in delivery.
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Requiring Royal Mail to oVer access on fair terms, and share these benefits, facilitates competition. It
allows customers to benefit from new services oVered by consolidators and still allows Royal Mail to make
a profit on the access mail it handles.

There is little evidence of downstream access in Europe so far. This is because there is little competition.
Without a commitment to competition, there is no call for downstream access.

Downstream access is, however, very well developed in the US, where mail collected by consolidators and
delivered by theUSPostal Service is widespread. A large number of alternative operators oVer consolidation
services, and this concept is embraced and encouraged by the US Postal Service which voluntarily
introduced the arrangements around 25 years ago. Consolidation has since been largely responsible for
strong and consistent growth in mail volumes in the US (where mail volumes per capita are much higher
than in Europe).

13. Postcomm believes [access] should be brought inside [the price control]. Is this correct? If so is Postcomm
not satisfied that Royal Mail’s charges to its competitors are appropriate?

It is correct that Postcomm has proposed to include access products in the price control.

So far, almost all competition toRoyalMail has come through downstream access. Consolidators pay the
access price to Royal Mail and must compete with Royal Mail’s retail prices (eg for its bulk mail products).
Therefore, the level of the access price compared to Royal Mail’s retail prices is crucial. If Royal Mail
squeezes the margin between access products and its bulk mail products, it squeezes the margin in which its
competitors operate.

Royal Mail agreed a set of access prices with UKMail in 2004. In 2005, at the first available opportunity,
Royal Mail increased access prices and reduced many key bulk mail retail prices, reducing the margin
available to competing operators. If this pattern continues, there may no longer be any commercial
opportunity for the alternative operators. This is why we are proposing to include access in the price control.

14. The Committee would also like any historical information you could provide on Royal Mail’s “15 quality
of service targets” you have collected

Royal Mail currently has 15 quality of service targets that are product or postcode area specific. They
cover its key products such as first and second class stamped mail. These targets are conditions in Royal
Mail’s licence, and were originally agreed between Postcomm and Royal Mail in 2001. Until competition
provides suYcient restraint on Royal Mail’s behaviour, these targets are needed to ensure that customers
enjoy a good service from Royal Mail and receive compensation if this does not happen.

Royal Mail’s recent quality of service performance is set out in Table 4 below. The target for first class
mail is next day delivery, for second class the target is within three days, and for third class (eg Mailsort 3)
the aim is delivery within seven working days.

After a very poor year in 2003–04, Royal Mail improved its quality of service performance during
2004–05. It has recently announced further improved figures for the second quarter of 2005–06. There have,
however, been some persistent diYculties in some individual postcode areas.

Table 4

HISTORICAL QUALITY OF SERVICE PERFORMANCE

2001–02 2002–03 2003–04 2004–05
Target Result Target Result Target Result Target Result

1st Class Stamped & Meter All 92.1% 89.9% 92.5% 91.8% 92.5% 90.1% 92.5% 91.4%

2nd Class Stamped & Meter All 98.5% 98.3% 98.5% 98.6% 98.5% 97.8% 98.5% 98.5%

1st Class Postage Paid Impression 90.0% 81.4% 92.5% 83.9% 90.6% 83.5% 90.6% 87.5%

2nd Class Postage Paid Impression 97.0% 94.4% 98.5% 96.9% 97.4% 94.6% 97.4% 96.0%

1st Class Response Services 90.5% 78.1% 92.5% 80.3% 90.3% 81.7% 90.3% 80.5%

2nd Class Response Services 97.0% 93.7% 98.5% 93.7% 97.5% 92.2% 97.5% 93.4%

Special Delivery 99.0% 98.5% 99.0% 98.6% 99.0% 97.9% 99.0% 98.0%

Number of postcodes achieving 98 71 118 108 118 66 118 80
90.5% for 1st class stamped and
metered posted to UK (out of
total of 121)
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2001–02 2002–03 2003–04 2004–05
Target Result Target Result Target Result Target Result

All PCAs to achieve 92.5% for 1st 121 87 121 110 121 97 121 107
class stamped and metered intra
postcode area (out of total of 121)

Mailsort 1 92.1% 90.0% 93.0% 90.8% 91.0% 89.2% 91.0% 91.1%

Mailsort 2 97.6% 95.5% 98.5% 96.5% 97.5% 95.7% 97.5% 97.3%

Mailsort 3 98.5% 97.9% 98.5% 98.0% 97.5% 97.4% 97.5% 98.5%

Presstream 1 91.0% 89.2% 92.5% 90.8% 90.5% 88.1% 90.5% 90.4%

Presstream 2 97.6% 96.2% 98.5% 96.8% 97.5% 95.1% 97.5% 97.5%

Standard Retail Parcel 88.0% 81.0% 90.0% 88.5% 90.0% 88.9% 90.0% 89.7%
(End to End)

15. In a recent correspondence you very kindly provided the Committee with two tables. One showed EU
comparisons of quality of service information and the second showed EU price comparisons. The Committee
would be grateful if you could attach these to your reply

Quality of service comparisons across Europe

Although some of Royal Mail’s European equivalents have lower quality of service targets, many still
outperform Royal Mail. Table 5 compares the UK with a number of other postal operators in Europe. It
is clear that, although the targets in many countries may be low, their performance (including operators in
more liberalised countries such as the Netherlands and Sweden) is in many cases superior to that of Royal
Mail—though there are some woeful exceptions!

Table 5

COMPARISON OF FIRST CLASS QUALITY OF SERVICE TARGETS
AND PERFORMANCE IN EUROPE

Target Performance
2003–04 2003–04

UK 92.50% 90.10%

Netherlands 95.00% 96.10%

Germany 80.00% 96.00%

Sweden 85.00% 95.70%

Denmark 97.00% 95.10%

Finland 95.00% 95.00%

Italy 87.00% 87.00%

Ireland 94.00% 71.00%

France 84.00% 70.00%

Greece 82.00% 62.90%

Price comparisons with the rest of Europe

It is correct that Royal Mail’s prices for the lowest weight step are towards the low end of the spectrum
across Europe.We are proud that UKprices are below the European average, and would like to keep it that
way. However, three points must be noted:

— some countries, such as Sweden, apply VAT to postal services, which is included in the price;

— postal prices must be seen in the context of a wider media market, which is more developed and
competitive in the UK than elsewhere in Europe; and

— while the 50g prices may be lower in the UK, the very lightest and heaviest weight prices are
sometimes higher here.
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Table 6

COMPARISON OF BASIC WEIGHT POSTAGE PRICES IN EUROPE

Weight UK Netherlands Sweden Germany France Spain

20g (3 sheets! envelope) £0.30 £0.27 £0.42 £0.38 £0.34 £0.20

50g (9 sheets of paper) £0.30 £0.55 £0.81 £0.69 £0.51 £0.28

100g £0.46 £0.81 £0.81 £1.00 £0.76 £0.38
150g £0.64 £1.08 £1.64 £1.00 £1.31 £0.63

200g £0.79 £1.08 £1.64 £1.00 £1.31 £0.63

350g (19 sheets of paper) £1.21 £1.56 £2.46 £1.00 £1.83 £1.12

Source: National postal regulatory authorities

Summary

We are confident that our policies are safeguarding the universal service and delivering benefits to
customers.

Competition will help maintain the universal service by ensuring mailers do not move away from postal
services to other media. Customers tell us that the threat of competition has already led to an improvement
in the quality of postal services. Our policies have also encouragedRoyalMail to performbetter and operate
more eYciently, with more attention to customer needs. Further competition will continue to benefit
customers.

Until eVective sustainable competition arrives, however, Postcomm will need to regulate Royal Mail’s
prices and service quality, to ensure that customers who do not have a choice continue to receive a good
postal service at a reasonable price, and that the universal service is secure.

APPENDIX 17

Memorandum by Postwatch

1. Introduction

1.1 Postwatch has a statutory remit to represent the interests of all users of licensed postal services in the
UK, including the interests of individuals who are disabled or chronically sick, of pensionable age, on low
incomes or residing in rural areas.

1.2 Postwatch has consistently supported the development of competition in the postal sector because we
believe that only a competitive market place will provide customers with choice of competitively priced,
reliable products, tailored to meet their needs. In short a competitive market place will be more responsive
to the needs of users than a monopoly market has been able to demonstrate.

1.3 This sort of customer focused culture is the best way to grow the mail market in the long run and halt
the slide towards other forms of communication media replacing mail. This would benefit the entire mail
industry—Royal Mail, customers, and competitors alike.

2. Liberalisation and the Quality of Postal Services

2.1 Customers must be free to decide what quality of service levels they require and what price they are
prepared to pay for diVerent levels of quality/delivery. Due to Royal Mail’s monopoly, customers do not
have this choice when buying services from Royal Mail; therefore quality of service regulation for Royal
Mail is not just desirable but critical to ensure that customers get what they pay for. However, we do not
think it is appropriate to impose such targets on competitors without significant market power. The only
way they can succeed is to give customers better quality of service at keener prices than Royal Mail.

2.2 Liberalisation should allow the market to respond to customer needs in terms of quality of service.
We are already seeing this as competitors toRoyalMail seek to diVerentiate themselves, among other things,
on the basis of the service they provide to customers. The stimulus of competition has also prompted Royal
Mail to improve its quality of service in recent months.

2.3 However, robust and reliable information on the performance of licensed competitors is necessary to
allow customers to make informed decisions by ensuring a wide selection of information is available.

2.4 In RoyalMail’s case, it is vital that RoyalMail’s quality of service measurement engenders consumer
confidence. Unfortunately this is not currently the case, as customers have told Postwatch that they are not
satisfied that the end-to-end surveys are suYciently independent of Royal Mail. Leaving performance
measurement in the hands ofRoyalMail also threatens to undermine new entrants’ confidence in themarket



Ev 110 Trade and Industry Committee: Evidence

and is thereby detrimental to the development of competition. We have therefore recommended to
Postcomm that responsibility for commissioning the performance measurement be removed from Royal
Mail and passed to an independent body.

2.5 Comparable quality of service and complaints data for all operators should be published for
customers to inform their switching decisions. Data for Royal Mail are already published and Postwatch
has commenced discussions with other licensees to ensure that their data are published also. But information
must be useful to customers and must not confuse or skew customer perceptions to the advantage or
detriment of any one postal operator.

3. Market Opening and RoyalMail’s Ability to Compete

3.1 Postwatch has consistently supported opening up the postal service market to competition and fully
supports Postcomm’s decision to proceed with full market opening on 1 January 2006. Attached to this
submission are a number of Postwatch documents explaining our support for competition, the benefits we
believe it will bring and our concern at the slow pace of competitive entry.11

3.2 Customer feedback to Postwatch illustrates that customers want competition because they believe it
will aVord them greater customer choice, the potential for lower prices, and incentivise Royal Mail to
improve performance.However, it is only the reality ofwidespread choice thatwill bring the genuine benefits
of competition that customers are looking for.

3.3 At present, eVective competition is far from a reality. Royal Mail retains over 99% market share of
a growing mail market. It has the market power of the incumbent monopolist and there are serious barriers
to entry which are preventing alternative operators from establishing eVective competition. Without
structural changes, it is unlikely that competitors’ share of the upstream market will exceed 3–5% over the
next five years; downstream it is likely to remain 99%! through access (ie the delivery of competitors’ mail).

3.4 Royal Mail is well placed to meet the challenge of competition. It has many advantages that are the
envy of competitors—such as brand value, tax exemptions, the scale of its operations particularly in
delivery, and ownership of the Postcode Address File (PAF). Faced with the prospect of competitive entry
it should seek to leverage these advantages, opening up the PAF to new applications and ensuring the
development of its delivery network in partnership with new operators seeking access. Bymaking its quality
of service the envy of the industry it could raise the bar for all to the ultimate benefit of customers.

4. The Setting of Future Prices

4.1 Postcomm, the Regulator, is in the final stages of setting a new price control for Royal Mail to take
eVect from April 2006. Postcomm’s consultation on their initial proposals closed on 1 September 2005.
Postwatch submitted a response to Postcomm, which is annexed to this paper.12 It is important to remember
that quality of service regulation—setting targets and the incentives to achieve them—is a crucial element
of the price setting process.

4.2 In summary we believe that there is much to support within Postcomm’s initial proposals and in the
interests of customers, we urged Postcomm not to dilute their proposals at the final consultation stage.

4.3 There are however, a number of areas where we disagree with Postcomm or where we believe
Postcomm’s proposals could be strengthened. The key concerns expressed in our response are set out below:

4.3.1 We believe it is imperative that individual products retain separate quality of service targets. To do
otherwise is to ignore the fundamental principle that customers have a right to receive the level of service
that they pay for, and that they pay for a particular product: they do not purchase baskets of products.
Postcomm’s proposal would also place a less arduous duty onRoyalMail than is imposed on other licensees;

4.3.2 We support Postcomm in its attempts to increase the incentives to achieve quality of service.
However, these incentives are weakened by proposals to pay compensation under the basket system.
Customers of poor-performing small revenue products could miss out on bulk mail compensation because
higher revenue products push the basket above target. Postcomm proposals on incentives could also be
strengthened by moving away from a linear compensation payment structure;

4.3.3 All new products should be price controlled until it can be demonstrated on the basis of a rigorous
competition test that they should move outside the control;

4.3.4 We do not support the removal of Special Delivery (contract) and Presstream from the price
control. In particular, we do not believe that the information is available at the product level with which to
conduct a competition test;

4.3.5 Access prices must be price controlled if competition is to develop further. But we still remain
concerned that the access price should be lower and that the non-price terms and conditions for access
should be fair. We believe that separation of the pipeline/infrastructure is the best way to achieve this;

11 not printed.
12 not printed.
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4.3.6 RoyalMail has been allowedmuch flexibility to rebalance its prices by applications to price zonally,
remove products from the control, and change its pricing structure. Postcomm is also proposing to increase
the current rebalancing threshold. We are concerned that Royal Mail is being given too much freedom to
rebalance its prices. In fact we would question whether Royal Mail should be allowed any rebalancing
threshold in the next price control;

4.3.7 We are not convinced that the X factor should be 3%. There is strong evidence in the LECG report
conducted for Postcomm to support an X of 5% or higher;

4.3.8 Royal Mail has enjoyed windfall gains in revenue during this control period due to actual volumes
being significantly higher than those forecast by Postcomm at the last review. A large portion of this revenue
has not been genuinely earned through eYciency gains as a result of beating the RPI-X control. This
additional revenue should be returned to customers;

4.3.9 Volume predictions are inherently diYcult but we believe that Postcomm’s predictions are
underestimates. In order to prevent wide disparity between predicted and actual revenues, we favour a
rolling volume forecast which could be used to correct any disparities;

4.3.10 We do not believe that the entire pension deficit should be passed through to customers but we
might be prepared to support up to half of it being passed through to customers as a pragmatic solution to
the pension deficit problem. Such an approachwas used in the water sector by the water regulator, OFWAT.

4.3.11 Forcing Royal Mail to improve its information provision must be a priority for Postcomm during
the next price control period. Royal Mail should not benefit from the poor quality of its information, either
because it delays Postcomm’s activities, or deters the regulator frombolder initiatives in customers’ interests.

5. RoyalMail’s Universal Service

5.1 Postwatch has long held the view that competition and the universal service are compatible. Indeed,
as the past four years have shown, the main threat to the universal service comes from an ineYcient and
failing monopoly. Our research shows the universal service to be a net benefit to Royal Mail and not a
burden, as Royal Mail has no national competitor with ubiquitous coverage. We estimate that the
commercial benefit of this to Royal Mail is in excess of £500 million.

5.2 Recent statements from Adam Crozier indicate that Royal Mail is beginning to recognise the
universal service as a commercial opportunity. We hope Royal Mail will leverage this strength to provide
customers with the services and delivery solutions they want.

September 2005
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APPENDIX 18

Supplementary memorandum by Postwatch

RoyalMail Pension Deficit—the Postwatch Position

1. Customers do not create pension deficits!

2. Many large corporations in the private sector are facing deficit problems similar to Royal Mail.

3. Private sector companies regard these deficits as the responsibility of management. They work with
their employees and their representatives as well as the trustees of the pension fund to find solutions.

4. They do NOT put up their prices.

5. Royal Mail are rightly concerned to find a solution to their £4.5 billion deficit. However, they appear
to expect the resolution to come from either the Treasury, the shareholder, the Regulator and/or the
customers in higher prices.

6. We have seen no evidence or proposals which illustrate that the Royal Mail management has taken
responsibility to find an internal solution. It appears to be somebody else’s problem. This we do not
understand.

13 not printed.
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7. The deficit arises for a number of reasons, one of which is that the company enjoyed a 13-year “Pension
Holiday”. Employees continued to contribute to the fund but employer’s contributions were withheld for
13 years. This money flowed through into profits to the ultimate benefit of the shareholder.

8. Also price increases predicated on the basis of the need to top up the pension fund (April 2000)
apparently did not find their way into the fund.

9. Customers should not be required to pay higher prices to reduce the Royal Mail pension deficit as
currently proposed by the Regulator. This is the solution of a monopolist—businesses in competitive
markets do not do this.

10. Whatever the outcome, if customers are required to pay, then their contribution must be “ring
fenced” to ensure that it reaches the fund.

28 October 2005

APPENDIX 19

Further supplementary memorandum by Postwatch

Postwatch is happy to provide additional evidence to TISC as requested in your letter of 15 November.
Our additional clarification and evidence is set out below.

Universal Service

Evidence for the statement in Q131: “We have undertaken independent work and we forecast that it [the
universal service] is worth at least £500 million a year to Royal Mail, so it is not a cost”.

In 2002 Postwatch commissioned independent research company, London Economics, to quantify the
benefits of the universal service to Consignia (as Royal Mail was then known). This found that the
commercial benefits associatedwith Consignia’s universal service provision ranged from £173–£480million,
including benefit of the VAT exemption. The benefits clearly outweighed any universal service costs
associated with loss making routes. The figures above are in 2002 prices but inflation means that the
£480 million figure would equate to over £500 million in today’s prices.

Royal Mail has not challenged these estimates. Indeed in giving evidence Adam Crozier recognised the
benefits by describing the universal service as a “terrific advantage”. However, when pressed by the
Committee Alan Leighton was reluctant to quantify the extent of the benefit.

The Executive summary of the report prepared by London Economics is annexed to this letter.

Pensions

Evidence for the statement in Q164: “As from April 2000 there was a penny increase in the first- and
second-class post and the justification which was given by Royal Mail at the time was that was needed to
fill a pension deficit. In fact, no money was paid to try to fill the pension deficit until 2002–03 at the earliest
and even then it is diYcult to understand from Royal Mail accounts how much money they did put in, in
that year”.

The papers relating to the April 2000 price increase pre-date the creation of Postwatch and so not all are
available. We do, however, have a letter of 11 February from Jim Cotton-Betteridge, the then Managing
Director of Royal Mail, to Peter Carr seeking to justify the price increases proposed in December 1999 (to
come into eVect from 1 April 2000).

This refers explicitly to the need to increase prices to pay £500 million into the Royal Mail’s two pension
funds. To quote

“the additional figure of £50millionwe have quoted is annual and is recommended by the actuaries
following a review inMarch 1999. The longer established and larger scheme has enjoyed a holiday
from employer contributions, which is now coming to an end earlier than expected. The new and
smaller scheme is under funded and requires additional employer contributions for the next
10 years.”

Despite the actuaries identifying a pension deficit in March 1999, the pension plan had a funding level of
104.5% as at March 2000. In his evidence to the Committee, Alex Smith said that the plan continued to be
in surplus until 2001 “in fact it was 105% funded which means the company could not put any more money
into it.” The price increases had nonetheless been implemented a year earlier.

We have attempted to obtain copies of the accounts for the pension plan for the years 2000–01, 2001–02,
and 2002–03 but have not been able to do so in the time available. Our actuaries have not been able to
establish what payments, if any, were made to the fund in these years from Royal Mail Group’s published
accounts.
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Privatisation

Our answers to the two additional questions asked by the Committee are below.

Q. 1 TheGovernment committed itself to not privatisingRoyalMail. Does Postwatch believe that
theRoyalMail can remain a public sector organisation and still compete eVectively against private
sector competition in a fully liberalised UK postal market? What advantages over Royal Mail do
you believe previously state owned national operators elsewhere in the EU will have after
January 2006?

Postwatch is a creature of statute and as such is tasked with representing customers in line with its remit
under the Postal Services Act. Accordingly, we see privatisation as an issue for the management of Royal
Mail and the shareholder in the form of the DTI/Treasury to consider. We therefore have not taken a view
on what form of ownership is best for Royal Mail. Whatever form of ownership is decided should not result
in an erosion of regulatory safeguards for customers and should be geared towards providing better services
for customers.

We do believe that Royal Mail could remain a public sector organisation and compete eVectively. There
is nothing inherent in public ownership that should prevent the company from competing eVectively. Some
Treasury controls may inhibit investment for example but that is a matter for the Treasury. It can also be
said that the form of price regulation adopted by Postcomm (RPI-X) is not as eVective when applied to
public sector organisations as it is when applied to management answerable to private shareholders. Where
the shareholder is the Government management knows that the Government may bail the company out for
political reasons in circumstances where private shareholders would not. The Committee may wish to seek
further evidence from Postcomm as to how they intend to manage this issue.

The Committee is right to consider that previously state owned national operators in other member states
will have advantages over Royal Mail after January 2006. The key advantage is that they are more eYcient
operators in their home markets. However, it must be remembered that these advantages are in their home
markets and do not necessarily translate into advantages when competing with Royal Mail in the UK. For
example, theGerman andDutch operatorsmust build an eYcient network in theUK to compete withRoyal
Mail which will take considerable investment and time.

Being early to open up its market will give Royal Mail an advantage at the European level. The Dutch
have recognised this by tying their full market opening to the UK’s. More generally, in order to compete
eVectively they must also overcome a number of barriers to entry which are presently frustrating
competition (discussed below).

Liberalisation

Q. 2 Following full liberalisation in 2006, what advantages over Royal Mail’s competitors, which
are currently protected by the regulator and the Government, such as VAT exemption and the
Postcode Address File (PAF), do you believe Royal Mail should be allowed to retain and why?

There are a number of advantages which are inherent to Royal Mail because of its size and heritage, such
as brand value, customer inertia and economies and scale and scope. The Regulator cannot take these away
from the company but their eVects can and should be mitigated by the creation of a level playing field for
competitors. Crucial to a level playing field are the other advantages that Royal Mail enjoys such as special
privileges, the VAT exemption, and ownership of the PAF. VAT is the key one; the exemption must be
removed but in such a way that price increases for customers are avoided. The Regulator has previously
consulted on which of Royal Mail’s special privileges it should be allowed to retain but has not yet reached
a decision. Likewise its deliberations on the ownership of the PAF have not yet concluded. The Committee
may wish to pursue these questions with Postcomm. Postwatch’s views on PAF and special privileges are
outlined in more detail in consultation responses to Postcomm annexed to this letter.

I hope this answers theCommittee’s questions. If you need anything further do not hesitate to get in touch.

23 November 2005

APPENDIX 20

Clarification statement by Royal Mail, 25 November 2005
(asterisks mark those places from which commercially in confidence text has been omitted)

Key Points

— By 2009–10, under Postcomm’s current proposals, the USO area will make an annual operating
loss before exceptional items, even before we pay our pensions deficit costs for the year or any
Share of Success to our people.
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— Our current annual pension deficit cash contribution will rise from the current level of £140–150
million to between £400 and £500 million as a result of the need to reduce the repayment period
from an unsustainable 40 year span, a reduction in the proportion of volatile equities in the scheme
and the impact of higher salaries and longer life expectancy.

— For 12 years until 2001 the main pension scheme (POSSS) had a surplus funding level.

— The position of the main Royal Mail scheme moved from actuarial surplus to deficit during
2002–03, principally because of falling equity values and strengthening of actuarial valuation
assumptions, including mortality.

1. Universal Service Obligation

In Q17 and Q18 in the uncorrected evidence, Mr Crozier and Mr Leighton agreed to provide the Committee
with some figures which give “detailed turnover costs and profits for the universal service obligation under the
current agreement” We would like to request that you provide these figures.

We would also like to request a breakdown of the future turnover, costs and profits for the universal service
obligation under the proposed price control agreement, as alluded to in comments made by
Mr Crozier in the foreword to Royal Mail’s submission (where it is suggested the proposed price control “may
result in it becoming uneconomic to provide the universal service at all”)?

Our published and audited RegulatedAccounts for 2004–05 show that the USO area14 made a profit from
operations of £427million from a turnover of £6,016million. This profit is before payment of pension deficit
charge and other exceptional operational items totaling £148million (which breaks down as a pension deficit
charge of £114million, redundancy costs resulting fromRoyalMail’s Renewal Plan of £32million and other
costs of £2 million), and the relevant proportion of Share in Success payment to our people of £181 million.

For items weighing between 0–100g—nearly 90% of USO letters—we actually made a loss of
£212 million—before the costs of pension deficit and Share in Success. This equates to a loss on First Class
stamps of 5p and in Second Class stamps of 8p. If the costs of pension deficit and Share in Success are
included these loses rise to 7p on First Class and 9.5p on Second. It is a small volume of heavier items (above
100g) that are clearly vulnerable to competition because of the higher prices we currently have to charge,
which subsidise stamped mail.

* * *15

Were Royal Mail’s proposed prices accepted by Postcomm—raising the price of a First Class stamp to
39p by 2009–10—the USO would remain in overall profit.

Nonetheless there remains a risk to Royal Mail in any scenario under which we are unable to bring prices
for the small number of heavier items into line with costs, opening up an easy cherry picking opportunity
for our competitors.

A table showing these projections is attached at Annex A.

2. Price Controls

InQ45,MrCrozier states: “Themost basic thing that needs to be right is that prices need to be cost reflective.
Any customer has the right to expect that the price that they pay bears some resemblance to the cost of providing
the service that they are buying. It cannot be right that people currently pay 30 pence for a service that costs
35 pence, and the true economic cost is probably 45 pence, so clearly there is a diVerence there. Our proposals
are very clear that by 2009–10 we would like to see a first-class stamp price of 30 pence.” while in Q46 the cost
is clarified as 39 pence. Could you further clarify which price is correct?

The correct price referred to is 39p

14 These figures, and those at Annex A, relate to the existing definition of the Universal Service. This includes the majority of
business as well as consumer mail. The USO comprises Standard Letter TarriVs (eg stamps, meter and account services), pre-
sorted mail (eg Cleanmail, Mailsort, Walksort, Packetpost, Response Services), registered mail (eg Special Delivery), some
international services (eg Airmail outbound) and some other miscellaneous services, including Articles for the blind. The
service for magazines (Presstream) is not part of the Universal Service.
Royal Mail believes that, in addition to Presstream, all business bulk mail should be removed from the Universal Service and
that in the longer term the Universal Service should include only stamped mail.

15 Turnover is likely to increase over last year, although this is driven principally by a below inflation price increase—volumes
of addressed mail are now in decline. The fall in profit forecast is a result of the volume decrease and the changing mix of
mail—First and Second Class mail, posted by businesses as well as consumers, is falling, as are Mailsort services. Access
services (where Royal Mail delivers mail collected and sorted by competitors) and unaddressed door drops are increasing—
but both are much lower margin products for Royal Mail.
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3. Pensions Deficit

In reply to Q59, Mr Crozier suggests that “We [Royal Mail] currently pay £400 million a year into the
pension fund, about £140–150million of which is historical deficit. With the change to FRS17 that payment will
go up next year to about £800 million, with somewhere between £400–500 million a year of that being historical
pension deficit.” We would be grateful if you could clarify exactly how the change if FRS 17 has led to a “£4
billion deficit”, how it will mean that Royal Mail will have to increase annual payments into the fund from £400
to £800 million, and how the “historical” pension deficit will increase from £140–150 to £400–500 million a
year?

Royal Mail is currently paying around £140–150 million per annum in deficit payments. This level was
agreed with Trustees following the Actuarial Valuation in March 2003. This valuation uses a diVerent set
of rules for valuation to FRS 17, and produced a deficit figure of £2.5 billion. The next such valuation will
take place in March 2006 and we expect substantially higher payments because:

— We expect to move to a quicker repayment period. We are currently repaying the deficit on the
basis of a 40 year period. This is the longest period legally permitted (under the Trust Deed) and
is out of stepwith normal practice andwith the expected impact of new legislation and the Pensions
Regulator. The Pensions Regulator has made clear this week that pressure will be placed on
Trustees to seek short deficit correction periods, with anything over ten years triggering a query
from the Regulator. Current normal practice is to meet deficits over a period equivalent to the
average remaining service life of employees—12 years for RoyalMail. A shorter time framemeans
higher annual payments.

— We expect to reduce the proportion of equities in the Plan to reduce the pension plan’s exposure
to risk, in line with similar schemes. This decreases volatility, but has a lower long term investment
return which increases the level of deficit.

— We are paying our people higher salaries, which has added further liabilities over those assumed
in the March 2003 valuation. Nonetheless, improving the pay of our people has been an essential
and successful part of our Renewal Plan.

— Life expectancy is increasing, which will result in a higher deficit and related deficit payments.

Our best assumption of the impact of these four factors is an increase to the annual payment to meet
deficits to between £400–500 million. * * *

* * *

The FRS 17 deficit reported in our March 2005 Report and Accounts was £4.0 billion. This is valued in
a diVerent way to our actuarial deficit which was £2.5 billion at March 2003.

As further information the movement in the actuarial valuation from 2000 to 2003 is shown in the table
at Annex D. This table shows that the principal RMPP scheme (created by the merger of the POSSS and
POPS schemes in 2000) would have expected to be in a surplus position in March 2003 had it not been for
the fall in equity values and future assured dividend yields and the strengthening of mortality.16

* * *
Footnote 1717 below explains why an increase in the stock market may not result in an equivalent
improvement in the deficit.

16 The mortality assumptions used when determining the £4 billion deficit under FRS17 as at March 2005 were the same
mortality assumptions that were adopted for the 31March 2003 funding valuation of theRMPP.Thesemortality assumptions
were set by finding a “best fit” for the plan’s actual mortality experience for existing pensioners over the period since the
previous funding valuation within the range of standardmortality tables produced by the ContinuousMortality Investigation
Bureau (CMIB). For both pensioners and non-pensioners an allowance for projected mortality improvements (ie increases
in life expectancy in the future) was also included. Mortality rates appear to be reducing at a faster rate than currently
assumed—which may mean a further increase in liabilities in the 2006 Actuarial Valuation.

17 Whilst the stock market had risen between March 2003 and March 2005, the dividend yield on the FTSE All-Share Index,
and the yields on gilts/bonds, fell over the same period which meant that for actuarial valuation purposes the assumed
prospective real rate of return available on the scheme’s assets also fell. All other things being equal, this in itself would lead
to a lower discount rate being used to value the liabilities in the scheme actuary’s funding valuation which, in turn, would lead
to a higher value being placed on those liabilities. Consequently, a rise in the stock market doesn’t necessarily mean that the
funding deficit would be reduced to the same extent. Over the period March 2003 to March 2005, the Trustee also changed
the strategic asset allocation, moving out of UK equities and more into property and fixed-interest gilts. This change in asset
allocation * * *also led is expected to lead to a lower discount rate being adopted as at March 2005 thanmight otherwise have
been the case (and hence a higher liability value). The interim valuation should also take this into account.
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In Q68 Mr Smith suggests that “The pension fund was in surplus until 2001, and in fact it was 105% funded,
which means the company could not put any more money into it. So it was the 13 years prior to 2001 when the
pension fund was, I believe, in surplus for the whole period.” Could you tell us under what “rules” or legislation
the “company [Royal Mail] could not put any more money into it [the pension fund]”?

The Post OYce StaV Superannuation Scheme (POSSS)18 has been in a surplus situation since 1988 (the
point at which gains in the equity markets eradicated the deficit position that the scheme has been in since
inception), and therefore it made little economic sense to continue contributions, bearing in mind there was
reasonable conservatism built into assumptions used by the plan actuary.

Under the Prescribed Basis (set out in Schedule 22 to the Income and corporations Taxes Act 1988),
employers have to take action to utilise any surplus assets above the 105% funding level on this basis either
to improve benefits or take a contributions holiday. The intention was to control the funding of the plan to
below the Prescribed Basis. It did not make economic sense19 to continuemaking contributions, only to take
a contributions holiday enforced under this legislation. As at 31 March 1991, the level of asset cover on the
Prescribed Basis was just under 95%.

POSSS was closed to new entrants in 1987 and the actuary advised that as the scheme was closed to new
members, it was important not to over-fund the prospective benefits.

For your information, set out below is the plan’s funding position:

Date of Actuarial Funding level Surplus * * *
Valuation (%) (£m)

31 March 1988 POSSS 103.6% 219 * * *
31 March 1989 (interim) POSSS 109.6% —20 * * *
31 March 1990 (interim) POSSS 122.8% — —
31 March 1991 POSSS 122.4% 1,442 * * *
31 March 1994 POSSS 104.0% 374 * * *
31 March 1997 POSSS 101.9% 206 * * *
31 March 1998 POSSS 106.9% 865 * * *
31 March 2000 POSSS 106.1% 890 * * *
31 March 2003 RMPP 82.5% (2,500) * * *

(POSSS Deficit
and POPS)

POSSS continued to provide benefit accrual for existing members and the Post OYce Pension Scheme
(POPS),21 was established from 1 April 1987 for all new employees. Royal Mail has always made
contributions to this scheme. The POSSS and POPS plans were merged to become the Royal Mail Pension
Plan (RMPP) on 1 April 2000.

The POPS scheme, now referred to as Section C of RMPP, moved into deficit at March 2000 and annual
deficit payments of some £47 million started in March 2001, increasing by a further £5 million fromMarch
2002 as a result of an interim valuation showing an additional shortfall.

18 POSSS is a final salary scheme. It was established on 1 October 1969 under the terms of the Post OYce Act 1969, when the
Post OYce ceased to be a Government department and became a public corporation. A full valuation was carried out by an
actuary as at 30 December 1972, which showed a deficit of £1,092 million. By the 31 March 1976 Actuarial Valuation, the
deficit had increased to £1,920 million. A previously published history of the funding position of POSSS is attached as a
separate document.

19 In essence, companies cannot simply pump money (tax free) into schemes fully funded on the Prescribed Basis without
allocating the funds to a benefit/liability which will in due course need to be paid out. Surplus assets cannot be returned to
the employer under POSSS.
For a scheme fully funded on the Prescribed Basis, therefore, an additional payment would mean improving the level of
benefits paid to members or their beneficiaries—for example by increasing lump sum benefits, or improving the accrual rate
applied to members” pensionable service—or reducing contributions. This is not a practical step to take—a downturn in the
funding of the pension scheme, due to external market factors, would require a reduction in member benefits (or an increase
in contributions), requiring negotiation, or would create an even bigger deficit. Improvement of benefits would also have
represented a substantial increase in overall remuneration, almost certainly, for the time period in question, at oddswith public
sector pay policy. The only other course of action available was to suspend contributions.

20 The dashes indicate that the figures are not available. The scheme actuary has not typically stated the amount of surplus or
deficit when producing interim funding assessments (ie annual reviews at dates other than the dates of the formal triennial
valuations), instead simply expressing the result as a percentage funding level (ie a ratio of assets to the value placed on the
liabilities, so that a figure of over 100% indicates a surplus). The funding level percentages indicate that the POSSS scheme
was in surplus at the 31 March 1989 and 31 March 1990 interim valuations.

21 POPS is a final salary schemewhich provides a pension of 1/60th of contributory pay (which is base pay plus certain allowances
less the lower earnings deduction, currently £3,328) for each full or part year completed.
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The POPS scheme funding is set out below:

Valuation Date Funding level Surplus * * *
(%) (£m)

31 March 1989 130.8% 11.14 * * *22
31 March 1992 N/a23

31 March 1995 N/a
31 March 1998 100% 0 * * *
31 March 1999 (interim) 94% (120) * * *
31 March 2000 94.9% (130) * * *
31 March 2003 Merged with POSSS and included with previous figures.

InQ71,MrLeighton oVered to provide the Committee with figures of how the “current position of £4 billion”
has been arrived at. We would be grateful if you would provide us with this evidence. If possible we would like
to see a run of data showing the pension fund liabilities (deficit/surplus) and any subsequent payments made
into the pension fund as far back in time as possible? The Committee would also be grateful if RoyalMail would
provide us with the assumptions, which were used to calculate the size of the pension fund liabilities and any
analysis you could provide on how the current deficit would change should these assumptions be relaxed?

The £4 billion deficit is theMarch 2005 FRS 17 deficit and is shown in note 19 to the RoyalMail Holdings
plc statutory (and audited) Report & Accounts. There is a specified methodology to calculate the FRS 17
liability which requires a set of assumptions. The assumptions used by Royal Mail are broadly consistent
with those used by many of the FTSE 100 companies. The calculation is prepared by the company’s actuary
and audited as part of the year end Report & Accounts.

For the first time in 2005–06 the FRS 17 liability will need to be recognised on our balance sheet—which
will therefore show that Royal Mail has liabilities in excess of its assets. The FRS 17 calculation was first
undertaken inMarch 2002, and showed the scheme to be in surplus. ByMarch 2003 that surplus had become
a deficit, because of an Actuarial loss for the year in excess of £5 billion—mainly made up of falling equity
values and an increase in liabilities due to lower assumed bond rates.

The tables at Annex B show:

— The move from surplus in March 2002 to the current position.

— The assumptions used by Royal Mail.

— A breakdown of the FRS 17 Actuarial gain/loss from 2002 to 2005.

4. EmployeeMotivation

In Q82 and Q83, Mr Leighton oVers to provide the Committee with evidence that refutes the claim that
“employee share-ownership is not preferable to profit-sharing in terms of motivation of employees”? We would
be grateful if you could provide such evidence.

I enclose a useful document, published by Job Ownership Ltd, an independent association of employee
owned and trust owned businesses, which the Committee may find interesting. Please note that Royal Mail
did not make an input to this publication.

22 The POPS Plan rules required the total joint contribution rate to be split 60/40% between employer and member.
23 DiVerent valuation method was used which does not show the figures in the same way as the method used from 31 March
1998 onwards. The method changed from Entry Age Method to the Projected Unit Method.



Ev 118 Trade and Industry Committee: Evidence

Additional questions, 16 November

The CWU told us there was a period in the 1970s when there was also a deficit in the pension fund. Can you
provide us with details of this?

Covered at page 5 of clarification document.

What dividends (or External Financing Limit) has the Government taken out of Royal Mail?

Achievement £m Target £m

1984–85 100 60
1985–86 75 70
1986–87 93 93
1987–88 80 57
1988–98 102 97
1989–90 102 91
1990–91 0 0
1991–92 74 65
1992–93 80 66
1993–94 182 181
1994–95 235 226
1995–96 245 213
1996–97 285 268
1997–98 338 313
1998–99 321 310
Total 2,312

Dividends/EFL has been waived since 1999.

Could you provide the Committee with a note on Royal Mail’s current VAT status? What would the impact
on Royal Mail be if VAT of 5% or 17.5% were added to stamps?

Royal Mail submitted views to Postcomm as part of its consultation on Competitive Market Review
Proposals in December 2004. A copy of Royal Mail’s submission is attached.

Will “Special Delivery Next Day” become part of the USO?

“Special Delivery Next Day” forms part of the universal service. It fulfils the requirement, under the
European Directive, to provide services for registered items and insured items.

Paragraph 3.37 of your original submission talks about a one-oV cost of £0.6 billion. What exactly is this for?

The full investment requirement is £2.2 billion—£0.6 billion relates to replacement of current equipment
or vehicles which are obsolete or at the end of their working life. The remainder relates to modernisation to
bring entirely new automation equipment into the operation—in line with other players in the market.

Could you provide us with historic figures for market volumes in the UK: Transactional, correspondence, direct
mail and total mail?

Table 1. Addressed delivered inland letter traYc volumes, 2003–04 to 2004–05 (billions of items)

2003–04 19.9 2004–05 20.2

Table 2. Estimates of the percentage of Royal Mail delivered traYc containing correspondence,
transactional and direct mail

Correspondence24 Transactional25 Direct Mail
2003–04 8 71 21
2004–05 9 73 19

Total mail volume data for the past ten years (addressed inland volumes) is given below. The breakdown
between correspondence, transactional and direct mail isn’t available on the same statistical basis for earlier
years—but the broad picture is fairly static.

24 Refers to non-business related mail.
25 Refers to financial and other business related mail.



Trade and Industry Committee: Evidence Ev 119

billions
1994–95 15.1
1995–96 16.0
1996–97 16.2
1997–98 17.1
1998–99 17.7
1999–2000 18.5
2000–01 19.1
2001–02 19.8
2002–03 19.5
2003–04 19.8
2004–05 20.1

Annex A* * *

Annex B

Royal Mail Pension Plan (RMPP) and Royal Mail Senior Executives Pension Plan (RMSEPP), FRS 17
Surplus/deficit position March 2002 to March 2005

£ million

2002–03 2003–04 2004–05

Surplus/(Deficit) at beginning of period 272 (4,684) (4,380)
Company contributions 279 659 670
Current service cost (based upon % payroll) (386) (397) (483)
Settlement gain 18 — (6)
Curtailment loss (early leavers) (119) (93) (208)
Accounting change in respect of joint venture — — (10)
Other finance income 281 41 59
Actuarial gain/(loss) (5,029) 94 410
Surplus/(Deficit) at end of period FRS 17 (4,684) (4,380) (3,948)
Change to IAS 19 — — (10)
Surplus/(Deficit) at end of period IAS 19 — — (3,958)

Assumptions used by Royal Mail

Assumptions % 31 March 2002 30 March 2003 28 March 2004 27 March 2005

Rate of increase of salaries 3.80 3.55 4.10 4.20
Rate of increase of pensions 2.50 2.25 2.60 2.70
Discount rate 6.00 5.50 5.50 5.50
Inflation assumption 2.50 2.25 2.60 2.70
Expected average rate of return 7.70 7.90 7.50 7.40
on assets

Breakdown of Actuarial gain/loss from 2002 to 2005

Mvt in Mvt in Mvt in
2002 2002–03 2003 2003–04 2004 2004–05 2005
£m £m £m £m £m £m £m

Equities 12,670 (2,964) 9,706 2,466 12,172 1,211 13,383
Bonds 1,713 (145) 1,568 198 1,766 240 2,006
Other 1,307 (394) 913 363 1,276 702 1,978
Total assets 15,690 (3,503) 12,187 3,027 15,214 2,153 17,367
Liabilities (15,418) (1,453) (16,871) (2,723) (19,594) (1,721) (21,315)
Pension asset/ 272 (4,956) (4,684) 304 (4,380) 432 (3,948)
(deficit)
Other (net of cash (73) (210) (22)
and P&L)
Actuarial gain/(loss) (5,029) 94 410
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* * *

Annex D

Royal Mail Pension Plan (RMPP), Actuarial Valuation and funding position, 2000 to 2003

POSSS was renamed as Section A and B and POPS was renamed as Section C when both were merged
into the Royal Mail Pension Plan (RMPP) on 31 March 2000. The sections were run as separate schemes
under the plan because of the diVerent funding levels then experienced (POSSS in surplus, POPS in deficit).

From 31 March 2003 both schemes were in deficit positions and as a result were fully integrated and
operated as a single pension plan.

The table below is an extract from the formal report of the Actuarial Valuation as at 31March 2003. The
aim is to show in percentage terms the reason for the movement in the on-going funding level from March
2000 to March 2003. The main reasons are:

The contribution holiday from Section A/B accounted for"3.6% change, oVset by a 1.1% change from
contributions into section C. The net eVect of this change is therefore 2.5%. Based upon consistent
assumptions as used inMarch 2000, the plan would have been in surplus (102% funding level) atMarch 2003

By 2003 however, the real experience of falling equities had run counter to the assumptions underlying
the 2000 valuation—an experience that has been common to all pension funds. The result was 7.8% fall in
the position of the fund.

In addition the March 2003 Actuarial Valuation used diVerent assumptions from the 2000 Valuation to
take account of the true experience between 2000–03. This change in assumptions accounted for a further
–11.6% change in the funding level.

Funding Level RMPP %

Funding level as at 31 March 2000 104.5
Expected factors aVecting funding level
Section A/B contribution holiday (3.6)
Section C deficiency contributions 1.1
Funding level as at 31 March 2003 on 2000 basis—expected 102.0
Investment market experience (6.6)
Other unexpected factors (1.2)
Funding level as at 31 March 2003 on 2000 basis—actual 94.2
Changes to assumptions
Inflation reduction from 3% to 2.5% pa (0.7)
Strengthening of mortality assumptions (2.9)
Changes in other demographic assumptions (0.2)
Strengthening of financial assumptions (7.8)
Funding level as at 31 March 2003 on 2003 basis 82.6

* * *

APPENDIX 21

Letter from Barry Gardiner MP, Parliamentary Under-Secretary of State for Competitiveness, issues
arising out of the oral evidence session on 15 November

VAT—Discussions between DTI and HM Treasury

DTI and Treasury oYcials meet regularly, including discussions on VAT and postal services. In
particular, there were discussions following the issuing of draft proposals by the EU Commission on postal
services and VAT in 2003. These proposed the removal of the existing exemption for supplies made by the
public postal services, and the taxation of all postal services—with an optional reduced rate (minimum 5%)
available for certain letterpost services. The Government is opposed to VAT on stamps and therefore the
UK does not support the Commission’s proposal as it stands. Postcomm’s analysis shows that the
imposition of VAT on postal services, even at a lower rate would increase postal costs for many postal users.
This would impact on social users and most heavily on large volumemailers—including many charities. We
hope thatwhen negotiationswith ourEuropean partners resume on this issue (there is currently no timetable
for this) an outcome can be found that better protects the interests of customers and reflects the vital social
importance of postal services than the present Commission proposal. Any change to the EU Directive,
which provides for the present VAT position, requires unanimous agreement of all Member States.
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State Aid and Pensions

During the hearing the Committee questioned whether an injection of money into the RoyalMail pension
fund would constitute state aid.

As the Committee is aware, the definition of a state aid is set out in Article 87(1) of the Treaty. According
to this definition, there are four constitutive elements to a state aid. If any one of those elements is not met,
the state aid rules do not apply.

The four tests can be summarised as follows. A state aid will:

(a) be funded from state resources;

(b) distort or threaten to distort competition;

(c) aVect trade between Member States; and

(d) give an advantage to a body carrying out an economic activity.

The first three hurdles are easily met in the context of a cash injection into the Royal Mail pension fund
particularly as there is now some liberalisation in the European postal market.

The fourth test, as interpreted by theEuropeanCourt of Justice in a number of cases, is interesting because
it means that state bodies, as well as private bodies, can be regarded as being in receipt of state aid provided
that they are carrying on an economic activity. The ownership or control of the body in question is not
relevant. On this basis, both the pension fund itself and, more obviously Royal Mail, would satisfy this test
because they are both carrying on an economic activity. There is case law from theEuropeanCourt of Justice
that states clearly the management of a pension fund is an economic activity and so within the scope of the
state aid rules.

Thismeans that an injection into theRoyalMail pension fund would indeed be a state aid.We are advised
that the European Commission would find a state aid of this nature very diYcult to approve.

As I said in my evidence, in order to avoid state aid the Government would need to invest on terms that
would satisfy a commercial investor who was investing only for profit and not for wider social reasons (this
is the so called Market Economy Investor Principle).

Dividends/External Financing Limit

Please see the attached table at Annex A that sets out the External Finance Limit and dividends received
since 1981–82 (ie from the BT/Post OYce split). The EFL did not constitute money received by the Treasury
but was retained in a reserve on the Royal Mail balance sheet.

Return on Capital

The table below summarises the return on capital for Royal Mail Holdings plc from 1998 to 2005. The
calculation of return on capital is based on retained profits as reported in the annual audited accounts as a
percentage of the total capital employed (share capital and reserves).

Year ended 31 March 1998 1999 2000 2001 2002 2003 2004 2005

ROCE % 11.8 11.5 (6.4) 1.4 (36.1) (26.8) 0.3 9.9

During this period, no dividend was paid to Government. In the years ended 31 March 2000 and 2001
“future dividends” of £151 million and £93 million were declared, however these were never paid. However,
in July 2002, Government determined that these amounts, previously set aside for dividends, should be
returned to retained reserves.

The Mails Reserve of £1,824 million which came from funds held in the EFL reserve mentioned above,
was established in Royal Mail Group plc in February 2003 following directions from the Secretary of State
under s 72 of the Postal Services Act 2000. This reserve has subsequently been used, amongst other things,
as the source of funding for the Social Network Payments made to Post OYce Limited in relation to the
costs of maintaining the rural social network.

Pension Fund Deficit

The position set out in the latest accounts (to 31 March 2005) is that Royal Mail has an actuarial deficit
of £2.5 billion (based on an actuarial valuation in March 2003). The key factors generating the move from
actuarial surplus to deficit in 2003 were £725 million movement due to declining investment market
experience, £420 million as a result of changes to demographic assumptions (including mortality) and
£1,350 million due to lower discount rate applied to the liabilities. The actuarial deficit in 2003 compared
to an accounting (FRS 17) deficit in 2003 of £4.7 billion and an accounting (FRS 17) deficit in the scheme
as at March 2005 of £3.9 billion.
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Actuarial Deficit FRS 17 Deficit

March 2003 £2.5 billion £4.7 billion
March 2005 £2.5 billion £3.9 billion

This downward movement in the PRS 17 deficit was caused by an improving market experience adding
£5.1 billion to the value of investments which was oVset by increasing liabilities £4.4 billion—net £0.8 billion
reduction in the deficit. We understand from the company that the latest pay award contributed an
additional £300 million to the accounting deficit. The next actuarial valuation will be conducted in March
next year.

I hope the above is helpful. If you have any queries or further questions please let me know.

Barry Gardiner

Annex A

External Finance Limited/Dividends
(£m)

EFL
(paid into reserve on

Year Post-Tax profit balance sheet) %

1981–82 96.2 12 13
1982–83 138.5 60 43
1983–84 118.9 62 52
1984–85 112.2 100 89
1985–86 99.5 75 75
1986–87 132.9 93 70
1987–88 121.4 80 66
1988–89 102.5 102 100
1989–90 3.0 102 —
1990–91 31.0 — 0
1991–92 152.0 74 49
1992–93 187.0 80 43
1993–94 195.0 182 93
1994–95 314.0 235 75
1995–96 270.0 245 91
1996–97 361.0 268 74
1997–98 447.0 313 70
1998–99 496.0 310 63
1999–2000 (415) 151 50

Dividends
2000–01 (44)∧ 0* —
2001–02 (940)∧ 0 —
2002–03 (559)∧ 0 —
2003–04 7 ∧ 0 —
2004–05 235 ∧ 0 —

* A dividend of £93 million was declared but was not paid to HMG. It
was placed in a reserve on the Royal Mail balance sheet alongside the
accumulated EFL.
∧ These figures represent (loss)/profit after tax and exceptional items.
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