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Summary 

In March 2006 Royal Mail accepted a new quality of service and price control regime 
proposed by Postcomm, the regulator of mail services in the UK. The new arrangements 
replaced the existing regime introduced in 2001 and will run from April 2006 to March 
2010. The new regime allows Royal Mail to increase the price of first and second class 
stamps by 6 and 5 pence respectively over the period. It also has new quality of service 
targets and associated financial incentives aimed at improving mail services.  

Postcomm had to introduce the original regime quickly in 2001 and it suffered from major 
flaws. For example, important aspects of mail service quality, like lost mail, were ignored 
and a complex system of financial incentives resulted in Postcomm undertaking 
burdensome investigations. 

The new regime covers more aspects of service quality and has greater clarity and 
simplicity than the previous system. The new system will, however, only reduce burdens on 
Royal Mail if Postcomm can implement it in an informed and proportionate manner. 
Postcomm needs to monitor Royal Mail in areas where it is performing poorly or where 
there are no quality of service targets. For example, performance in some postcode areas in 
London is still poor and Postcomm is only now starting to monitor whether Royal Mail 
meets its internal targets for the times of collections and deliveries. 

The postal market has been subject to some fundamental changes in the last year: full 
liberalisation; the agreement of the new price control settlement; and August saw the 
introduction of pricing in proportion, a new system in which price will be determined by 
size as well as weight. During the 2006–2010 regime, Postcomm needs to take measures 
which will create a thriving competitive market while at the same time protecting the 
universal service. Postcomm has recently launched a consultation on its strategy for the 
postal market in 2010 and beyond, including what consumers want from the universal 
service, how the universal service can be best protected and what more can be done to 
create a competitive environment. 
On the basis of a report by the Comptroller and Auditor General,1 the Committee took 
evidence from Postcomm (the Postal Services Commission) on its role in the design and 
implementation of the new quality of service regime and the progress made towards 
achieving Postcomm’s longer-term goal of introducing competition to the UK postal 
market.

 

 
1 C&AGs Report, Postcomm and the quality of mail services (HC 944, Session 2005–06) 
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1 C&AGs Report, Postcomm and the quality of mail services (HC 944, Session 2005–06) 
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Conclusions and recommendations 

1. Postcomm’s new quality of service regime does not target delivery and collection 
times nor items of mail lost by Royal Mail. Complaints data show these aspects of 
performance concern consumers. Postcomm should impose specific targets or 
financial penalties where it identifies persistent problems for consumers as a result of 
poor collection and delivery performance.  

2. Royal Mail’s schemes to compensate for the 15 million items of mail a year which 
are lost, stolen or damaged do not offer adequate protection for consumers. 
Compensation schemes are complex and hard for consumers to understand. 
Postcomm should improve consumer protection by introducing simpler schemes 
which are easier for the consumer to understand and use. 

3. Postcomm does not have information on the cost to Royal Mail of improving or 
relaxing its quality of service targets. Without this information Postcomm cannot 
be sure it is setting the appropriate targets or financial incentives. Postcomm should 
obtain this information before it starts planning for the 2010 price control.  

4. Certain postcode areas, particularly in London, experience consistently worse 
levels of services than others. Postcomm should research why some postcode areas 
persistently experience the lowest levels of service and press Royal Mail to develop a 
strategy for addressing these chronic problems over the current price control period. 

5. Postcomm’s investigation into Royal Mail’s performance in 2003–04 lasted more 
than 12 months, longer than the legal time limit. Postcomm should set out clear 
criteria for judging and investigating poor performance by Royal Mail so that the 
investigative process becomes more streamlined and decisions can be taken within a 
shorter time frame. 

6. In 2003–2004, Postcomm did not fine Royal Mail for missing all its targets, but in 
2002–2003, it imposed a fine of £7.5 million for missing only two targets. 
Postcomm needs to take a consistent and accurate approach to its imposition of 
financial penalties on Royal Mail and it should evaluate the effects of these fines on 
Royal Mail’s behaviour to determine if they are effective in encouraging improved 
performance. 

7. Royal Mail still accounts for around 97% of mail volumes in the regulated area. 
Competition has developed mostly through ‘access’ agreements, whereby Royal Mail 
signs commercial agreements to deliver post that has been collected and sorted by 
other companies. Postcomm should investigate whether the current arrangements 
for the access area of the market need to be changed in order to prevent Royal Mail 
from using its dominant position to hinder the development of competition.  

8. Competition can lead to higher quality of service for consumers but could also 
conflict with consumer interests, for example if it threatens the universal service 
at a uniform tariff. At present, Postcomm largely relies on Royal Mail for 
notification of conflicts between competition and the interests of consumers. 
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Postcomm should develop its independent analysis of the level and effects of 
competition on the UK postal market and identify and mitigate potential conflicts. 
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1 The design of the new quality of service 
regime 
1. Domestic consumers and business spend around £9 billion a year on posting letters and 
parcels. Royal Mail still dominates postal services, accounting for 97% of mail volumes in 
the regulated market.2 Under its licence, it must provide a universal postal service which is 
defined as the delivery of mail to every business and every household in the country, six 
days a week at a uniform affordable tariff.  

2. Competition in the postal market has increased in recent years, with seventeen operators 
now competing with Royal Mail.3 The market was opened fully to competition ahead of 
schedule in January 2006.4 Other operators can apply to provide the universal service, 
although to date none has done so.  

3. The collection, sorting and delivery of mail that costs less than £1 to deliver and weighs 
less than 350 grams is regulated by the Postal Services Commission (Postcomm).5 
Postcomm’s primary statutory duty is to ensure that the universal service is maintained. Its 
main secondary duty is to promote the interests of consumers, including vulnerable 
groups, through effective competition.6 In carrying out these duties, Postcomm has 
established a performance measurement regime for the quality of service provided by 
Royal Mail. The regime is designed to act as a proxy for effective competition and 
Postcomm expects to withdraw from detailed regulation as competition develops. 

4. When Postcomm was established in 2000, it had to implement a performance 
measurement system for Royal Mail quickly, to coincide with issuing a licence to Royal 
Mail for the first time in 2001. Postcomm based the system on Royal Mail’s existing 
internal performance measurement system, the best information then available. But the 
regime had a number of flaws, including a lack of focus on consumer priorities and 
elements which overburdened Royal Mail, particularly Postcomm’s approach to 
investigations.7  

5. In April 2006, Postcomm introduced a new quality of service regime for Royal Mail for 
the period 2006–2010. The new regime is more focused on aspects of quality which are 
important to consumers, the system is simpler than before and it reduces the 
administrative burden on Royal Mail.8 

 
2 C&AG’s Report, Figure 1 

3 Licensed postal operators, Postal licences and operators, Postcomm website (www.psc.gov.uk) 

4 Q 87 

5 C&AG’s Report, Figure 1 

6 Q 42 

7 C&AG’s Report, para 5 

8 C&AG’s Report, para 5 
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Protecting consumers 

6. The 2006–2010 system includes four new targets, based on Postcomm’s research into the 
aspects of service quality which are important to consumers. These targets are: delivery to 
the correct address and correct person; the percentage of delivery routes completed each 
day; the percentage of collections made each day; and the transit time of outgoing 
European international mail. 

7. There are still areas of Royal Mail’s performance which consumers regard as important 
but which Postcomm has not included in the quality of service regime. The National Audit 
Office survey showed that consumers are receiving their mail later in the day.9 This 
represents a significant reduction in the quality of service to many customers. Yet Royal 
Mail has no targets in this area.10 Postcomm has carried out some consumer research but 
has not built up a comprehensive picture of consumer priorities for the postal service. 
Therefore it cannot determine whether Royal Mail’s delivery performance is in line with 
the level of service consumers expect.11  

8. Complaints data demonstrate that consumers also suffer from the millions items of mail 
a year which are lost by Royal Mail. The estimated figures for mail which was lost, stolen, 
damaged or unlawfully interfered with in 2005 are shown in Figure 1.  

Figure 1: Estimated number of items of mail lost, stolen, damaged or unlawfully interfered with in 
2004–0512 

Total number of items lost 13.1 million (of which 7.5 million were mis-
delivered) 

Total number of items stolen 1.2 million 

Total number of items damaged or unlawfully 
interfered with 

1.0 million 

Total  15.3 million  

Source: Royal Mail 

9. Lost mail is not covered by the quality of service regime but is addressed through 
compensation schemes. The compensation offered by these schemes is not linked to the 
level of loss caused by the missing mail.13 In addition, the schemes are complicated and not 
easy to understand.14 Postcomm will be working with Royal Mail to reduce the amount of 
mail which is lost and, in the meantime, to strengthen the consumer protection offered by 
compensation schemes.15 During discussions on the 2006 price control, Postcomm 
undertook to re-examine Royal Mail’s compensation schemes under section 89 of the 

 
9 C&AG’s Report, para 2.12 

10 Qq 4, 46 

11 Q 4 

12 Qq 17, 34; Ev. 4 

13 Q 27 

14 Q 25 

15 Q 28 
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Postal Services Act, particularly to address concerns about the level of consumer protection 
currently provided.16 

Reducing the burden 

10. In designing the new quality of service regime, Postcomm reduced the burden on Royal 
Mail by grouping most of its existing 15 targets into 8 ‘baskets’, bringing together products 
which are processed in the same way through Royal Mail’s system.17 This change reduces 
the number of targets that Royal Mail must meet.  

11. The regime has four different financial incentives: bulk mail compensation payments to 
business consumers; the automatic revenue adjustment or ‘C’ factor for non-bulk mail; 
retail compensation to domestic consumers for delay; and Postcomm’s discretionary ability 
to investigate poor performance and impose a financial penalty if appropriate.18  

12. Of these arrangements, the most complex is the automatic revenue adjustment for non-
bulk mail. If Royal Mail fails to meet its performance targets by a certain level, prices for 
the following year are automatically adjusted, reducing Royal Mail’s revenue. This 
mechanism is known as the ‘C’ factor.  

13. Postcomm designed the ‘C’ factor to reflect poor quality of service to residential 
consumers. Royal Mail cannot in practice pass on compensation to every retail consumer 
directly because it is largely impossible to identify which residential consumers have 
suffered from poor quality of service.19 As a result, the ‘C’ factor is not a direct financial 
compensation but involves a reduction in revenues that Royal Mail may earn in the 
following year and therefore in the overall cost to consumers. For the 2006–10 regime, the 
maximum ‘C’ factor has been increased from 0.9% to 5%, bringing it in line with the 
compensation given to bulk mail customers. The calculations behind the ‘C’ factor have 
also been simplified. 20  

14. Fines, on the other hand, are direct, but are paid to the Treasury rather than 
consumers. Figure 2 below sets out the different financial compensation and penalties over 
the last 3 years. 

 

 

 

 
 
 

 
16 Royal Mail’s proposed licence modifications, March 2006, Postcomm website (www.psc.gov.uk) 

17 C&AG’s Report, para 3.3 

18 C&AG’s Report, para 2.21 

19 Q 12 

20 Q 190 
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Figure 2: Financial compensation and penalties on Royal Mail 2003–06 

 
 

 
Description 

 
2003–04 

 
2004–05 

 
2005–06 

 
‘C’ factor 

 
Automatic revenue 
adjustment which 
reduces Royal Mail’s 
allowed revenue in the 
following year if it 
misses its service 
targets 

 
£12 million 

 
£10 million 

 
£30,000 (Royal 
Mail estimates) 

 
Retail 
compensation for 
delay 
 

 
Payments to either the 
posting or receiving 
domestic consumer 
who has experienced 
delays to relevant 
products 

 
£837,000 
 

 
£1.6 million 

 
£820,000 

 
Bulk mail 
compensation 
 

  
Payments of up to 5% 
of revenue to business 
consumers for quality 
of service failures of 
more than 1% for the 
relevant products 

 
£41.4 million 

 
£23.5 million 

 
£1.2 million 
(Royal Mail 
estimates) 

 
Fines 
 

 
Financial penalties 
imposed by Postcomm 
if it concludes that 
Royal Mail has failed 
to use “all reasonable 
endeavours” to 
prevent service quality 
failures 
 

 
£7.5 million for 
not meeting 
targets for PPI 
and Response 
Services in 
2002–03 

 
None 

 
£271, 000 for 
failing to meet 
postcode area 
targets; 
£9.62 million 
for failure to 
properly apply 
Mail Integrity 
Procedures;21 
£1million for 
breach of fair 
access 
arrangements 

 
Source: Postcomm

 
21 The Mail Integrity Code is concerned with the safety and security of the mail and sets out requirements on operators relating to 

their recruitment and training policies, disciplinary procedures, security of mail, information and reporting requirements and 
procedures for dealing with franchisees, agents or subcontractors. 
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2 The implementation of the new quality 
of service regime for Royal Mail 
15.  In implementing the performance measurement regime, Postcomm is seeking to 
balance two factors. On the one hand, it needs to impose strong incentives on Royal Mail 
to improve its performance. On the other hand, it must seek to run a proportionate 
regulatory regime, which does not overburden Royal Mail in either administrative or in 
financial terms. 

Tackling poor performance 

16. This Committee last examined the role of Postcomm in Spring 2002 and reported that 
Royal Mail’s quality of service level was poor.22 Recent figures indicate that performance 
has improved since 2002. Postcomm, who design the performance regime and implement 
the financial incentives, has played some part in that achievement.  

17. Nevertheless, Royal Mail has consistently failed to meet several of its targets. The main 
failures concern targets measuring postcode area performance. Royal Mail should deliver 
by the next day 91.5% of all first class mail between postcode areas and 92.5% of first class 
mail within postcode areas. Royal Mail has missed this target every year since the quality of 
service regime was introduced.23  

18. There are certain postcode areas within the UK which have consistently received lower 
levels of service than the rest of the country. Even while experiencing absolute 
improvements, some mail centres for the same postcode areas have appeared in the bottom 
20 performing mail centres year on year. Parts of London, in particular, have suffered 
relatively poor service in recent years. 24  

19. In April 2006, Postcomm published the results of its investigation into poor 
performance by Royal Mail in seven postcode areas. Postcomm concluded that in three 
areas of London – East, South East and West Central – Royal Mail had not used “all 
reasonable endeavours” to prevent more than 2 million letters arriving late and imposed a 
fine of £271,000. Although Postcomm investigated individual incidents of absolute failures 
of performance by Royal Mail, it has not examined why certain postcode areas consistently 
receive lower levels of service relative to other postcode areas. 

20. For Postcomm to set appropriate targets it needs to know what consumers are willing 
to pay for a higher level of service and the costs to Royal Mail of making changes to service 
levels.25 This analysis was not available to Postcomm at the time it designed the new 
performance regime. So when setting targets, it had to rely on Royal Mail’s assessment of 
what it could achieve.26 

 
22 Q 128 

23 C&AG’s Report, Figure 2 

24 C&AG’s Report, Figure 18 

25 Q 147 

26 Q 174 
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21. The National Audit Office survey showed that some groups of consumers such as those 
living in rural or suburban areas believed the value for money offered by Royal Mail to be 
lower than for other groups such as those living in urban areas.27 Postcomm has no 
information on whether certain groups actually experience worse value for money for 
services than others or why perceptions or experiences of value for money may be different 
for different groups of consumers.28 To fulfil its duty of protecting consumers, including 
vulnerable consumers, Postcomm needs access to more detailed information on the quality 
of service provided by Royal Mail to different sub-groups of consumers so that it can 
ensure inequalities of service are being addressed.  

Better Regulation 

22.  A regulatory regime should be consistent, proportionate and transparent. There are 
elements of Postcomm’s investigations into Royal Mail’s performance and subsequent fines 
which are burdensome, both for Royal Mail and for Postcomm itself. 

23. Postcomm has a process for its investigations and imposition of financial penalties, 
including timeframes in which decisions must be made in order for a penalty to be valid.29 
The investigation must assess whether Royal Mail has made “all reasonable endeavours” to 
meet its targets—a difficult test. Postcomm’s investigations can therefore be both 
administratively burdensome and lengthy.30 Its investigation into Royal Mail’s failure to 
meet any of its targets in 2003–04 took over a year to complete, which was more than the 
legal limit, and Postcomm could not have imposed a fine even if it felt that was justified.31 

24. Postcomm has not yet developed clear, transparent criteria to guide its investigations —
for example, when it should launch an investigation. At present there is no link between 
the array of financial incentives on Royal Mail and investigations32 making it difficult for 
Postcomm to balance the need to provide incentives with minimising the burden it 
imposes.  

25. Postcomm’s imposition of fines has lacked clarity and consistency. For example, the 
penalty on Royal Mail for lost mail in 2005–06 was £9.62 million.33 This level of fine is 
arrived at through a series of complex calculations which are not accessible to the vast 
majority of consumers.34 Postcomm needs to ensure it achieves the correct balance 
between financial incentives and penalties which are proportionate and meaningful.  

 
27 C&AG’s Report, Appendix 2 

28 Qq 6–7 

29 C&AG’s Report, Figure 15 

30 Q 15 

31 C&AG’s Report, para 2.27 

32 Q 153 

33 Reduced from an initial fine of £11.38 million (Postcomm press release: Postcomm confirms penalty on Royal Mail for failing to 
protect mail, Postcomm website) 

34 Q17 
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3 The role of Postcomm in introducing 
competition 
26. Postcomm has a statutory duty to introduce competition in the UK postal market. 
However, there is a risk that a competitive market could conflict with the interests of 
consumers. For example since Royal Mail is required to deliver a large part of its services at 
a uniform tariff and other operators are not, competitors could, in theory, undercut Royal 
Mail’s prices on profitable postal routes, leaving Royal Mail with a rump of less profitable 
routes. This risk would be higher if costs around the country were very divergent, and, at 
the limit, could threaten Royal Mail’s ability to finance the universal service and the 
interests of consumers.35  

27. Postcomm believes that at present Royal Mail benefits from the universal service 
requirement. Yet Postcomm does not have information on the cost of deliveries made to 
different parts of the country36 and without this information it cannot assess the 
profitability of the universal service, particularly if competition in the end-to-end market 
increases. It is commonly assumed that it costs significantly more to deliver to certain areas 
of the UK than to others, so that the universal service is funded through cross-
subsidisation. Postcomm challenge this orthodoxy, suggesting the level of cross-subsidy is 
lower than often assumed.37 But it has not presented the evidence to support this 
conclusion.  

28. Postcomm has few independent ‘triggers’ to provide a warning of possible conflicts 
between competition and consumer interests. It largely relies on Royal Mail to supply 
information on possible problems resulting from competition.38 As competition increases 
this reliance on Royal Mail could undermine Postcomm’s independence, since the 
company may exaggerate the threat from competition.  

29. Competition in the postal market has largely been in the collection and sorting of mail 
rather than delivery. Several companies have signed “access” agreements with Royal Mail, 
allowing mail they have collected and sorted to be fed into Royal Mail’s network for final 
delivery – at a profit to Royal Mail. Postcomm allowed Royal Mail and its competitors to 
negotiate these agreements on commercial terms, thereby allowing Royal Mail to charge an 
access price which covered its costs and enabled it to make a profit on delivering the ‘last 
mile’.39  

30. Postcomm has an important role in monitoring access agreements. Royal Mail’s licence 
stipulates that competitors should be allowed access to its network. In 2006, Postcomm 
imposed a £1 million fine on Royal Mail for breaching these licence conditions.40 

 
35 Q 129 

36 Qq 10, 163–164 

37 Q 9 

38 Q 138 

39 Q 154 

40 Reduced from an initial fine of £2.16 million. Postcomm press release: Postcomm proposes to vary its penalty on Royal Mail for 
securing unfair commercial advantage, Postcomm website 
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Postcomm intends to continue monitoring arrangements for the ‘access’ area of the market 
to see that the universal service is not endangered and that Royal Mail is not abusing its 
dominant position to hinder the development of competition.  
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Formal minutes 

MONDAY 27 NOVEMBER 2006 

Members present: 
 

Mr Edward Leigh, in the Chair  
 

Mr Richard Bacon 
Mr David Curry 
Mr Ian Davidson 

 Mr Austin Mitchell 
Dr John Pugh 

Mr Don Touhig 
 
Oral evidence 
Sir John Bourn KCB, Comptroller and Auditor General, was in attendance and gave oral 
evidence. 
 
Mr Marius Gallaher, Alternate Treasury Officer of Accounts, was in attendance. 
 
The Comptroller and Auditor General’s Report on Delivering successful IT-enabled 
business change (HC 33-I&II) was considered. 
 
Mr Ian Watmore, Permanent Secretary and Head of Group, Delivery and Transformation 
Group, Cabinet Office, and Mr John Oughton, Chief Executive, Office of Government 
Commerce, gave oral evidence (HC 113-i). 
 
Draft Reports 
A draft Report (Improving literacy and numeracy in schools (Northern Ireland)), proposed 
by the Chairman, brought up and read. 
 
Ordered, That the draft Report be read a second time, paragraph by paragraph. 
 
Paragraphs 1 to 19 read and agreed to. 
 
Conclusions and recommendations read and agreed to. 
 
Summary read and agreed to. 
 
Resolved, That the Report be the Second Report of the Committee to the House. 
 
Ordered, That the Chairman make the Report to the House. 
 
Ordered, That embargoed copies of the Report be made available, in accordance with the 
provisions of Standing Order No. 134. 
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Another draft Report (Collections management in the national museums and galleries of 
Northern Ireland), proposed by the Chairman, brought up and read. 
 
Ordered, That the draft Report be read a second time, paragraph by paragraph. 
 
Paragraphs 1 to 17 read and agreed to. 
 
Conclusions and recommendations read and agreed to. 
 
Summary read and agreed to. 
 
Resolved, That the Report be the Third Report of the Committee to the House. 
 
Ordered, That the Chairman make the Report to the House. 
 
Ordered, That embargoed copies of the Report be made available, in accordance with the 
provisions of Standing Order No. 134. 
 
Another draft Report (Gas distribution networks: Ofgem’s role in their sale, restructuring 
and future regulation), proposed by the Chairman, brought up and read. 
 
Ordered, That the draft Report be read a second time, paragraph by paragraph. 
 
Paragraphs 1 to 39 read and agreed to. 
 
Conclusions and recommendations read and agreed to. 
 
Summary read and agreed to. 
 
Resolved, That the Report be the Fourth Report of the Committee to the House. 
 
Ordered, That the Chairman make the Report to the House. 
 
Ordered, That embargoed copies of the Report be made available, in accordance with the 
provisions of Standing Order No. 134.  
 
Another draft Report (Postcomm and the quality of mail services), proposed by the 
Chairman, brought up and read. 
 
Ordered, That the draft Report be read a second time, paragraph by paragraph. 
 
Paragraphs 1 to 30 read and agreed to. 
 
Conclusions and recommendations read and agreed to. 
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Summary read and agreed to. 
 
Resolved, That the Report be the Fifth Report of the Committee to the House. 
 
Ordered, That the Chairman make the Report to the House. 
 
Ordered, That embargoed copies of the Report be made available, in accordance with the 
provisions of Standing Order No. 134.  
 
Another draft Report (Gaining and retaining a job: the Department for Work and 
Pensions’ support for disabled people), proposed by the Chairman, brought up and read. 
 
Ordered, That the draft Report be read a second time, paragraph by paragraph. 
 
Paragraphs 1 to 28 read and agreed to. 
 
Conclusions and recommendations read and agreed to. 
 
Summary read and agreed to. 
 
Resolved, That the Report be the Sixth Report of the Committee to the House. 
 
Ordered, That the Chairman make the Report to the House. 
 
Ordered, That embargoed copies of the Report be made available, in accordance with the 
provisions of Standing Order No. 134.  
 
Spring programme 
The Committee considered this matter. 
 

[Adjourned until Wednesday 29 November at 3.30 pm. 
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Committee of Public Accounts: Evidence Ev 1

Oral evidence

Taken before the Committee of Public Accounts

on Monday 12 June 2006

Members present:

Mr Edward Leigh, in the Chair

Mr Richard Bacon Mr Sadiq Khan
Annette Brooke Mr Austin Mitchell
Greg Clark Kitty Ussher
Helen Goodman Mr Alan Williams

Mr Tim Burr, Deputy Comptroller and Auditor General, National Audit OYce, was in attendance.

Ms Paula Diggle, Treasury OYcer of Accounts, HM Treasury, was in attendance.

REPORT BY THE COMPTROLLER AND AUDITOR GENERAL

RE-OPENING THE POST: POSTCOMM AND THE QUALITY OF MAIL SERVICES (HC 944)

Witnesses: Ms Sarah Chambers, Chief Executive, Mr Richard Moriarty, Deputy Chief Executive and
Ms Fran Gillon, Customer Protection Director, Postal Services Commission (Postcomm), gave evidence.

Q1 Chairman: Good afternoon and welcome to the
Committee of Public Accounts where today we are
considering the Comptroller and Auditor General’s
Report on the quality of postal services. We
welcome Sarah Chambers, who is the Chief
Executive of Postcomm, the postal services
regulator. Would you like to introduce your
colleagues please?
Ms Chambers: I have my Deputy Chief Executive
Richard Moriarty and my Director of Customer
Protection Fran Gillon.

Q2 Chairman: Could we start by looking at the
performance of Royal Mail at the national level?
This is dealt with briefly in paragraph 2.12 on page
18. Would it be a fair description to say that you
have managed to improve Royal Mail’s
performance, but only because you have moved the
goalposts by having later delivery and collection?
Ms Chambers: We have not moved any goalposts
because there never were any targets in the licence
for delivery times and collection times. It is certainly
true that Royal Mail have, over the last few years,
changed their practice on collection times and
delivery times.

Q3 Chairman: That is rather a disingenuous
argument. The facts were that you allowed Royal
Mail to strip away huge amounts of their costs. The
consumer has not benefited and it is not surprising
they are meeting delivery targets if they have to
deliver a much easier service to the public. That is
true is it not?
Ms Chambers: It is true that they have introduced a
system which is much more eYcient because there
are lower costs.

Q4 Chairman: It may be more eYcient, but it is later
collection and delivery. That may be better for the
profits of Royal Mail but is it more convenient for
the public?
Ms Chambers: It is earlier collection that is the
problem for customers and later delivery. At the
time that they made the change, if you remember,
Royal Mail were making very substantial losses,
they were in deep trouble, they had quality of service
problems that were bad and getting worse.
Everybody accepted that changes had to be made.
Those changes were not going to be easy. They
certainly were not easy and the transition was very
hard indeed. We do regret that there are some
customers for whom these changes have made a
significant diVerence. Over the next year or so we are
going to be researching what it is that customers
really want in terms of delivery times and collection
times. We shall also be monitoring Royal Mail’s
performance in this regard very closely. If it turns
out that how Royal Mail are performing in this
respect is deeply out of tune with what customers
want, then we shall have to consider what needs to
be done about it. It is not our job to micro-manage
Royal Mail in every aspect of their performance; this
never had been part of the licence condition, part of
the target regime, and we do not like to act suddenly
on every change that Royal Mail make and always
impose yet another target and yet another target and
yet another target unless and until we have
demonstrable proof that this is what customers
want.

Q5 Chairman: Shall we look at Royal Mail’s
performance at postcode level and paragraph 2.27
on page 21? This is in the context of Royal Mail
making profits of £537 million. You issued a fine of
£271,000 for inadequate service. Do you think that
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to impose a fine of £271,000 is adequate incentive to
change the behaviour of an organisation which is
making a profit of £537 million?
Ms Chambers: Putting it into perspective, the
£271,000 penalty was only in respect of poor
performance in the three worst performing postcode
areas. It was calculated on the basis of the loss that
could reasonably be imputed to what customers in
those areas lost as a result of that bad performance;
it was calculated on a reasonably scientific basis. A
figure of that sort is obviously not, of itself, going to
make any substantial diVerence to the profits of
Royal Mail, but the very fact that we have imposed
a penalty and that it is public that we have imposed
a penalty does make quite a considerable diVerence
to the way that Royal Mail reacts and how it
responds in future. There is no doubt, ever since we
started our investigations, certainly since we made it
clear that we thought that a penalty was
appropriate, that Royal Mail really have changed
their behaviour and the latest figures for postcode
area performance from Royal Mail are really very
good indeed, very substantially better than they were
in previous years. We are hopeful that actually our
actions have made quite a considerable diVerence.

Q6 Chairman: Let us look at what the public think
then. Shall we look at appendix two, “Results of the
National Audit OYce survey of domestic users of
the postal services” on page 38? Why do those living
in rural and suburban areas think they getting worse
value for money according to this survey?
Ms Chambers: The short answer is that I do not
know why they think that.

Q7 Chairman: Perhaps it is because they are getting
worse value for money.

Ms Chambers: Well perhaps they are.

Q8 Chairman: Perhaps they are, or are they?
Ms Chambers: We need to look at when this survey
was taking place and what had happened in the
previous years. There is no doubt that there had been
a severe deterioration in performance in the year or
two before this survey and what customers were
responding to was some fairly recent experience of
pretty abysmal performance by Royal Mail; there is
no doubt that that is the case. It is only the very latest
figures, figures which have actually come out since
this survey happened, which show that the
improvement which had already just started has now
been improved and sustained. Our job now is to
make sure that that really is sustained in the future,
so that the next survey shows that customers
actually do feel more satisfied than they do at the
moment.

Q9 Chairman: The trouble with Royal Mail is that it
has always, quite rightly, had a universal delivery. It
has always cost the same to deliver and collect in
rural areas, even deep rural areas, as in urban areas.
It has always therefore been a giant cross-subsidy
exercise to benefit rural areas and provide a service.
As you are introducing more competition, do you

seriously think that you can maintain the quality of
service in rural areas? It is obviously far cheaper and
more economic to deliver in urban areas than in
rural areas.
Ms Chambers: That is not actually entirely clear and
there is no actual evidence for that. There is some
evidence that in some urban areas it is particularly
diYcult for Royal Mail to deliver, so it is not as
simple as the rural urban split that you have
suggested. If you look at quality of service figures
across postcode areas in the past, you will find that
Royal Mail have had more diYculty keeping up a
decent quality of service in London and some of the
other urban areas than they have in rural areas. It is
not clear that there is a giant cross-subsidy, as you
suggest; I am sure there are some cross-subsidies.
Inevitably when you have a delivery across a whole
country there are bound to be some areas which are
cheaper than others in which both to collect and
deliver. That is true in other industries and even
without a universal service obligation with a
uniform tariV quite a lot of companies choose to
have a common price for things across the country.
Certainly there is not any evidence to suggest that
there is a huge cross-subsidy. The evidence that there
is so far suggests that competition of itself gives us
no reason to think that that cross-subsidy is going to
be either made worse or made more diYcult to
finance.

Q10 Chairman: As a matter of interest, what is the
diVerence say in the cost of delivering a letter to
central London and delivering a letter in the Western
Isles for instance? Do you have a rough idea? Is it a
half, a quarter? What is it?
Ms Chambers: We do not have any figures that we
should be happy to give to the Committee. That
research has not yet been done.

Q11 Chairman: That research has not been done? I
should have thought it was fairly crucial, is it not?
Ms Chambers: Given that the Postal Service Act
requires there to be a uniform tariV, that is the basis
on which we start. Even if it became clear that the
costs were dramatically non-reflective of that, there
is not a lot we could do about it because it is the Act
of Parliament.
Mr Moriarty: On your point about competition and
the USO (Universal Service Obligation) being in
tension, the one thing we have witnessed in the last
three years since the market was open to competition
is that the main form of competition is using Royal
Mail’s access arrangements. Of the market share
that Royal Mail have lost, nearly all of it is using its
downstream access model and that is good for Royal
Mail because it gets to keep the volume over the
labour-intensive part of its network which is in
delivery. Fairly few people are actually building
alternative delivery networks in competition to
Royal Mail.

Q12 Chairman: Can we look at this performance
measurement system mentioned in paragraphs 2.22
and 2.24 on page 20? Perhaps you could explain to
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us how the C factor works. It is quite complex and
diYcult to understand. Why do we have to have such
a complex arrangement for delivering penalties?
Mr Moriarty: The C factor eVectively is a revenue
adjustment. If Royal Mail does not meet its quality
of service targets, if it fails to deliver what customers
have paid for, prices in the price control are adjusted
to reflect that. The reason it is complicated is because
we cannot pay direct compensation back to these
customers because the customers who are in the C
factor scheme tend to be residential users rather than
bulk mailers. With bulk mailers it is very easy to give
them compensation because they have their
accounts, they have their invoices and Royal Mail
knows who they are. It is much more diYcult with
social users.

Q13 Chairman: Is it true that the worse they do, the
better the Treasury does? If the worse they do, the
more penalties you impose, then the better the
Treasury does because the consumer does not
benefit but the Treasury does.
Ms Chambers: The C factor has nothing to do with
the Treasury. It is not a penalty as such; it does not
follow an investigation. It is an automatic
adjustment to prices the following year that comes in
if Royal Mail’s performance falls below a certain
level in the previous year. It is not a penalty; it does
not go to the Treasury, it goes straight back to
customers, those customers who have suVered from
poor service.

Q14 Chairman: Can you look at paragraph 2.27
please on page 21? Is it right that Royal Mail missed
all their targets in 2003–04?
Ms Chambers: They did, yes.

Q15 Chairman: Why did you not fine them and why
did your investigation take a whole year?
Ms Chambers: Our investigation took a whole year
because this was a particularly complex and diYcult
series of events to track. It was not diYcult for us to
establish that the service was unacceptable; the
service clearly was unacceptable. What was much
more diYcult was to provide proof, and we did have
to have proof, that Royal Mail had not met this
standard of all reasonable endeavours. We
mentioned before that they were going through a
very substantial change programme at the time. It
was a change programme which was absolutely
essential if Royal Mail were going to survive and to
continue to provide the universal service and
nobody doubted that that needed to be done and
they did not doubt that it was diYcult either. We had
to spend quite a considerable amount of time with
Royal Mail, working out what happened, why it
went wrong, what Royal Mail management were
doing at the time, were doing in anticipation to try
to prevent the problems and, when the problems did
arise, what they were doing to make them better.
Over the course of that period, we did establish that
they had made very considerable eVorts to put things
right as soon as they did start to go wrong. By the
end of the period, it was quite clear that performance
was improving quite dramatically. It was also very

clear to us that management had 100% of their
minds set on improving that performance further
and sustaining it and we felt that it would not be in
the public interest, it would not be in the interests of
proportionate regulation to continue. We only
impose a penalty if we think there is a point in doing
so and there was no point in doing so by the end
because it was quite clear that Royal Mail’s
management had changed, they were on the case and
improvements in service were really in train.

Q16 Chairman: It does not really say a great deal for
your organisation. Does your organisation actually
serve any point?
Ms Chambers: I think that if we had not been there,
these improvements would not have happened. You
will know that there are other cases where we have
decided that reasonable endeavours were not made
as much as they should have been and we have
proposed penalties and that has done even more to
make Royal Mail change their behaviour. If you
think it is all right for Royal Mail to continue to fail
in their mail integrity, to continue losing mail, that
they do not need a regulator to stop that happening,
then maybe there should not be a Postcomm. We
believe that our presence there and our ability to
investigate, the way we discuss things with them very
regularly, very toughly at times, do make a
considerable diVerence to customers. We believe
that our actions in promoting competition have
made even more diVerence.

Q17 Mr Williams: Following on what the Chairman
has just asked in relation to paragraph 2.27, and he
referred to the £271,000 fine for poor quality, in
brackets below it points out that there was a penalty
for lost mail of £11.38 million, 44 times as much.
How did you arrive at that figure?
Ms Chambers: The £11.38 million figure was arrived
at through a fairly complex set of calculations. It was
based in that year on 15 million items of mail having
been lost.

Q18 Mr Williams: Is that an estimate, a guestimate
or an accurate figure?
Ms Chambers: I would say that it is an estimate. It
is neither a guestimate nor an accurate figure but it
would be wrong to suggest that it was absolutely
accurate. The thing about lost mail is that you do not
know what you have not had, so it is almost
impossible to know to any fine degree that it is
absolutely the right figure. It is the amount that
Royal Mail think went missing. That was the point
we started from, then we had to calculate what that
loss meant to customers and there were various
adjustments. It is all set out in the document that we
published when we put out a report on it.

Q19 Mr Williams: I do not remember the figure but
15 million must mean that over half the households
in Britain theoretically had an item of mail lost;
more than that probably.
Ms Chambers: That may well be true, but, putting it
into perspective, and I do not want to make light of
the issue—
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Q20 Mr Williams: That is putting it into perspective.
Ms Chambers: The perspective is one that we take
extremely seriously which is why this penalty is so
large. Just to be fair to Royal Mail, one has to
remember that every year 20 billion items, 80 million
items a night, are posted, so it is still about 0.07% of
all items posted but it is still far too many.

Q21 Mr Williams: The non-recipients could end up
possibly finding that final demands have been
ignored and they could end up in court without
being able to prove that they never received the
demand.
Ms Chambers: Absolutely; it is very serious indeed.
This is one of the most serious things that a mail
operator can do.

Q22 Mr Williams: So where does the customer stand
in that situation? Take the example I have given, if
someone is sent a final demand, does not receive the
final demand, then receives notification of court
proceedings and so on, they cannot really prove they
have not received it, can they?
Ms Chambers: It can be very diYcult. Compensation
schemes are in place and, if I may, I shall ask Ms
Gillon to explain them.
Ms Gillon: Yes, it certainly is diYcult to prove that.
Royal Mail does have a compensation scheme for
lost and damaged mail that does compensate users.
We have some concerns about that and in order to
strengthen the consumer protection angle of those
schemes—

Q23 Mr Williams: But what is the compensation
linked to? There must be grades of suVering
obviously. If it is something which ends up in a court
case, you clearly have suVered very considerably
through no fault of your own. Is it related to the
consequence or is it just related to the cost of a
stamp, as some of the schemes apparently are?
Ms Gillon: Some of them are.

Q24 Mr Williams: Tell us what they mean?
Ms Gillon: I do not have all the details in front of me,
but one of the things that we are doing later next
month is going to consult on what should be in those
lost and damaged schemes to ensure that they do
properly compensate customers for the eVect of
lost mail.

Q25 Mr Williams: Do you mean that after all this
time you do not know how the compensation is
arrived at?
Ms Gillon: Royal Mail looks at each case on a case-
by-case basis and its schemes are set out in quite
some detail. They are complicated to understand
and we want to make it simpler for customers to
understand them and more straightforward for
customers to get compensation when mail is lost.

Q26 Mr Williams: It sounds to me as though we
should have an organisation monitoring Postcomm.
Are you seriously suggesting that there should not be
some attempt and there should not have been long

ago some attempt to establish a relationship between
the damage and the compensation rather than
something absolutely arbitrary?
Mr Moriarty: We did some market research for the
last pricing settlement using people like MORI to
ascertain customer needs and work out their value of
loss and things like that. Generally speaking Royal
Mail will oVer a book of stamps, but it is at their
discretion and there is nothing for consequential
loss. If you lose a lawyer’s letter or anything like
that, you cannot charge that against Royal Mail.

Q27 Mr Williams: So for many of the things they get
away scot-free.
Mr Moriarty: This is similar to other utilities,
particularly railways. There is no compensation
scheme for consequential loss. If you miss a meeting
for instance when your train is late, you cannot sue
the railway for loss of earnings or anything like that.

Q28 Mr Williams: Has any investigation been done
into finding a better way of compensating or is it just
“That’s the way it’s always been done, so it’s the way
it will always continue” whether it is relevant or
irrelevant?
Mr Moriarty: What we have to do is attack the
problem at source, which is to get Royal Mail to lose
fewer letters per year.

Q29 Mr Williams: That is not a bad idea, but in the
meantime they are losing letters, people are suVering
as a result of it, now they actually deserve some
attention. It was 15 million; it may have improved.
What is your latest estimate of the number lost?
Ms Chambers: We do not yet have the figures. The
figures come from Royal Mail and we do not yet
have their figures for the year that has just finished.

Q30 Mr Williams: So the 15 million was for which
year?
Ms Chambers: That was for the previous year,
2004–05.

Q31 Mr Williams: Was there a trend? What has been
the trend over the years?
Ms Chambers: It was worse than the year before.1 It
has not been a steadily deteriorating trend and there
have been years when it has been even worse,
probably before Postcomm even came into being.
We tried to do some international benchmarking to
see whether we are considerably worse or not
compared with other countries around Europe, but
actually it is almost impossible to get any figures
from elsewhere in Europe, so we could not find that.

Q32 Mr Williams: It is almost impossible to prove
that a letter has been lost, is it not?
Ms Chambers: In most cases that is absolutely right,
which is why you had the right term when you said
these statistics are estimates. We cannot say with
certainty that it was 15 million and in any specific

1 Note by witness: Postcomm would like to clarify that Royal
Mail has told Postcomm that the total estimated number of
postal packets lost, stolen, damaged or unlawfully interfered
with in 2004–05 was about 5% lower than 2003–04.
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case it is very diYcult to know if the letter really was
lost or maybe was misaddressed, which was not the
fault of Royal Mail.

Q33 Mr Williams: We use the term “lost”. Lost can
have a wide area of coverage. I remember over 10
years ago when we were looking into the Royal Mail,
the mailbag was the target and we went into closed
session to have explained to us precisely why that
was the case. Of the lost, is there any estimate within
the estimate of those which have not been
accidentally lost but have actually been stolen?
Mr Moriarty: We do know from the Report done by
the National Audit OYce that the majority of lost
items are misdelivered, but we do not know how
many are stolen per se.

Q34 Mr Williams: If you know the majority, is it a
big majority or a small majority? Is it 75%, is it 80%?
It should be possible to work out some sort of figure?
Ms Chambers: Yes, we have some figures; we could
probably let you have a note on that. Again, they are
estimates rather than very accurate figures, but we
could let you have a note on that if you would find
that useful.2

Q35 Mr Williams: Have you been able to identify
particular targets amongst those which have been
nefariously lost? Take something like a premium
bond, if you are lucky enough to win £50 on your
premium bond, when the envelope comes you look
at the back and you know exactly who it is from; it
does not have to say it, it always carries the same
label and so on. Is there targeted mail?
Ms Chambers: This is the sort of thing that is covered
and is rightly covered by Royal Mail’s procedures in
trying to prevent loss in the first place. It has all sorts
of procedures for making sure that where there are
targets and areas of potential diYculty they look
after them particularly carefully. It was precisely
because they were not applying their own
procedures as thoroughly as they should have been
that we found that they had fallen down on their
duty to take all reasonable endeavours. Quite
frankly, this business about how to target action
against theft and loss involves detailed matters
which are rightly the responsibility of Royal Mail
management. We just have to make sure that they
are applying those procedures correctly.

2 Note by witness: Royal Mail has told Postcomm that in
2004–05 an estimated 15.33 million items were lost, stolen,
damaged or unlawfully interfered with. Of this,
approximately 13 million items were lost, of which 7.5
million items were mis-delivered. Royal Mail has told
Postcomm that in 2004–05 an estimated 1.24 million items
were stolen. Of this, around 82% was due to external theft
such as criminals targeting Royal Mail vans, stealing bags of
mail, attacking delivery oYcers, burglaries and fraudulent
redirections. Royal Mail estimates that of the total number
of items stolen around 226,000 were stolen by Royal Mail
employees.

Q36 Mr Williams: One final question, back to the
compensation. Do you have any meaningful
intention of trying to find a more appropriate
method of working out what compensation is
received?
Ms Chambers: It depends what you mean by
appropriate. We have not yet reached a view on
whether consequential loss to receiving customers of
mail that was sent to them should be compensated
for. That would be a completely new principle which
has never been adopted before. If we were to
introduce that into the regime, that would make a
substantial diVerence in, if you like, the “contract”
between Royal Mail and customers. We have not
expressed any intention to do that and we could not
do that without a very significant consultation
exercise and without analysing what the costs, and
they would be very significant costs, would be and
who was going to pay for them.
Mr Williams: And blow the consumer.

Q37 Greg Clark: Would you say that Postcomm is
an eVective organisation?
Ms Chambers: I should like to think so.

Q38 Greg Clark: How many people do you employ?
Ms Chambers: We have 57 staV at the moment.

Q39 Greg Clark: You have a turnover of about £10
million, do you not?
Ms Chambers: £10.2 million costs, yes.

Q40 Greg Clark: And another £10 million for
Postwatch. Do you have any responsibility for
Postwatch itself?
Ms Chambers: No, we do not. They are a completely
independent body with completely diVerent
functions.

Q41 Greg Clark: Do they advise you, help you do
your work?
Ms Chambers: No, not as such. Their responsibility
is to deal with customer complaints in so far as they
are not dealt with by the mail operators themselves
and to lobby on behalf of the customer, to act as the
voice of the customer. We do, of course, talk to them
quite a lot.

Q42 Greg Clark: What is your role? What is the role
of Postcomm?
Ms Chambers: We have a very specific set of
statutory duties and functions. The first of our
duties, our primary duty, is to ensure that the
universal service is maintained. Secondly, we have a
duty to promote the interests of customers,
including vulnerable groups, wherever appropriate
through the promotion of eVective competition.
Then there is a set of functions about licensing and
compliance and so on.

Q43 Greg Clark: You do have a competition
function, do you not?
Ms Chambers: As part of the duty to promote the
interests of customers, we are supposed to do that
through competition.
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Q44 Greg Clark: Just looking at the Report, turning
to page 15, paragraph 2.2, it talks about this
performance regime and it says “. . . a performance
regime can serve as a proxy for competition. A
performance measurement system, linking quality
of service targets and financial incentives, is needed
because Royal Mail could otherwise improve its
financial position by reducing its quality of service”.
That is a good NAO way of encapsulating the role,
is it not?
Ms Chambers: Yes; part of our role.

Q45 Greg Clark: It also says on page 18 “Royal Mail
is delivering post later in the day now than when
regulation was introduced”. So in what way has that
improved the quality of service?
Ms Chambers: It is, in some areas, delivering later in
the day, but for many customers that makes not one
jot of diVerence. For some customers it does and we
need to be worried about that.

Q46 Greg Clark: So it is a reduction in the quality of
service for some customers.
Ms Chambers: In terms of the actual time of
delivery, that may be a reduction in service to some
customers, but in other areas they have very clearly
improved.

Q47 Greg Clark: I am just interested in that area.
Ms Chambers: But that is only one. What customers
want more than anything else is reliability. They
want the letters to get there.

Q48 Greg Clark: So businesses do not care that post
arrives at 12 noon rather than at nine in the morning.
Ms Chambers: They do care.

Q49 Greg Clark: They do care. My constituents care
about this.
Ms Chambers: They do care and some care more
than others; some care very much indeed.

Q50 Greg Clark: Do you care?
Ms Chambers: Of course we care, but we also care
that letters get their safely, they do not get lost, they
get delivered to the right addresses and we want
them to get there within the correct number of days.

Q51 Greg Clark: But you have allowed them to be
delivered later in the day, yet you say that you care
about it and certainly our constituents care about it.
Why have you allowed that to happen when your
responsibility is to prevent Royal Mail improving its
financial position by reducing its quality of service?
Ms Chambers: Overall I do not believe they have
reduced their quality of service. It is one thing to
deliver letters an hour later every day, but it is
another thing altogether if the letter gets there days
late. What was happening a few years ago was that
they were getting there several days late.

Q52 Greg Clark: That is slightly disingenuous, is it
not? It is not just an hour later. The second post has
been abolished, has it not?

Ms Chambers: There is now only one delivery a day.
The thing that matters to customers—

Q53 Greg Clark: One delivery a day. You tried to tell
the Committee that this was a matter of an hour later
each day. Despite your obligation to stop the Royal
Mail improving its financial position by reducing its
quality of service, you have presided over the
abolition of the second post, yet you say you are an
eVective organisation.
Ms Chambers: Royal Mail have changed from two
daily deliveries a day, which was extremely costly
and also turned out to be very unreliable so post
often arrived days late, to a single daily delivery
system.
Mr Moriarty: Representations we have had from
businesses, but also from Postwatch, suggest that
people on the whole do not mind getting their post
later—on the whole—but that what really concerns
them is erratic delivery. What they do not want is
sometimes at nine, sometimes at ten, sometimes at
11.

Q54 Greg Clark: We have very high standards from
a regulator here, do we not, that if we have a problem
with erratic delivery, the best thing to do is abolish
deliveries? It is a very interesting solution to the
problem and creative in its own way.
Ms Chambers: They never had a target to do two
deliveries a day and actually no customers were
particularly interested in having two deliveries a day.

Q55 Greg Clark: Well perhaps they should have had
a target.
Ms Chambers: You may think that.

Q56 Greg Clark: Did you consider giving them a
target?
Ms Chambers: We asked customers what they
wanted. We continually ask customers what they
want.

Q57 Greg Clark: And they just wanted one post
rather than two.
Ms Chambers: They do not really care whether there
is one or two. They do care about the time, but they
care even more that the letters get there.

Q58 Greg Clark: I do not quite see the connection
between the two, but we do not have time to have a
seminar on this.
Ms Chambers: There is a connection.

Q59 Greg Clark: Looking at the fines, you answered
the Chairman’s question that in 2003–04, they
missed all the targets but you did not impose any fine
and the reason you told the NAO that you did not
do this was because you believed the circumstances
were a one-oV occurrence. That is correct, is it not?
Ms Chambers: Yes, that is correct. It was their very
significant change management programme.

Q60 Greg Clark: It was a one-oV. A one-oV means
it does not happen again and yet we see the very next
year they missed their benchmark target of 1st class
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delivery yet again and in fact they only got four out
of 15. So far from it being a one-oV occurrence as
you accepted, that was a faulty judgment, was it not?
Ms Chambers: We did not mean by one-oV that they
would never miss any of their targets ever again; it
would be a lovely world if that were the case and it
would be in trains and in all other regulatory
regimes.

Q61 Greg Clark: Is the 1st class delivery target their
flagship target?
Ms Chambers: No, these targets are all equally
important. First class is not necessarily more
important than any of the others; they are all
important.

Q62 Greg Clark: They are all equally important.
Ms Chambers: What matters to us, when we were
talking about one-oV, is that it is terribly important
that Royal Mail are seen to be going in the right
direction and going in the right direction as quickly
as they possibly can and that they are then in a
position and with a will to sustain that so that
customers now and next year and the year after that
get a much better service than they did in those bad
times in 2003–04. We think that is indeed what is
happening.

Q63 Greg Clark: When it comes to setting these
targets and if the Royal Mail miss them, does that
aVect your remuneration and that of your
colleagues? Do you get bonuses?
Ms Chambers: We get extremely small bonuses in
line with those of the Civil Service and they are
linked to the objectives which are laid out in our
forward work plan.

Q64 Greg Clark: So when you said that the failure
to meet the targets would not reoccur and that was
wrong, did you have a reduction in your bonus?
Ms Chambers: We never said that there would be no
reoccurrence of failure to meet targets. What we
said was—

Q65 Greg Clark: But presumably that was why you
waived the penalty?
Ms Chambers: No. We waived the penalty because
we were convinced, and it took Royal Mail quite a
while to convince us but we were convinced, that
what they had done was to make a substantial and
we thought permanent change in the way they were
managing their business and the focus that they were
putting on quality of service and I believe that has
been vindicated.

Q66 Greg Clark: Can we look then at the new targets
you are setting and turn to page 29, paragraph 3.6?
It is a comic masterpiece, I must say. Let us look at
the correct delivery target. “Postcomm has proposed
a correct delivery target for the 2006 Price Control.
The target covers mail that has been delivered to
both the wrong address and the wrong person.
Postcomm has not proposed a target for mail that

has been lost completely”. Is that not something that
people might be rather concerned about, if it has
been lost completely?
Ms Chambers: The reason for that, which it then
goes on to explain, is the reason that I was explaining
to your colleague, which is that mail which is lost
completely is almost impossible to trace. For mail
which is misdelivered and which one knows has been
misdelivered you have the evidence.

Q67 Greg Clark: It is not very imaginative.
Ms Chambers: We can guess; we could imagine how
much mail has been lost.

Q68 Greg Clark: It may be the case that for the
compensation of an individual person it is diYcult to
prove this, but there is survey work, in fact you do
surveys for the on-time delivery, do you not? You
could do a national survey of mail that is lost and
you could have a figure from that. Surely as a
regulator that is precisely your function to come up
with these things, not just to say this cannot be
measured.
Ms Chambers: Given that the amount of mail that is
lost is somewhere in the region of 0.07% of all mail
that is sent and probably much less than that now, it
would have to be an enormous survey to be able to
do that. It could be done. It is the sort of thing that
we could contemplate doing. We have been
concentrating instead on trying to make sure that
lost mail is reduced and that Royal Mail implement
the procedures which they said they were
implementing. We believe that is now happening.
We are concentrating on making sure that as little
mail gets lost as possible.

Q69 Greg Clark: On the target for delivery times,
here again is bizarre thing, “Targets are not
proposed for collection and delivery times. But
Postcomm has proposed that Royal Mail publishes
the percentage of deliveries completed by their target
delivery time each day”. In other words, if Royal
Mail wanted to, they could set a delivery target of
eight o’clock in the evening, meet it 100% of the time
and you would give them a pat on the back from
your own proposed target. That is correct, is it not?
Ms Chambers: We certainly should not give them a
pat on the back. Could I ask Ms Gillon to explain
what our proposals are and why we believe that they
are in accordance with the principles of better
regulation?

Q70 Greg Clark: We do not have time to go into
that. My time is up, but I have to say that so far, far
from being a fierce watchdog, the organisation
seems like a squeaking poodle.
Ms Chambers: There is always more that we can do.
We could impose 150 targets if we wanted to. We do
not believe that that would be proportionate. There
has to be a time when we let Royal Mail manage the
business themselves and we have to focus on the
targets which we believe customers feel most
seriously about. If we feel that they would like us to
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focus on getting the Royal Mail to stop losing the
mail rather than measuring it, that is what we shall
do.

Q71 Mr Mitchell: You said earlier that you thought
the improvement in service was due to your eVorts.
Surely that is a claim which is impossible to make.
Ms Chambers: If I said that, I apologise.

Q72 Mr Mitchell: You came in at a time when the
service was at a nadir because of the way it had been
used as a milch-cow by Government, improvement
was already taking place, you came in and now you
claim credit for it.
Ms Chambers: If I really did say that Royal Mail’s
improvement was all down to us, I apologise because
I did not mean to say that.

Q73 Mr Mitchell: Even to claim credit is an
exaggeration.
Ms Chambers: The question I was answering was
whether there was any point in Postcomm existing.
I think I was trying to make the point that as a
regulator with targets and with a licence and with
licence conditions that we do enforce, we feel we
make a diVerence to Royal Mail’s behaviour.
Ultimately Royal Mail’s performance is down to
Royal Mail’s management and staV, encouraged as
appropriate by us. I should not want to make a claim
that their improvement is down to us; of course is
not, it is down to them.

Q74 Mr Mitchell: Royal Mail could well claim that
it would have happened anyway, could they not?
Ms Chambers: Yes, they could.

Q75 Mr Mitchell: Any self-respecting business
would have done that.
Ms Chambers: They had not done it before we came
along, but yes, they could.

Q76 Mr Mitchell: They were at a nadir at that point.
Ms Chambers: They could say that.

Q77 Mr Mitchell: At that moment you then come in
obsessed with an ideology, the ideology of
competition. Your first and basic requirement is to
maintain the universal service and secondly to
protect the consumer. Competition does not play
any part in either and yet you have gone on and on
about competition.
Ms Chambers: I do not believe we have gone on and
on about competition, neither do I think that
competition has nothing to do with promoting the
interests of the consumer. We promote competition
in accordance with our duties under the Act because
it is one of the means, and we believe one of the best
means, of actually promoting the interests of the
customer, particularly in the longer term. That is
what the Act asks us to do and that is what we have
been doing.

Q78 Mr Mitchell: To a functional organisation
competition could be damaging if it has a
requirement for a universal service and it is going to
allow competitors to come in and skim the cream.
Ms Chambers: We do not believe that that is what
the eVect of competition is and if you look at the
evidence—

Q79 Mr Mitchell: Have you tried to ensure that
competitors do not skim the cream.
Ms Chambers: What we do all the time is to ensure
that competition does not endanger the universal
service.
Mr Moriarty: The cream, as you put it, is the bulk
mail market which opened in 2003 and since then
competitors have had a hard task in skimming it.
Nearly all of the competition that we have witnessed
is actually working in partnership with Royal Mail.
Competitors collect the mail from customers, they
do fancy things with it, barcode it, sort it, track it and
then they hand it over to the postman or postwoman
for the last-mile delivery at a profit for Royal Mail.
That is the form of competition that we are seeing in
this market.

Q80 Mr Mitchell: Why is that advantageous to
Royal Mail? It could have done those things,
franking them and baling them, itself, could it not
and added profit to itself?
Mr Moriarty: It could have done, but I very much
doubt it would have introduced new technologies
and new ways of doing things, oVering customers
new services that they have not had before, if it were
not for the spur of competition and that is not just
me saying that, Allan Leighton is on record as saying
that Royal Mail would not have done that if it were
not for the spur of competition.

Q81 Mr Mitchell: Can you give us an example of the
benefits consumers have had through competition?
Is competition working to improve the service for
consumers?
Mr Moriarty: Believe it or not, a lot of businesses
were crying out for later collection times. Maybe
they wanted to work on something all day and they
did not want to put it in the post at 3pm, they wanted
until 6pm. One thing competitors have done with
flexible business models is oVer later collection
times. They also oVer tracking services, so they
know where in the pipeline and where in the network
those letters are, so if it does go wrong, new
technologies are in place to spot where the problems
are occurring. That would not have happened but
for the spur of competition.

Q82 Mr Mitchell: They know where in the private
sector it is, but they do not necessarily know once it
gets to Royal Mail where it is.
Mr Moriarty: But Royal Mail is raising its game.
Royal Mail has investment plans, it has new
products coming on stream; it is now starting to
think in ways that frankly it was not thinking about
three years ago.
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Q83 Mr Mitchell: Again, any self-respecting
organisation concerned for its own eYciency would
have done much of this. What examples do you have
of new services which the Royal Mail would not
have introduced but which have been forced on it?
Mr Moriarty: Royal Mail is introducing new
products for some of its largest customers. A lot of
them have value-added features; maybe they are
more secure so they go through a network and they
are signed for along the way.

Q84 Mr Mitchell: In my experience Royal Mail was
doing that already.
Mr Moriarty: But not in the same way.

Q85 Mr Mitchell: Not on the same scale perhaps,
but it was certainly doing it.
Ms Chambers: The whole point is that it was not
doing them. Customers had been crying out for
years for these later collection times, for diVerent
sorts of service; they maybe did not want a three-day
service or a one-day service, they wanted a two-day
service and it was only when the new competitors
came in that suddenly these things became possible.
It is not that it is magic and it is not that the
technology is terribly complicated, but, for whatever
reason, Royal Mail, when it was a monopoly, was
not oVering or even proposing to oVer these things.
These things now are on oVer and if you look at the
surveys that we do of business customers, they are
absolutely adamant that competition is bringing
them benefits that they have never seen before and
they want to see more of it. You may not think it is
making any diVerence, but customers out there
think it is.

Q86 Mr Mitchell: I do not think it makes a big
diVerence in a place like Grimsby, in smaller places;
it might in big cities but I do not know. Any self-
respecting organisation wanting to serve its
customers is going to provide later collections in the
way that the customer is demanding as soon as it is
able to. I do not see that is necessarily due to the
pressure of competition.
Ms Chambers: It was not happening before there
was any pressure for competition. That is all I can
say. Despite all the demands, it was not happening.

Q87 Mr Mitchell: Why did you decide to liberalise
the situation fully ahead of the European Union’s
timetable?
Ms Chambers: In order to make sure that the
benefits of competition, which we see and which our
customers tell us that they see, were going to be
available as widely as possible, not just to large
business customers who were already seeing them.
Mr Moriarty: This was a decision which was actually
supported by Royal Mail. Royal Mail issued a press
release saying they were ready for a fair fight; a
complete change of behaviour from where we were
in 2001.

Q88 Mr Mitchell: Did anybody else do that? Which
other countries liberalised ahead of time?

Mr Moriarty: A number of countries in Europe
have.

Q89 Mr Mitchell: Have they all liberalised now?
Mr Moriarty: No. The position across Europe is
very mixed.

Q90 Mr Mitchell: Who are the laggards?
Mr Moriarty: The laggards are the French and the
Italians and countries around the Mediterranean. In
the advanced wave are: Sweden, which is fully
liberalised and it has been a successful liberalisation;
the Netherlands have a much smaller monopoly
than we used to have, they have liberalised the
advertising market; Germany have liberalised some
bits; Austria have liberalised some bits. It is a
patchwork quilt across Europe.

Q91 Mr Mitchell: Is it not odd that eYcient ones like
the French have not liberalised?
Ms Chambers: You say they are eYcient. Their
quality of service is abysmal compared with ours.
Only 65% of 1st class post gets delivered the next day
in France.3 We are now 94%. I know which one I
should prefer.

Q92 Mr Mitchell: I see from the Report that a lot of
the problems that remain are in London and the
South East. Does that not suggest to you that it is
primarily a financial problem and primarily an issue
of pay?
Ms Chambers: It could be partly an issue of pay, it
could be an issue of culture, it could be due to all
sorts of things. I know that Royal Mail are
addressing it with very considerable seriousness and
they have made considerable inroads into the
problem. If you look at the latest statistics, almost all
the London areas are now performing up to scratch.
There are one or two little pockets of problems
remaining, but they have got it better across almost
all of London as well as the rest of the country.

Q93 Mr Mitchell: You say it “could” be an issue of
pay.
Ms Chambers: The fact is that I do not know.

Q94 Mr Mitchell: Would you put the ability to
attract good staV as the prime consideration?
Ms Chambers: It is a very important consideration.
Attracting good staV is incredibly important; of
course it is.

Q95 Mr Mitchell: When it comes down to it, how is
this financial problem which means that Royal Mail
is not providing as good a service in London because
of theft, late delivery, inexperience or whatever,
helped by massive fines such as you have imposed?

3 Note by witness: Monthly results for quality of service
performance in France for the D!1 (first class) target from
April 2005 to March 2006 ranged from 77.8% to 81.7%. The
average for the year was 80.3%. In comparison, Royal Mail’s
full-year cumulative result for first class stamped and
metered mail was 94.1% in 2005–06.
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Ms Chambers: I have not said that it is caused by a
financial problem. What I did agree with was that
attracting good quality staV is very important. It is
not impossible to do that in London and Royal Mail
have shown that they can do that and are doing that.
On the issue about penalties, we do not impose
penalties lightly and we are very careful and we
worry very much about the amount of penalty that
we impose and we make sure that no penalty that we
impose is going to endanger the Royal Mail business
or the universal service. We only impose a penalty
where we believe it is absolutely essential to do so, to
give an incentive, a clear incentive on Royal Mail
management to behave very diVerently in the future
than it has done in the past. On the mail integrity
problems that we were talking about, we felt that
that was indeed necessary.

Q96 Mr Khan: I shall start with an obvious question.
Clearly the Royal Mail needs regulating and the
duties which set out how they are regulated are in the
2000 Act and the duties you have are under that Act.
The primary duty you have is to ensure the delivery
of the universal postal service. The Act did not define
that, it gave you scope to come up with a
definition. Correct?
Ms Chambers: Yes.

Q97 Mr Khan: Do you think one of the reasons why
the quality of service that our constituents receive is
so appalling is because of the lax definition you came
up with?
Ms Chambers: If you said that to Royal Mail, they
would not understand what you were talking about
because they do not think it is lax at all.

Q98 Mr Khan: I am asking you. I shall come to your
relationship with Royal Mail in a second.
Ms Chambers: I do not believe we have introduced
a lax definition of universal service at all.

Q99 Mr Khan: Can you remind us what the
definition is?
Ms Chambers: The scope of the universal service in
this country is probably broader and covers a wider
range of products than most other European
countries. The European directive and the Postal
Services Act require that it is done at a uniform
tariV, at an aVordable tariV, that it is six days a week,
to every business, every household in the country
and we have defined it to cover a very wide scope of
business.4 So actually that is quite a testing
definition.

Q100 Mr Khan: You are saying in fact that the
definition is not lax, it is very onerous and quite hard
for the Royal Mail.
Ms Chambers: Yes, it is quite testing.

Q101 Mr Khan: In light of that do you think it is fair
that they should be forced to liberalise earlier than
European countries where their competitors have a
more lax definition to fulfil?

4 Ev 20

Ms Chambers: We are not forcing them to do
anything. What we are doing is helping customers by
allowing other people to come into the market to
provide services which they feel that they can
provide if they can provide them either more
eYciently, or with better value for money or new
types of services with innovation that Royal Mail
have not sought to provide. In doing so we do make
absolutely certain that the universal service that
Royal Mail provide is not put at risk and if you look
at their universal service operation, it makes a profit
for Royal Mail, quite a substantial profit.

Q102 Mr Khan: When did you become live?
Ms Chambers: For full market opening?

Q103 Mr Khan: No, when did you become a
regulator?
Ms Chambers: Five and a half years ago. It was 1
January 2001.

Q104 Mr Khan: Is your budget £57 million a year?
Ms Chambers: No, I wish it were. It is £10.2
million now.

Q105 Mr Khan: And over the five and a half years it
comes to . . . ?
Ms Chambers: I see what you mean. It was less than
that in the earlier years, so over five years it is more
like £35 million. I have not added up the numbers,
but it is somewhere in that region.

Q106 Mr Khan: I shall be generous. So £25 million
later, Royal Mail received a million complaints last
year.
Ms Chambers: I have to say that I should not judge
our performance by the number of complaints that
are received.

Q107 Mr Khan: How should you be judged?
Ms Chambers: There are lots of ways we should be
judged. The main way is whether customers are
receiving a better service at better value for money
now than they had done in the past and whether
there is a likelihood that that will continue to
improve in the future.

Q108 Mr Khan: Do you think you are providing
value for money?
Ms Chambers: I believe we are.

Q109 Mr Khan: Performance targets for 2001 to
2005 were diVerent, and I used the word more lax,
than performance targets for 2006 to 2007.
Mr Moriarty: The transit time targets have been
lifted over time, you are right.

Q110 Mr Khan: Exactly. When are they changed?
Ms Chambers: Did you say you think they have got
more lax?
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Q111 Mr Khan: Yes.
Ms Chambers: They have not got more lax.
Mr Moriarty: They were laxer in the early years.

Q112 Mr Khan: Exactly. My point is: what took you
so long to change the performance targets?
Mr Moriarty: When we started out there was
precious little information within Royal Mail on
what we could use to set performance targets. We
could not just make targets up; we had to make sure
they were achievable et cetera.

Q113 Mr Khan: Is that because the Act gave you the
scope to do that?
Mr Moriarty: No, because it is just sensible
principles of better regulation not to impose a target
unless you have some kind of evidence to suggest
that it is achievable and you can measure it and you
can enforce against it. We had the best information
available at the time which was available from Royal
Mail which was their own internal target.

Q114 Mr Khan: Five and a half years ago?
Mr Moriarty: Yes and they were their own targets.
We knew, and the NAO have rightly pointed this
out, that they do not cover every aspect of customer
service. They are only transit times, how quickly
something gets from A to B. This is why, as part of
the last pricing settlement, we did quite a bit of
detailed market research actually asking
customers—

Q115 Mr Khan: Why the delay in changing targets?
Ms Chambers: Because we had to wait for the next
opportunity.

Q116 Mr Khan: Five years.
Mr Moriarty: No, we time it to coincide with the
pricing settlements for Royal Mail and the last big
pricing settlement that we did was 2003–06, the one
just completed.

Q117 Mr Khan: When will be the next change in
performance targets?
Mr Moriarty: On the regular calendar it will be 2010.
One thing we have said though, particularly for
collection times and delivery times, is that we are
requiring Royal Mail to monitor its performance. If
we find, in light of information revealed that there is
clear detriment to customers, we do reserve the right
to modify the licence and introduce new targets.

Q118 Mr Khan: That is the point I am leading to.
There seems to be a huge amount of inflexibility for
you, the regulator, to change the way you regulate
Royal Mail, which means you have to wait either
until the first period 2005 or until 2010.
Ms Chambers: No, there is not that much
inflexibility at all. In fact the changes that we
introduced in 2003 were done in a progressive way,
so each year the transit time targets were slightly
tougher than the year before and it was open to us to
do that, provided Royal Mail agreed, which they
did, so that is how we did it. On this occasion, we
decided, after discussing a lot with consumers and

other stakeholder groups, that actually the transit
times that were in our targets were probably about
right and did not need to be tightened any further. If
you look at how they compare with targets and
performance across Europe, they are pretty good.
We felt that over the next four years, the interests of
both the mail market and mail customers was better
served by a stable regime than one which had
constantly changing targets. It was quite a deliberate
decision on our part and we believe the right one.

Q119 Mr Khan: Why did you decide to exclude the
Christmas period from the target time?
Ms Chambers: Christmas had always been excluded
for the reason that, if you tried to impose the same
standards at Christmas time that you impose for the
rest of the year, you would either have to have a
much, much lower target across the year as a whole,
which would not necessarily be appropriate, or you
would have to have a very special individual target
covering just this four-week period.

Q120 Mr Khan: What is wrong with that?
Ms Chambers: There was no particular customer
pressure for us to do that. We have been monitoring
Royal Mail’s performance over the Christmas
period, even though they do not have a target for it.
It has been remarkably stable over recent years and
actually we believe a reasonable standard given the
enormous volumes of mail that they are delivering
over the period.

Q121 Mr Khan: So customer pressure does have
huge influence on the way you behave?
Ms Chambers: What customers say to us, and
indicate through customer surveys, yes.

Q122 Mr Khan: So if customers were to express huge
concerns about the number of items of post lost, that
might impact upon your decision to include them
next time in a performance target.
Ms Chambers: What customers say is that they want
less mail lost than is lost at the moment and so we
take action accordingly. We have not had pressure
from customers saying we want you to introduce a
new target into Royal Mail’s licence. Trying to
suggest to Royal Mail that they should lose a whole
lot of mail would be an interesting target.

Q123 Mr Khan: My last question, which is
something your customers are asking me to ask you,
is that London South West has been in the bottom
20 performing mail centres for three out of the last
four years. What confidence can you give me to pass
onto them that they will not continue to stay at the
bottom of the league table?
Ms Chambers: In the very last year, and these figures
have just been published, 2005–06, London South
West exceeded its postcode area target, not by a long
way but it did exceed it, so it is now performing up
to scratch. We shall, of course, watch it very closely
and if it were seen to go back again to the bad days,
we should want to take action very quickly to ask
Royal Mail to improve it again.
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Q124 Annette Brooke: Could you just give us a little
more detail about this, literally, postcode lottery as
to when you get your mail. It does appear to be quite
good where I live, so perhaps I could say “well done”
to local workers but have you actually done any
detailed studies on why there are these vast
diVerences in performances in diVerent postcode
areas and what are the outcomes of those studies?
Ms Chambers: As I was saying before, we are very
pleased that the diVerences and inconsistencies have
reduced very substantially over the last year. May I
ask Ms Gillon to answer your question?
Ms Gillon: We have regular meetings with Royal
Mail and get a fair amount of information from
them on postcode area performance and, where
postcodes are dipping below what the target is, we
ask Royal Mail what action they are taking and they
produce action plans which cover the root causes
that they have identified of performance problems
and the remedial actions that they intend to
implement to try to put those right. Obviously those
can vary considerably between postcode areas and
essentially it is Royal Mail who have the expertise to
decide what remedial actions should be put in place.
The causes of performance problems do vary
greatly. Sometimes it is unoYcial industrial action in
certain areas, sometimes it is recruitment problems,
as we have talked about previously, and other times
it is simple things that they can do in terms of the
actual mechanics of how the post is dealt with,
sometimes rearranging the way that collections are
ordered, sometimes it is to do with mis-sorting mail.
There is a wide variety but where we have concerns,
we ask Royal Mail to give us the information to tell
us what they are doing to put that right.

Q125 Annette Brooke: What do you do with that
information?
Ms Gillon: On the whole, and obviously mindful of
the National Audit OYce’s recommendation to take
a proportionate response and be the least intrusive
that we can, what we should initially do is monitor
that. Where it does seem to be giving more cause for
concern, we and Postwatch can visit the actual
postcode area, but we are obviously mindful that
that itself places a burden on Royal Mail and the
staV there. We can, if necessary, and it is very much
as a last resort, carry out an investigation and that is
what we have done recently, last year, which resulted
in a penalty for the three worse performing
postcode areas.

Q126 Annette Brooke: May I just move on slightly,
but also link the question backwards? Are levels of
automation consistent throughout the diVerent
postcode areas? We have a picture in our Report and
I remember from my Christmas visits just how much
was actually done manually still. How do you take
on board diVerences in automation between
diVerent areas, but also, in your overall regulatory
role, between pricing, investment and service?
Whilst we might be concerned for our constituents
about the increase in prices, obviously
internationally we do have relatively low prices for
our post.

Ms Chambers: Low prices and relatively low
technology.

Q127 Annette Brooke: I should really like to know
something about how you approach the balance.
Mr Moriarty: We looked at this question in some
depth in the recent pricing settlement we did with
Royal Mail and found that, by any comparison, it is
under-invested in sorting equipment compared with
its European peers. A lot more is done manually
when it could be done by more eYcient machines.
We looked at Royal Mail’s investment proposals as
part of the price control and, to put things in
perspective, we have eVectively allowed them to
recover about £1.2 billion over the next four years to
pay for this new investment. This compares with
about £150 million a year that they have previously
had, so it is a massive ramp-up in the level of capital
equipment that they will put in place over the next
four years to modernise their network. What we
have tried to do to make sure that does not cause a
massive increase in prices is to demand that Royal
Mail meets stretching but achievable eYciency
targets and that we have placed at 3% a year.

Q128 Annette Brooke: I guess that still leaves us with
the question of whether in fact we have a better
service overall, coming from the previous questions.
Finally, just coming back to what is really the crucial
point, the universal service, which is your main,
main purpose, a lot of what we have heard about
would have happened ultimately, presumably, with
competitive forces, but actually keeping the
universal service has to be your core objective as you
move back on the other interventions that you have
been making. Can you just give us, very briefly, your
core strategy for making sure that we keep our
universal service and are you satisfied that you
actually have a satisfactory strategy in place?
Ms Chambers: Yes, you are absolutely right. It is our
primary duty and every policy decision we make has
to be with the preservation and the future of the
universal service at the front of our minds and it
always is. Before we made the decision to introduce
full market opening, which was obviously a big
decision and where a lot of people said there was a
potential conflict between competition and the
universal service, we did an enormous amount of
research and analysis and study and thinking and
came to the conclusion, based on all the evidence we
had, that competition would not do anything to
denigrate the universal service. The evidence to date
shows that that is in fact exactly what has happened.
If you look at where we were at the time of the last
PAC hearing into Postcomm, which was before
competition had been introduced at all, the universal
service was indeed at risk. Royal Mail was losing
money, quality of service was low and there were
quite a lot of exceptions to the universal service in
terms of addresses that were not being delivered to.
If you look at what is happening this year after not
just the beginnings of competition but now full
market opening, we are finding that Royal Mail are
making profits, their operations over the last two or
three years are consistently profitable, including the
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universal service operation, in contrast to what it
was three years ago. Quality of service is improving
and they are now, with the help of our price control
settlement, beginning to make inroads into their
enormous pension fund deficit, which was a problem
which has only comparatively recently reared its
head and has been something that both we and
Royal Mail have had to confront. That is the sort of
issue that we do have to confront head-on to make
absolutely sure that the universal service is safe. As
for our strategy in the future, we are at a bit of a
crossroads. We have done the price control for the
next four years, we have introduced full market
opening. We do now need to reflect on where that
has got us to. Do we think and do the people out
there think, including the mail operators and
customers, that we are going to secure the vision of
a thriving competitive market while protecting the
universal service? Is there anything that we need to
do to adjust our strategy to make that vision more
likely to become a reality? We shall be conducting a
further strategic review to make sure that our
strategy is kept fully up to date and is anticipating
developments rather than following them.
Annette Brooke: With that I can be confident for
the future.

Q129 Kitty Ussher: I should probably declare an
interest in that when I was special adviser to Patricia
Hewitt at the DTI from 2001 to 2004 I did advise her
on postal matters, but I cannot see any particular
sensitivities. I want to follow on from the previous
questions. May I phrase it slightly diVerently? Can
you see a circumstance where increasing competition
would not be in the consumer interest? Is there a
theoretical conflict?
Ms Chambers: One could see a theoretical conflict.
We have not yet found a likely conflict in practice
and so we have to look at what is going to be
happening in practice as well as what could
conceivably happen in theory. I suppose the reason
why that could happen is that under the Postal
Services Act there are certain constraints in place
which would not be in most normal marketplaces,
such as the requirement for a uniform tariV
irrespective of whether that reflects costs or not. In
theory you could consider that what could happen is
that if Royal Mail are constrained to deliver a large
part of their services at a uniform tariV and other
operators are not, if it is true that the costs are very,
very widely divergent around the country, and we
are not convinced that that is entirely the case, then
you could conceive of a time where actually that
would make Royal Mail’s position diYcult. You
could conceive of a time where that could be a threat
to the universal service because Royal Mail are the
universal service deliverer. That is the sort of thing
we have to keep in mind. There are all sorts of
reasons why we do not think it is a threat; an
enormous number of things are in Royal Mail’s
favour at the moment. They have enormous
economies of scale and of scope, they have an
advantage of a VAT exemption which none of the
other operators has, they have all sorts of
advantages which mean that for the foreseeable

future they can deliver the universal service at a
uniform tariV and still make quite a healthy profit on
it. In those circumstances we believe that the
introduction of competition can be nothing but
good for the customer, but one must always bear in
mind that things can be theoretically possible and we
always have to bear in mind the likelihood that they
might come up. That is why we keep things under
review.

Q130 Kitty Ussher: What would have to happen for
you to start feeling that you might be in this
theoretical situation? What would have to happen?
Would it be Royal Mail coming to you saying they
cannot make money and deliver their universal tariV
anymore or would it be the type of licence that
someone is applying for? Is it a proportion of the
market? Since the risk does exist, as you have just
said, how do we know when we are there?
Ms Chambers: There are lots of triggers that we look
for, but the sort of triggers that I suppose are most
likely to cause alarm bells, although we are not
expecting any alarm bells in the short or medium
term, would be Royal Mail coming to us asking for
some change to the pricing structure that they
believe is necessary. We look at all those
applications with very considerable seriousness.

Q131 Kitty Ussher: What? Asking for more money?
Ms Chambers: Sometimes they might be asking for
more money overall; they are certainly free to do
that and even within this price control, although it is
four years and your colleague was saying it is
inflexible, it is not that inflexible. We can re-open it
if it is absolutely necessary, if overall Royal Mail
really are in trouble. Also they can ask for changes
to the pricing structure, if they want a big change in
a way that prices are divided between diVerent types
of product.

Q132 Kitty Ussher: What type of thing? Heavier
ones, bigger ones?
Ms Chambers: The one that we allowed Royal Mail
to introduce recently, which is coming in in August,
which is what they call pricing in proportion.

Q133 Kitty Ussher: Is that diVerent sizes of
packages?
Ms Chambers: Yes. Mail always used to be and still
is priced just according to weight and they want to
do it according to size as well as weight. There could
be other things like that. They might want to change
the balance between the prices of diVerent services.
If they wanted to change price controlled products
very considerably, they would have to come to us for
permission to do that.

Q134 Kitty Ussher: And they are basically saying
they cannot deliver the universal tariV and the
universal service unless these changes are made. Did
they say that this time for the changes that are
coming in in the summer?
Ms Chambers: They did not actually put it in those
terms.
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Q135 Kitty Ussher: That is what you just said.
Ms Chambers: I am talking about a theoretical,
ultimately-there-might-be, risk to the universal
service if we were to say no whenever they asked for
a change in pricing structure based on costs to
reflect this.

Q136 Kitty Ussher: Just to clarify, you do not have
any sort of independent economic analysis as to
when that may happen. It would be entirely in Royal
Mail’s gift to make you feel worried that universal
service would be threatened.
Ms Chambers: We do quite a lot of independent
economic analysis. Do you want to expand on that?
Mr Moriarty: Perish the thought, but we never quite
accept what Royal Mail tell us at face value.

Q137 Kitty Ussher: I am delighted to hear it.
Mr Moriarty: We always subject it to independent
scrutiny and analysis. For instance, for the last price
control we spent two years trying to understand its
costs and work out how much money it needed over
the next four years.

Q138 Kitty Ussher: Is there not too much power in
Royal Mail’s hands? Your number one objective,
quite rightly, is to protect the universal service
obligation and you say the only way you might know
that it may be under threat is if Royal Mail comes to
you and say so.
Ms Chambers: It is certainly not the only way. I am
saying that is one of the triggers. It is their obligation
to provide the universal service as well as our
statutory duty. We are in this together and so is DTI.

Q139 Kitty Ussher: How else would you know?
Ms Chambers: We would know, as we did a few
years ago, when Royal Mail’s finances were in dire
straits. We felt that that was potentially a threat to
the universal service and it did not need Royal Mail
to tell us. We would know if customers were
complaining that a lot of addresses were suddenly
not being delivered to.

Q140 Kitty Ussher: My original question was, was
there a theoretical conflict between promoting
competition and the universal service and you said
yes, theoretically there was and you cited a
theoretical possibility of creaming oV the best
examples. You did not use that phrase; that is my
phrase. I asked how you would know and you said
that Royal Mail would come and threaten it. Are
there any other ways you would know that there was
a threat, a conflict, between competition and
universal service?
Mr Moriarty: When new entrants come to us for a
licence, they are very clear about their intentions.
Clearly they are only intentions and we cannot hold
them to that, but we do have a look at their business
plans. We are in regular contact with operators, we
get returns from them on their volumes and revenues
and things like that and we try to forecast in
advance. We do not want to wait for something to
happen, we want to pre-empt it where we can. So far,
there has not been a problem. We just need to get

things into context. As I said, the cherries in this
market that people call cherries have been out there
for picking for the last three years and all that has
happened is Royal Mail have lost 3.5% of their
market, nearly all of which is given back to the
postman and postwoman for the final-mile delivery
at a profit.

Q141 Kitty Ussher: I just wanted to ask a further
point on that actually. It seems to me that Royal
Mail do not want to lose that, so the idea that they
are getting a bit at the end, because they are actually
on the network and a standard utility model, is not
necessarily something that is overall to their net
advantage. Surely they would prefer not to lose it
and therefore it is something that you can actually
cream oV. There is a relatively high margin in those
areas which is why it has been competed away.
Mr Moriarty: The benefit we get is for customers in
a better value of service. What we also get is
innovation. It is very easy to talk about the textbook
benefits of competition being in terms of price and
quality of service. What this market is crying out for
is innovation, people to do things in diVerent ways,
to compete with e-media and things like that.

Q142 Kitty Ussher: I am sorry to interrupt but I
understand your point and I am quite short of time.
It is right, is it not, that you have been saying that
there has been innovation and investment in capital
equipment as a result of competition and that is
good for the consumer? It is also fair to say that they
have been allowed price rises in order to do this
investment, therefore it is bad for the consumer,
because it is the consumer who is actually paying for
them to be able to respond to the competition; we are
paying for their success.
Mr Moriarty: We were very careful in the price
control to make sure the price rises were of a modest
nature, which is why we required Royal Mail to
stretch the eYciency—

Q143 Kitty Ussher: I know, but they are still going
up as a result of competition. Consumers are paying
more as a result of competition in order to allow
Royal Mail to invest, in order to be able to deal with
the competitive pressure. It is quite clear in the
Report.
Mr Moriarty: The two legacy issues that we had to
deal with for this price control were investment and
pensions, neither had much to do with the
immediate eVect of competition. Clearly the
investment will put Royal Mail on a firmer footing
for a competitive market.

Q144 Kitty Ussher: It specifically says that they are
being allowed to invest in order to be able to cope
with competition. Therefore the consumer is paying
for increased competition.
Ms Chambers: The consumers are paying now for
the under-investment of the past and also for the
pension deficit caused by pension decisions of the
past. Yes, the consumer is having to pay. That is
nothing to do with the introduction of competition:
it is due to past decisions of Royal Mail and their
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owner and the way that they dealt with their pension
fund and the way that they dealt with their
investment.

Q145 Kitty Ussher: I was not talking about pensions.
I accept the pension thing. I was talking about
investment in capital equipment and innovation and
so on.
Ms Chambers: The same applies. It is desperately,
desperately under-invested compared with its
European counterparts.

Q146 Kitty Ussher: But to take this argument to its
logical extreme, if there were no competition, they
would not have had to do that investment. We could
have all trogged along and had a little bit of a price
rise to pay for the pensions.
Ms Chambers: They could have trogged along and
the service would have got gradually worse and
worse and worse as the long-term eVects of under-
investment made them even worse. That is not what
anybody wanted; certainly not the customers.

Q147 Helen Goodman: May I ask you to look at
paragraph 3.10? Why is it that Postcomm do not
know what the impact of price changes and cost
improvements is on the performance of Royal Mail?
Mr Moriarty: We tried to do this for the last price
control. We need two bits of analysis: one is to work
out what customers are willing to pay and the other,
as the Report rightly points out, is to work out the
costs to Royal Mail of making changes. We did the
first; we could not do the second because Royal Mail
did not have the information. It is actually very
tricky to do this and we do appreciate that, but we
do have a work programme in place to get this
information in time for the next price settlement.

Q148 Helen Goodman: Do you think that an
essential problem that Royal Mail face is that they
have had a lack of capital over the last 20 years?
Ms Chambers: Yes.

Q149 Helen Goodman: Would you say that that was
borne out by the international comparisons which
show that stamp prices are higher in those countries
where service is better? Does that suggest that they
have a higher level of resources which is necessary to
produce a higher level of service for their customers?
Ms Chambers: I am not sure that is necessarily cause
and eVect.
Mr Moriarty: That is right. It is very diYcult to take
these international comparisons and make those
sorts of causal links. Stamp prices across Europe
diVer for many, many reasons. DiVerent countries
have diVerent regulatory systems, diVerent political
imperatives. It is clear though that generally, on any
comparison we look at, Royal Mail do oVer good
value for money compared with their European
peers, but I should not make that cause and eVect
that you just illustrated.

Q150 Helen Goodman: What I am not quite clear
about is why it is the case that if they need to have
more money to invest and improve services, you
impose fines when they under-perform which takes
money away from them.
Ms Chambers: We impose penalties when we have
evidence that they have not done what they
reasonably could have done to meet the standards
which we have set them, or, in the case of mail
integrity, there are procedures which they
themselves decided they needed to have in place in
order to protect customers’ mail which they have
not applied.

Q151 Helen Goodman: I understand that that is what
you do. What I am asking you is whether it is helpful
to Royal Mail and to the possibility of them
improving the quality of their service to reduce the
available resources?
Ms Chambers: It is never helpful to any company
when you reduce their resources, but in some cases,
in the case of the Postal Services Act, we cannot tell
them to use the money in any other way. If we find
them guilty of breaching a licence obligation, then
the only thing we can do under the Postal Services
Act is to impose a penalty which gets paid to the
Treasury. We might all of us regret that, apart from
maybe one of my colleagues sitting to the right, but
it is the only thing we can do. One advantage that it
does have, as I was explaining earlier, is that it has a
massive incentive eVect on the management to make
sure that they behave diVerently in the future than
they have in the past. We believe that, provided we
use it very sparingly and only when we feel we
absolutely have to, it does have a positive eVect.

Q152 Helen Goodman: I can see that if what you did
had some direct impact on the level of salaries of
senior managers, that would have an impact on their
behaviour but I am not quite clear why you think
that reducing the level of resources to the
organisation as a whole has an impact. While you
can say to me this is the way this is to be set up and
we have to run it, obviously when you review the
regulatory regime and give reports to ministers on
your experience of it, you could comment on
whether this was a positive or a negative and I
wonder what your comment would be?
Ms Chambers: Yes, it is not the licence that is at issue
here, it is the Postal Services Act that is at issue.
There are other ways that we have managed to
devise, which we believe in certain circumstances can
work better than penalties and we have used them
wherever we can and we are still building on them
and those are basically compensation schemes. If
you look at the regime under the current price
control, it relies much more heavily on
compensation schemes than the previous one and
the previous one relied on compensation much more
than the one before. We believe that that is the most
eVective way of introducing the change, but
ultimately there has to be a regime of licence
compliance which has to have a penalty element in it
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and we do not believe that that is necessarily wrong.
When you say we are depriving the company of
resources, it is proportionately low.

Q153 Helen Goodman: I am sorry; I am not talking
about the compensation. The compensation is a
diVerent issue from the financial penalties. DiVerent
issues arise with that.
Ms Chambers: They are diVerent, but to some
extent, if we can devise compensation regimes which
are very eVective as incentive mechanisms, they can
actually make it less necessary for us to have
investigations and still less to have investigations
which lead to penalties. We do believe that there is a
link between the two.

Q154 Helen Goodman: Mr Moriarty, you suggested
in an answer to an earlier question that when the
other participants in the market pay the Royal Mail
for the final mile, the Royal Mail is making a profit
on this. My understanding is that the access fee was
agreed and will not be reviewed for two years and
was based on costs. So if it will not be reviewed for
two years, how do you know that they are going to
make a profit on that part?
Mr Moriarty: Two things. First of all, it was
commercially agreed between Royal Mail and the
commercial operators, so Royal Mail entered into
this agreement willingly. Secondly, the Chief
Executive, Adam Crozier, is on record as saying he
thinks it is a fair price. Under those circumstances,
we have to have faith in his ability to conclude these
agreements in a profitable way.

Q155 Helen Goodman: Returning to this issue of the
impact of the competition on the Royal Mail overall,
where do you see the greatest scope for increased
eYciency? Is it in the central operations in terms of
automating sorting, or is it in the last mile?
Mr Moriarty: If we learn lessons from other
operators who have gone through a transformation
programme, where eYciencies have been released is
in putting in automation further upstream not in the
last-mile delivery, because you cannot automate the
last-mile delivery, someone still needs to take it to
the door. It is in streamlining sorting functions.

Q156 Helen Goodman: No, exactly, you cannot
automate the last mile and would you not accept that
that is why people are not bidding to do the last mile?
It is not because this is some great benefit to Royal
Mail: it is because there is no more eYcient way that
you can do it? You can walk or use a bicycle, but I
should think you reached the limits in about 1850.
Mr Moriarty: Forgive me, I would take issue with
the fact that this is not a great benefit to Royal Mail.
A lot of customers, very commercially-minded
customers like large banks, really want to use Royal
Mail’s delivery network because of the trust and
confidence they have in Royal Mail’s post people.
They actually want to use Royal Mail. They want to
use the operators further upstream to do all the
fancy things I talked about in terms of tracking and

later collection times, but they want to use Royal
Mail’s post people because of the trust they have in
them.

Q157 Helen Goodman: Why do you think that
people are bidding for the upstream operations, to
take part of that market? Do you think it is because
they are going to make money out of it?
Mr Moriarty: Because they are more eYcient than
Royal Mail and they are doing something that Royal
Mail is not: they are oVering customers something
diVerent and better value for money.

Q158 Helen Goodman: I said “Why?” not “What do
they do?”. I asked why they do it. Do you think it is
because they make more money out of it?
Ms Chambers: It is because it is the area where they
feel that they can most quickly be more eYcient than
Royal Mail, so of course they can make money out
of it. That is why any operator wants to do anything.

Q159 Helen Goodman: Is there not a risk that if you
liberalise, you will allow this problem of creaming
oV, which other Members have referred to, which
will end the scope for cross-subsidies, which is what
keeps the Universal Service Obligation going in the
long run?
Ms Chambers: No cross-subsidies are being taken
out here and the universal service which Royal Mail
provides is profitable, it is not being cross-
subsidised. There is no cross-subsidy between bulk
mail and individual mail. This vision that some
people have that there is this great cross-subsidy
between one part of the market and the other is not
borne out by reality and the bit of the market that
the operators are taking is in fact low margin
business and they are making money out of it
because they can do it more eYciently than Royal
Mail do it.

Q160 Helen Goodman: Ms Chambers, could I just
ask you one final question. Nearly 30 years ago when
I was an economics undergraduate, I was taught that
Royal Mail was a natural monopoly. What has
changed in the intervening time?
Ms Chambers: Strangely enough we had the same
tutor. I am convinced that large parts of the postal
market are not of the nature of a natural monopoly.
It may be that the final-mile delivery across the
country has substantial elements of natural
monopoly about it. If it turns out that that is the
case, and that is one of the things that we shall be
considering with considerable seriousness in our
strategic review, then that will have implications
about the future regulation of this market. However,
it is too early at this stage to say that there is a
natural monopoly here. There are no pipes that are
sunk, there is no great capital investment that needs
to be made that can only sensibly be made by one
company, but there may be other reasons why there
can be economies of scale and scope here that are so
substantial that you will never see another network
that replicates Royal Mail. That is perfectly
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possible. It is also consistent with saying that we still
want to promote eVective competition wherever it
makes sense to do so.

Q161 Mr Bacon: Who regulates the Royal Mail
apart from you?
Ms Chambers: The pensions’ regulator is the chief
regulator of Royal Mail because most of Royal Mail
is a pension fund.

Q162 Mr Bacon: But in terms of its operations, you
are the only regulator?
Ms Chambers: Yes.

Q163 Mr Bacon: How much does it cost to deliver a
1st class letter to Wheatacre, a village with a
population of 25 in my constituency? Do you know?
Ms Chambers: I do not know the exact cost of that
particular journey, no.

Q164 Mr Bacon: How much does it cost to deliver a
letter in Islington, London N1?
Ms Chambers: Same answer and I am not sure that
it makes sense to answer this question in terms of
individual journeys because the economics of a
network are too combined with each other to talk in
terms of individual journeys.

Q165 Mr Bacon: I thought I heard you say a minute
ago that there was no cross-subsidy. It seems to me
extraordinary.
Ms Chambers: I did not say there was no cross-
subsidy.

Q166 Mr Bacon: There must be a cross-subsidy,
must there not, between letters delivered in major
urban areas and letters delivered in very rural areas
like parts of my constituency?
Ms Chambers: There are some urban areas that are
very expensive to deliver in, so if you are talking
about a cross-subsidy in the other direction, it is not
entirely clear that that is the case. There are diVerent
costs in diVerent cases. There are costs of the
network as a whole; there are also great advantages
to a company which can deliver across the whole
country in the same way, just as BT found.

Q167 Mr Bacon: Do you mean in terms of its
attraction to potential customers?
Ms Chambers: Their universal service is not
accompanied by an obligation to provide telephone
calls at a uniform tariV, but they still find that it is
wise to do so. There are great advantages in having
this universal service. They do not regard it as a
burden; they can regard it in many cases as an
opportunity.

Q168 Mr Bacon: My question was about cross-
subsidy and said it must be more expensive, surely,
and there must be a cross-subsidy involved, to
deliver to somewhere like Wheatacre in my
constituency compared with an urban area, and
your answer was that urban areas can be more
expensive.

Ms Chambers: There are some cases where urban
areas are more expensive; there are obviously some
rural areas which are more expensive. Every journey
is diVerent.

Q169 Mr Bacon: Yes, but generally speaking rural
areas are more expensive than urban areas. It is just
common sense. Anybody who has tried to stand for
Parliament in a rural area or an urban area, and I
have done both, knows that. It is true, is it not?
Ms Chambers: That is probably the case, but quite
how much the diVerence is, even Royal Mail do
not know.

Q170 Mr Bacon: I have to say that there is a lot more
market responsiveness in rural areas where I stand
for Parliament than in urban ones. I should like to
ask about paragraph 3.10 that Helen Goodman
asked about a minute ago. I still do not understand
this. You say it is not easy to work out what the cost
is to Royal Mail of improving its service by a given
amount, by 1%? Why is it so diYcult to work that
out?
Mr Moriarty: There are two things going on here.
First of all: is Royal Mail actually operating as
eYciently as it should be, can it make an extra 1%
improvement just by doing what it ought to do and
doing it better? It may not need to invest anything in
that; it is just importing good practice from some
oYces to poor-performing oYces. When we recently
looked at Royal Mail’s eYciency we were quite
surprised. We looked at their internal benchmarking
and plotted the good performers against the bad
performers. Every business is going to expect a curve
of some description but the slope of the curve in
Royal Mail was startling. The bad performers really
were down here, the superstars were up here. We
actually think that Royal Mail can make a lot more
eYciency improvements just by learning from some
of the good practice it has in some of its oYces. That
makes it very diYcult to ask, if they were to increase
by 1% or decrease by 1%, what the financial cost
would be to Royal Mail.

Q171 Mr Bacon: That clearly does make it diYcult.
Surely the answer, in the light of what you have just
been saying, is that there are lots of circumstances
where to increase its performance by 1% the cost
would be zero, according to what you are saying at
any rate, not that you do not know.
Mr Moriarty: It would be.

Q172 Mr Bacon: The point in paragraph 3.10 seems
to be that you do not know “Postcomm lacks
information on the cost to Royal Mail of providing
that higher quality”.
Ms Chambers: The point is that even Royal Mail
does not know how much it would cost them. What
Mr Moriarty was saying was that if one could
conceive of circumstances where indeed it might cost
nothing at all, they would not necessarily agree with
that particular contention and there must be
circumstances where, if we were to impose any very
substantial increase in service levels, it would cost
them a very great deal. It is terribly important to us
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that we actually have more information than we
have had in the past on what they believe the cost to
them would be of any increase in quality levels.
Similarly of any decrease.

Q173 Mr Bacon: Indeed it could increase or decrease
in quality.
Ms Chambers: It could be that they could save so
much by a slight relaxation in the performance level
that actually customers would prefer a price
reduction, but we do not know.

Q174 Mr Bacon: What puzzles me is how, in the
absence of information about the costs to Royal
Mail of providing higher or lower quality services,
you can set appropriate targets.
Ms Chambers: We have to rely on what Royal Mail
tells us they feel they can achieve; what they think is
achievable within the revenues that we are allowing
them. I agree that is not a very comfortable position
to be in, which is why we have made clear to them
that we need better cost information for the future.

Q175 Mr Bacon: I should like to ask about the C
factor. You are proposing to increase the C factor
from 0.9% to 5%. That is right, is it not?
Ms Chambers: We are not just proposing: that has
now been agreed with Royal Mail.

Q176 Mr Bacon: It has actually gone through, has it?
Ms Chambers: Yes.

Q177 Mr Bacon: It is still true though, is it not, that
the Royal Mail think that is excessively punitive?
Ms Chambers: They have accepted it and signed up
to it.

Q178 Mr Bacon: According to the Report I have in
front of me, in paragraph 3.15, the Royal Mail
“considers that the ‘C’ factor of 5% is excessively
punitive”.
Ms Chambers: During the course of negotiation of
the price control pretty well everything we proposed
was punitive.
Mr Moriarty: Considered by Royal Mail to be
punitive.

Q179 Mr Bacon: You are statutorily obliged to
impose proportionate regulation, are you not?
Ms Chambers: We regard ourselves as obliged to
impose proportionate regulation.

Q180 Mr Bacon: The Better Regulation
Commission’s principles are not statutory.
Ms Chambers: They are not statutory. We think they
are extremely good principles and we do abide by
them. What we are statutorily obliged to do is what
it says in the Postal Services Act.

Q181 Mr Bacon: What I do not understand is, if, as
it says in paragraph 3.15, “. . . the maximum revenue
adjustment if it missed all its targets by 5% would be
some £330 million”, how it is that you can get to that
figure, how it is that you can cost an adjustment by
5% in terms of it missing its target and come out with

a number, £330 million, and yet still not know the
cost to Royal Mail of providing higher or lower
quality services.
Ms Chambers: We are measuring very, very diVerent
things. The C factor is an automatic adjustment
mechanism and the £330 million is computed by
working out—

Q182 Mr Bacon: It is calculated round service
targets.
Ms Chambers: Yes. If they under-perform against
the current service targets by the full level of 5% on
every single one of their service targets, then the
most they could lose is £330 million. It is not the cost
to them of improving the service.

Q183 Mr Bacon: No, but what I am saying is that if
you can measure accurately what the eVect is of
missing one of its service targets by a particular
percentage, how is it so diYcult—
Ms Chambers: It is a completely diVerent
measurement. That is the cost that they would have
to pay in terms of increased prices through our price
control regime in the following year. It has nothing
to do with the costs of their operations in terms of
improving service.

Q184 Mr Bacon: It is how much extra you would—
Ms Chambers: It is how much less they would have
to put up prices by in the following year. It is a very
automatic system.

Q185 Mr Bacon: Because you had eVectively
penalised them.
Ms Chambers: It is not a penalty, it is a
compensation regime and it is one which they have
signed up to, that they feel is appropriate.

Q186 Mr Bacon: This has been done very precisely.
Ms Chambers: Yes.

Q187 Mr Bacon: Were they to miss these targets by
5% they would have £330 million less.
Ms Chambers: Yes; through lower prices.

Q188 Mr Bacon: How can you come to the
conclusion that for 5% £330 million less is the right
amount less unless you are able to ascribe costs to
the particular improvements or declines in the
quality of service?
Ms Chambers: Where we are finding diYculty in
finding the costs is in finding out what would be the
diVerence to Royal Mail if they were to make
improvements over and above the service levels
which we have agreed with them as targets; that is
costs within Royal Mail’s operations.

Q189 Mr Bacon: Could you say that again?
Ms Chambers: Where we are having diYculty is that
Royal Mail cannot tell us how much it would cost
them in terms of the way they would have to change
their operations, how much more work would be
involved and how much more it would cost them, to
have a system which delivered a 95% next-day target
rather than a 93% next-day target. That is a
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completely diVerent thing from saying “If you miss
the target which we have agreed, which is 93%, and
you know how much you can do that, if you miss
that by 5% you will have to cope with prices which
are that much less, which give you £330 million less
revenue”. It is a revenue eVect rather than a cost
eVect.

Q190 Mr Bacon: Yes, but how did you work out that
£330 million on this sliding scale was the
appropriate amount?
Mr Moriarty: The 5% C factor was increased from
0.9% to 5% as you highlighted. That was to bring it
in line and make it consistent with the 5% which is
in the bulk mail compensation scheme. This is what
Royal Mail volunteered to pay its bulk mail
customers, its large customers. We took as a point of
principle that if you are willing to pay your large
customers 5% if you fail your targets, you ought to
do the same for the rest, particularly for those who
do not have a choice. That was the reason behind
the 5%.
Ms Chambers: 5% comes to £330 million. It is a very
straight, direct calculation; a revenue calculation
rather than a cost calculation.
Mr Moriarty: 5% is very extreme. Even in the nadir
of 2003–04, when we had some serious IR problems
and the quality of service was very poor if we
replicated that now through the financial incentives,
the hit on Royal Mail would be of the order of £110
million not £330 million.

Q191 Mr Bacon: Which would wipe out more than
half of their profits, would it not?
Mr Moriarty: It would be about one third of their
profits.

Q192 Mr Bacon: One third?
Mr Moriarty: The profit on their letters business was
of the order of £343 million, so £110 million is about
one third of £343 million.

Q193 Mr Bacon: The £537 million profit is the letters
business and what else? The bulk business?
Ms Chambers: Letters business includes the bulk
business.

Q194 Mr Bacon: I thought Royal Mail’s profits were
£537 million.
Mr Moriarty: They may be for the group. We only
regulate the letters business and their profit is £343
million. We have to ask ourselves a question. If
Royal Mail does not provide a service that
customers want, if any other business such as
Tesco’s closed for a week, what would happen?
Customers would vote with their feet and go
elsewhere. Surely one of the purposes of a regulator,
in the absence of competitive pressure, is to replicate
that sort of activity.
Ms Chambers: 5% deterioration in service level
across all their products would be a massive
deterioration in customer service; absolutely
massive. In those circumstances, to suggest that
Royal Mail should still be making the sort of level of
profits it is today people would find very strange.

Q195 Mr Mitchell: I see that end-to-end competitors
handle about 106 million items and access
competitors at the half year did 381 million items.
What do we know about the profitability of these
access companies? If they are profitable, why are
they profitable?
Mr Moriarty: I imagine at the moment, whilst they
are in the growth phase of their business, that they
are not very profitable at all. Access is very low-
margin business. One of these operators probably
charges their customers of the order of 15 or 16
pence. They actually pay 13 pence of that to Royal
Mail for delivery. The margin they have to cover all
their costs and their profit is two or three pence.

Q196 Mr Mitchell: So we can expect some people to
drop out, can we?
Mr Moriarty: Maybe. We have had people exit the
market; not upstream, not in access. You may recall
the business model of Express Dairies, the milkmen
who tried to compete against Royal Mail. This is
actually a good example of how diYcult it is to
compete against Royal Mail’s delivery network.
They had an established dairy network, not
everywhere in the UK, they tried to build a postal
business on the back of that and they still were not
able to compete with Royal Mail at the delivery end.

Q197 Mr Mitchell: Proportionate pricing. Sub-
postmasters have expressed dismay to me about this.
It does make what are now clear-cut categories of
charges a matter of judgment, does it not? Is this not
going to be a nightmare which is going to allow
Royal Mail to fiddle prices?
Ms Chambers: It is definitely not a matter of
judgment; it is a very, very accurate measurement
system, very, very precise. It is no doubt true though
that the transition from one system to another is
going to be challenging and it will be as challenging
for sub-postmasters as it will be challenging to
customers. One of our duties is to make sure that
Royal Mail communicates the changes and explains
the changes and brings them in in a way which is
going to be as easy as possible both for the sub-
postmasters and for customers. There is going to be
a massive communication campaign which is going
to be starting in the next few weeks to make sure that
people actually know what they have to do.

Q198 Mr Mitchell: So you are not expecting a mess.
Ms Chambers: We are not expecting a mess and we
are certainly hoping that there will not be a mess. We
have put a direction on Royal Mail to make sure that
they will not make it into a mess, but we are watching
things very, very closely indeed.

Q199 Greg Clark: Ms Gillon, you have appointed an
independent auditor to audit the Royal Mail’s audit
of their own performance. Can you tell me who that
auditor is and how much they are paid each year?
Ms Gillon: The audit of Royal Mail’s performance is
actually done by Postwatch.
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Q200 Greg Clark: The one that you appoint.
According to paragraph 2.10 “Postwatch appointed
an independent auditor to audit the performance
information” that Royal Mail provide.
Ms Gillon: Yes, that is Postwatch; that is the
consumer council not Postcomm.

Q201 Greg Clark: You have appointed Postwatch.
So the fact that it is in this Report is just a stray
reference.
Ms Gillon: It is there for information and it shows
that the measurement which Royal Mail does carry
out is independently audited.

Q202 Greg Clark: But that is not out of your budget.
Ms Gillon: No, we do not appoint the auditor.

Q203 Greg Clark: Who regulates the regulator? To
whom do you report?
Ms Chambers: We are accountable to you. We
report annually to the Secretary of State for Trade
and Industry. Ultimately we are accountable to
Parliament.

Q204 Greg Clark: Through this Committee.
Ms Chambers: Through this Committee and the
Trade and Industry Select Committee and any other
Committee which chooses to call on us.
Mr Moriarty: Our decisions are not unilateral.
Despite popular mythology, we cannot just impose
things on Royal Mail. It has a licence and we need to
agree changes to that licence with Royal Mail. If we
fail to agree, the appeal body is the Competition
Commission. EVectively in that sense the
Competition Commission would be our regulator.

Supplementary memorandum submitted by Postcomm

Question 99 (Mr Sadiq Khan): Postal Services Act 2000

Postcomm would like to clarify that it is the Postal Services Act 2000 which requires the universal service
to be provided at a uniform tariV. The European (Postal Services) Directive leaves it to Member States to
decide whether there is a uniform tariV. Please see the relevant extracts below:

Postal Services Act: Part I, paragraph 4(1):
“For the purposes of this Act and subject to subsection (2), a universal postal service is
provided if—
(b) a service of conveying relevant postal packets from one place to another by post and the
incidental services of receiving, collecting, sorting and delivering such packets are provided at
aVordable prices determined in accordance with a public tariV which is uniform throughout the
United Kingdom.”
The Postal Services Directive 97/67/EC: Chapter 5, Article 12
“Member States shall take steps to ensure that the tariVs for each of the services forming part of
the provision of the universal service comply with the following principles:

— prices must be aVordable and must be such that all users have access to the services
provided,

— prices must be geared to costs; Member States may decide that a uniform tariV should
be applied throughout their national territory . . .”.

Printed in the United Kingdom by The Stationery OYce Limited
12/2006 342571 19585

Q205 Chairman: Just as a matter of interest, in the
digital age what do you think is the future of Royal
Mail, apart from delivering junk mail which none of
us wants to receive?
Ms Chambers: It will be more than a deliverer of
junk mail. In fact delivery of that sort of mail has a
lot of value for the people who are sending it, even if
not always for the people who are receiving it,
otherwise they would not post quite so much of it.
We agree with Royal Mail that over the next four
years overall volumes of mail are likely to be roughly
stable, not change very much in spite of constant dire
predictions from elsewhere that they might go down
with the advent of electronic communications. Over
the longer term it is quite possible to see the makeup
of mail changing quite substantially. We believe that
there could well be quite an explosion in fulfilment
mail, e-bay mail, “things” getting posted rather than
communications being posted. There may be a
decline in the volume of certain types of mail, bank
statements maybe, ordinary letters and far more
packets which are greater value for Royal Mail than
these statements, for which they get very, very low
margins. Things will change, but they will change
probably quite gradually.
Chairman: Thank you very much for giving evidence
before us. This is a market into which it is
notoriously diYcult to bring competition. Thirteen
years ago I was trying to do so as the Post OYce
Minister and I can understand the diYculties you are
facing. I hope you do not mind me saying so, but
despite our aggressive questioning, which is our
wont in this Committee, I think you have performed
extremely impressively this afternoon. Thank you
very much.




