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Annex 7	�De livery costs associated with 
providing the universal service

Postcomm believes that the requirement to deliver nationwide every working day does 
not present the cost burden that Royal Mail claims. 

It is worth noting the real distances involved in Royal Mail’s delivery operation. Rather than 
having to move huge amounts of mail across the country each day, the majority of mail 
delivered by Royal Mail travels relatively short distances. Three quarters of Royal Mail’s mail 
volume is carried a distance of 100 miles or less, and 53% of this is delivered within the 
same post code in which it is posted. Only a quarter of mail travels more than 100 miles.

Although rural areas cover 32% of the UK land area they account for only 0.7% of mail 
volumes delivered (as defined as zone E below).

Delivery costs by zone38 
Zone definitions are as follows:

Table 14: Delivery zones 

 

The UK has one of the highest population densities in Europe, along with highest per 
capita mail usage of any European country, which are two key drivers of costs of the 
universal service.

Zones Business density Delivery point density

L – Inner London Based on geographic postcodes

LR – rest of London Based on geographic postcodes

A – Business district >10% >500 per km2

B – High Density N/A >1,000 per km2

C – Average Density N/A >100 and ≤ 1,000 per km2

D – Low Density N/A ≤100 per km2

E – Very Low Density N/A ≤ 10 per km2

ANNEX 7: DELIVERY COSTS ASSOCIATED WITH PROVIDING THE UNIVERSAL SERVICE

38	�A ll inferences are drawn from Royal Mail’s costing model as submitted in support of its Retail Zonal 
Pricing application. The figures are based on 2005/06 data and include all mail volumes, not just 
those captured by the application (i.e. bulk mail products). The costs are for delivery costs only.
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The chart below shows the average unit cost of delivering mail to each zone, along with 
the relative volumes of mail going to each zone. Mail volumes in zones A, B and C, make 
up 82% of total mail volumes (which includes most of London), and are less than half 
the cost of delivering to the most expensive areas. Indeed, delivery in zone C, which 
accounts for 54% of all volume, costs less than delivery in central London. This shows 
that the costs associated with delivery to expensive outlying regions actually account for 
a small proportion of total delivery costs.

 
Figure 24: 2005/06 mail volumes (RHS axis) vs average unty cost (p) LHS
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Annex 8	� Components of the 
Universal Service

Introduction
Royal Mail’s preliminary results indicate that the universal service is no longer self 
financing. However, Royal Mail proposed and Postcomm agreed a substantial reduction 
in the scope of the universal service within the current price control period.

Analysis
The products that were in the universal service in the year prior (2005/06) to the latest 
price control but were removed for the first year of the price control (2006/07) are:

	 •	M ailsort products except for MS 1400 1&2;

	 •	1 c PPI;

	 •	2 c PPI;

	 •	 Packetpost;

	 •	 Special Delivery next day PPI;

	 •	R esponse Services; and

	 •	W alksort.

The impact of the change in scope of the universal service is shown in the summary of 
the profitability of the letters business for 2006-07 by comparison to 2005-06, given in 
the table below.

Table 15: Profit of Royal Mail’s universal service for 2005/06 and 2006/07, with analysis 
of the impact of the change in the scope of the universal service (£m)

2006-07

Year of regulatory 
accounts

  2005-0639

Current US 
products

54

Products removed 
from US in 2006/07

145

Products removed 
from US and price 
control in 2006/07

27

Total original US 
scope (including 
Cleanmail Plus)

225

27 (10) 40 57

ANNEX 8: COMPONENTS OF THE UNIVERSAL SERVICE

39	�I ncludes £10m profit for Cleanmail Plus, which Royal Mail did not report as being in the universal 
service in 2005-06, as it was a new product, but which is effectively included in the definition of the 
universal service with effect from 2006.
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The table shows that those products retained within the USO only had a small profit 
in 2005-06, prior to the current price control, and Royal Mail willingly agreed to 
the reduction in scope of the USO which removed the products which provided 
approximately 75 per cent of the USO’s profits in 2005-06. However, in respect of the 
products removed from the price control in 2006-07, there was a substantial reduction in 
profitability. A summary reconciliation of the profit of the USO products to the products of 
Total Mails, as reported in Royal Mail’s regulatory accounts, is as follows:

Table 16: Reconciliation of the profit of the universal service products of Total Mails, 
(2005-06 scope), £m

57

Total profit of 
USO products 

(2005-06 scope)

225

Other price 
controlled products 

(Presstream)

(17)

Downstream
access

(14)

Other letter
products

96

Total mails

291

(2) (44) 137 148
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Annex 9	�An alysis of Royal Mail’s cash 
flow projections over the price 
control period 2006-2010 

As outlined in section 3 of our submission, Royal Mail has provided us with a projection 
of its cash flow for the combined price control period from 2006-2010. This was 
presented in the form of a report from KPMG, including a summary of the cash flow 
differential to Postcomm’s assumptions for the regulated business. Over the four years, 
KPMG’s report indicates a cash gap of £2.6bn, compared with Postcomm’s forecast for 
the price control period. 

Postcomm has performed a top-down analysis of KPMG’s analysis of Royal Mail’s cash 
flow over the period of the 2006-2010 price control. Postcomm’s analysis confirms that 
the scale of Royal Mail’s forecasted underperformance of the price control is consistent 
with previous Postcomm analysis, and with Royal Mail’s 2007 Strategic Planning Model 
(SPM), updated to reflect 2007-08 actual performance to December, which was lower on 
both revenues and costs than forecast in the SPM for 2007-08.

This top-down analysis gives the breakdown of the £2.6bn “cash gap” given in the table 
overleaf. This analysis is calculated by taking agreed areas of difference for 2006-07 (as 
per Annex 6 of Postcomm’s first submission), and rolling forward over the whole price 
control period.

Royal Mail/KPMG’s analysis includes a shortfall in total revenues of £0.74bn. In both 
2006-07 and 2007-08 Royal Mail has not been able to gather the maximum revenues 
allowed in the price control, due to falling volumes and resistance by customers to 
pay higher prices. Therefore we would conclude that Royal Mail/KPMG’s forecasts 
are calculated on the presumption that they continue to suffer falling volumes and 
consequently under-recoveries against revenues assumed when setting the price control.

We have estimated the likely causes of such a gap, based on analysis of Royal Mail’s 
most recent strategic plan provided to Postcomm. Royal Mail has seen this breakdown 
and understands Postcomm’s approach. 

ANNEX 9: ANALYSIS OF ROYAL MAIL’S CASH FLOW PROJECTIONS OVER THE PRICE CONTROL PERIOD 2006-2010
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Table 17: Summary analysis of cash flow difference forecast by Royal Mail (all figures in £bn)

Cost/revenue category	 Variance to price control Source of analysis

Shortfall in achieved efficiency 0.98

This is based on Postcomm’s analysis of 
Royal Mail’s forecast efficiency for 2007-10, 
which we estimate to be 0.6%, compared 
with a target of 3% per annum40.  

Bonuses (which Postcomm 
believes should be funded 
by profits)

0.62

This includes Share in Success bonuses paid 
in 2006-07 (£70m) and productivity bonuses 
(£550m). Both numbers are based on Royal 
Mail’s strategic plan.

Compensation41 0.31 Royal Mail’s strategic plan.

Cost of agency staff 0.22 Royal Mail’s strategic plan.

Sum of identified cost differences 2.13

Other (0.02)

KPMG/Royal Mail cost difference 2.11 KPMG/Royal Mail Report.

Revenue difference 0.74
KPMG/Royal Mail Report – consistent with 
shortfall in revenues observed in 2006-07 
and latest forecasts for 2007-08.

Capex underspend (0.33)
KPMG/Royal Mail Report – consistent with 
shortfall observed in 2006-07.

Financing not included 0.08
KPMG/Royal Mail Report. Price control 
cash flow included 78m benefit of interest 
on net cash.

Total cash flow difference 2.60

40	�F urther detail of Postcomm’s analysis of Royal Mail’s operating efficiency during the current price control 
period was provided in Annex 11 to Postcomm’s first submission.

41	� £310m is made up of £35m for 2006-07, as agreed with Royal Mail, added to figures classified as 
“compensation” in the latest version of Royal Mail’s strategic planning model that Postcomm has been 
provided with. Postcomm has not been provided with a detailed explanation of what “compensation” 
comprises. Our understanding is that it is a mix of uninsured losses and the impact of quality of service 
failures by the company.
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Sufficiency of Royal Mail’s return on RAB
Royal Mail has provided a report to Postcomm which demonstrates that its allowed 
return, compared to operating costs, is proportionately small, and gives it lower 
protection against cost volatility. The UK regulatory framework, as used by Postcomm, 
includes a “building blocks” approach, where the regulated company is incentivised to 
outperform the regulators’ assumptions on operating costs (opex), through an “RPI-X” 
incentive, and is incentivised to invest efficiently in its network, through a regulated asset 
base and an allowed return on its capital. Royal Mail’s report establishes and we agree 
that there is a higher proportion of opex to assets than is the case for other regulated 
companies. This does not imply that there is a problem with the regulatory framework. In 
particular the incentives on Royal Mail to manage both capital expenditure (capex) and 
opex efficiently remain appropriate. 

Price controls represent a package of measures. Given the dominance of operating 
expenditure in Royal Mail’s total costs, when assessing the package of the price control, 
both from Postcomm and Royal Mail’s perspectives, greater weight is given to the opex 
targets and their achievability, than under other regulatory regimes, where the cost of 
capital, and the incentives for efficient capital investment typically are a more important 
factor. In addition, Postcomm has recognised the risks faced by Royal Mail, and has 
included mechanisms to protect Royal Mail from fluctuations in factors largely beyond its 
control, such as overall mail volumes and pension deficit funding costs. Indeed the mail 
volume adjuster that is built into Royal Mail’s price control will, on our latest forecasts, 
increase Royal Mail’s total allowed revenue over the four years of the price control by 
around £120M demonstrating the extent to which Postcomm has taken great care to 
construct a price control package for Royal Mail that addresses some of the risks that 
it faces. Royal Mail also has a higher allowed return on capital than currently applies 
in other regulated industries which explicitly recognises the higher risks that it faces in 
operating in the market that it does. 

Postcomm assessed the data on operating expenditure provided by its consultant, 
LECG. As a result we concluded that a 3 per cent opex efficiency target was achievable. 
Recent detailed analysis from LECG42 and LEK/Oxera43 that has been input to the current 
Network Rail review supports this as being towards the bottom of the range of what 
has been achieved by other UK regulated companies. Postcomm’s final price control 
efficiency target decision was based on extensive analysis and the rationale was well 
documented and understood by Royal Mail. It would be reasonable to expect Royal Mail, 
as a business dominated by operational expenditure, to view this as the most important 
factor when deciding whether or not to accept Postcomm’s proposals, and Royal Mail 
and its shareholder duly did accept those proposals. 

ANNEX 9: ANALYSIS OF ROYAL MAIL’S CASH FLOW PROJECTIONS OVER THE PRICE CONTROL PERIOD 2006-2010

42	� http://www.networkrail.co.uk/browse%20documents/strategicbusinessplan/update/scope%20for%20effi
ciency%20gains%20(lecg).pdf

43	� http://www.rail-reg.gov.uk/upload/pdf/lek-ox_cp4effgns.pdf
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Annex 10	�M ain provisions of USO funding 
arrangements adopted in 
other European countries

Provided below are extracts from the PWC report “The Impact on Universal Service of 
the Full Market Accomplishment of the Postal Internal Market in 2009”, which review 
alternative financing arrangements for the USO in Europe.

Table 18: Main provisions of USO funding in other European Countries

(a)	 (i) Taking advantage of scope economies by selling competitive services

Although post offices have provided competitive services, notably parcels, for many 
years, defining standards of conduct when a universal service provider (USP) does 
introduce competitive services is not straightforward. Use of the same infrastructure 
to provide USO and competitive products is likely to lead to claims of unfair pricing 
practices, unless competitive products are required to make a contribution to the 
costs of the infrastructure. However, the infrastructure would still be required to meet 
the USO whether or not such competitive services were offered. The further use of 
this infrastructure by competitive products paying at least their own incremental cost 
would generally be efficiency enhancing and could make significant contributions to 
the viability of the national post office and the ability to fund the USO. Moreover, the 
cases of Germany and the Netherlands illustrate the expansion of activities into related 
products offers advantages to a USP in addressing labour restructuring in a more 
flexible manner.

A further critical element in the funding of the USO is that the post office may be 
able to take advantage of economies of scope and scale across the various services it 
offers. In the case of a multi-product firm a scope economy occurs where, in the case 
of two or more products, the cost of producing these two products in one firm is lower 
than if two firms produce them separately. In any individual firm, economies of scale 
occur where as output increases, unit or average costs decrease. The idea is to spread 
fixed costs over a greater volume. 

Except in rather unusual cases, for example, strongly complementary products if a firm 
has economies of scope and it decides to add a product, it will be better off if the price 
it charges is greater than its average incremental cost. The same result is achieved if 
the incremental revenue from the product exceeds the incremental cost of the product. 
Using this approach and taking advantage of economies of scope, it is possible to achieve 
efficiency improvements.
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(b)	 (ii) More flexible and responsive pricing and service quality standards 

It was already shown that the first general flanking measure to accommodate full 
market opening (FMO) should be to suppress uniformity of pricing bulk mail, while 
maintaining uniformity for single letter mail, just for ease of simplicity.  

The same allocative inefficiencies apply to uniform service quality standards. Here 
the uniformity has to do with 1) delivery frequency, and 2) scope of products offered 
at various counters (e.g. requiring that all counters offer all services), 3) reliability 
standards for delivery, 4) other specific quality standards such as “day-certain 
delivery” and bundled services such as addressing services. The point here is that 
“uniformity” hinders product and service innovations by reducing everything to a 
common denominator, especially when coupled with regulation that focuses on a few 
“uniform” products. Of course, Member States should have clear quality standards, 
including delivery frequency, for products covered by the USO, including standards 
for D+1 single-piece mail. However, from a regulatory perspective, such quality 
standards should be confined as narrowly as possible to core USO products, leaving 
to the market the discipline of assuring service quality across all products. Much 
of modern marketing has been concerned with product design and pricing that is 
responsive to differences in customer willingness-to-pay across different consumer 
segments. The preliberalization mindset of “uniformity” masks customer valuation 
and valuebased pricing, and thereby blunts market-driven or customer-focused 
approaches to service design and delivery. Misplaced notions of equity and quality 
uniformity needlessly sacrifice the benefits of competition in promoting increased 
product differentiation and innovation. 

(c)	 (iii) Raising the single-piece price  

The single-piece price will likely have to be increased to help fund the USO after FMO. 
Regulators will have a delicate balancing act of not conferring too great an advantage 
on the PO by allowing the single-piece rate to rise to near the monopoly level as POs 
will still have an effective monopoly on single-piece mail. Competition/FMO will drive 
the price of services to their cost and, when there is some market power to do so, to 
increase those prices for products which are less elastic. Both of these tendencies will 
exert upward pressure on the single-piece price and downward pressure on the prices 
of business products. 

The postal sector is not the first network sector to have experienced entry, and these 
effects have been seen in other sectors, from energy to telecommunications. There is no 
reason to believe that one will not see the same effects in the postal sector after FMO.

ANNEX 10: MAIN PROVISIONS OF USO FUNDING ARRANGEMENTS ADOPTED IN OTHER EUROPEAN COUNTRIES
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(d)	 (iv) Compensation funds and explicit subsidies to the PO

It was concluded [earlier on] that some high impact countries could be in a situation 
where some elements of the USO represent an unfunded cost under FMO, even after 
restructuring and other possible flanking measures have been implemented. This could 
be exacerbated in the transition period after FMO, where development of mail volumes 
and positive effects of restructuring have not yet taken place. In this case, a provisional 
state subsidy could be envisaged. 

A number of Member States in the EU have passed postal legislation that explicitly 
foresees the use of compensation funds or targeted subsidies to support the USO44. 
Several approaches have been analysed for such funding, including explicit subsidies 
from general tax revenues and excise taxes placed on entrants’ postal revenues. 
The key concern with any subsidy scheme is that it typically motivates the recipient 
to devote significant resources to the unproductive business of protecting and 
increasing the subsidy instead of becoming market oriented and seeking efficiency 
improvements from more innovative operations and service offerings. To counter 
this natural defect of any subsidy scheme, we argue that such subsidies be for 
small amounts, targeted to specifically identified aspects of the USO, and monitored 
carefully to assure that these subsidies are spent as intended. 

Two general sources of subsidy are available to support the USO: general tax 
revenues or compensation funds deriving revenues from an excise tax on selected 
postal and courier products. If the subsidy comes from general tax revenues, funding 
would impose deadweight losses on the economy through the tax system. On the 
positive side, such a subsidy would have the benefit of putting real pressure on the 
USP to prove that the funding it requires to support the USO is absolutely required. In 
particular, from a political point of view, raising additional taxes for this purpose would 
be difficult if a recognized and effective mechanism for providing the services through 
the market were in operation. 

Instead of general tax revenues, one could also use a compensation fund which 
would be funded via an excise tax on selected postal and courier products45.

The usual proposal (e.g., in Belgium and Italy) is to collect funds equal to the 
projected USO burden imposed on the USP from all licensed operators offering 
certain postal products, with the tax burden proportional to their revenues in the 
selected postal products. Such a fund might, for example, be levied as a per unit 
surcharge on every mail item delivered by all licensed carriers. On the positive side, 
this sort of fund would keep the pressure on all parties in the postal business to 
carefully measure the scope of the USO and to propose alternative ways of meeting 
it through the market. On the negative side, compensation funds based on taxes on 
either products or gross revenues have not worked well in practice as they generate 
high transaction costs in tracking and monitoring the selected products and in 
collecting the tax.

44	 These include Belgium, Cyprus, France, Germany, Greece, Italy, Portugal, Slovenia and Spain.
45	�WI K (2005), chapter 5, provides a detailed set of prescriptions and model regulatory language for the 

design of compensation funds, as well as a discussion of some of the pros and cons of alternative ways 
of setting up such funds.
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Annex 11	� German model of universal 
service provision

1.1	�B efore 1 January 2008 Deutsche Post AG (DPAG) was obliged by the Postal 
Act to provide the universal service as specified in detail in the Universal Postal 
Service Ordinance (PUDLV). In the new framework, whilst the universal service 
is prescribed in legislation, the provider is not. Whilst DPAG is no longer obliged 
to provide the Universal Service, it is generally expected that it will continue to 
provide it. However it is possible that other operators will offer services consistent 
with the universal service standards in the future. 

1.2	�D PAG has to notify the regulator six months in advance if it wants to discontinue 
full provision or lower the service levels of the universal service. Where a universal 
service is not being voluntarily and adequately provided, the regulator can take 
one of two courses of action: 

	 •	� the regulator may directly oblige a company to provide the service. 
The obliged licensee must have a dominant position in the geographically 
relevant market or in an adjacent market. It is also possible to oblige several 
licensees to cooperate if there is no dominant operator. If a company is 
obliged to offer a universal service it can demand compensation based 
on the difference between its long-term additional costs46 of efficiently 
providing the relevant service and the income from this service. Whilst 
the actual compensation is (determined ex-post) the company needs 
to undertake financial modelling at the time it gives notice, in order 
to demonstrate financial detriment. If compensation is granted to the 
dominant company, all operators47 generating sales above B500,000 in the 
licensed sector have to fund it by contributing in proportion to their sales 
in the licensed sector48. (We understand that the threshold of B500,000 
sales was chosen to exclude a great number of small companies and 
therefore to make sure that administrative expenses are in reasonable 
proportion to realised compensation levies. Many of these excluded small 
regional operators can nevertheless provide universal services.); and 

	 •	� the regulator can solicit bids for the service concerned. Only those operators who 
are considered to be efficient, reliable and competent are permitted to make 
a bid. The provision of the service is awarded to the bidder requiring the least 
financial compensation. This compensation is funded by other operators, as 
above. Since the compensation paid to the universal service provider is paid for 
by other operators in proportion to their market shares, the incumbent operator 
will still pay a significant proportion of the cost, even if the activity is undertaken 
by other operators after the bidding process.

46	� No further specification of the cost modelling approach (e.g. bottom-up vs. top-down) is given in 
the Postal Act.

47 	 The threshold applies to corporations not to individual licensees. 
48	� Since the universal service compasses far more than the licensed services, not all providers of universal 

services are affected. 

ANNEX 11: GERMAN MODEL OF UNIVESRAL SERVICE PROVISION
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1.3	�W hilst much remains to be done to implement this system in practice, it is still 
possible to identify some characteristics of this scheme that may be relevant to 
any future external support mechanism for the UK’s universal service: 

	 •	� the model de-links the concept of the universal service with that of the 
universal service provider; 

	 •	� the model deals to a large extent with the concerns about the impact of 
liberalisation on the universal service. The universal service is defined, and a 
willingness to pay through the bidding process is established; and

	 •	� the model enables the USP, if it genuinely believes that it suffers detriment 
through having to provide all the universal service in a competitive market, to 
trigger a process by which compensation may be paid to it.
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Annex 12	�Ro yal Mail’s Renewal 
Plan savings

Introduction
Royal Mail’s submission includes an analysis of its gross cost reduction of £1.5bn 
between 2002-03 and 2004-05. Our submission highlights that while this is a substantial 
gross impact, the net impact on ongoing operating costs has been smaller. This annex 
provides additional analysis from Postcomm of the net impact on operating costs of those 
savings, and whether the renewal plan has resulted in net benefits for customers.

Royal Mail’s submission outlines that the £1.5bn  of renewal plan savings includes 
approximately £400m of savings which relates to businesses outside the scope of the 
liberalisation review, primarily the restructuring of Parcelforce Worldwide49. We have 
therefore focused our analysis on the net savings of Royal Mail’s Letters business.

Analysis
Royal Mail has analysed its £1.5bn into different projects. We note that the total gross 
savings achieved were consistent with planned levels. However, we find it surprising that 
the gross savings from the move to a Tailored Delivery Service (single daily delivery) were 
only £76m. As evidence we note:

	 •	�R oyal Mail planned to save approximately £350m through the Single Daily 
Delivery project50. Given that Royal Mail state that the project was completed 
“successfully”, it is hard to understand how the saving can be so low; and

	 •	� a 1995 document submitted by the Post Office51 indicated that even at that 
stage the cost savings would be up to £150m.

In addition, Royal Mail reported specific one-off costs to achieve the Single Daily Delivery 
project of £245m, being over 30 per cent of the exceptional costs identified in the 
regulatory accounts associated with the renewal plan, which are analysed below: 

ANNEX 12: ROYAL mail’s renewal plan savings

49	 See slide 32 of Royal Mail’s response, Annex 1.
50	�B ased on Regulatory Accounts, 2001-02, page 7, supported by Royal Mail presentation to Postcomm, 

May 2002.
51	 Post Office Performance Review, August 1995.
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The low savings from the move to a Single Daily Delivery are of particular concern, as the 
move to Single Daily Delivery resulted in a publicly perceived reduction in the quality of 
Royal Mail’s service.

Postcomm’s analysis of Royal Mail’s total savings for the period 2002-03 to 2004-05 (all 
calculations on a 2004/05 basis), as shown overleaf. 

Table 19: Analysis of Royal Mail’s one-off costs to achieve the Renewal Plan (£m)

Recording date	 2001-02

Restructuring – pipeline/
transportation activities

146

Redundancy – support services 104

Mails automation

Tailored Delivery Service 
(single daily delivery)

Redundancy – other UK mail 
projects

60

Total52 310

2003-04

70

245

131

446

52	� The total relates to the USO, which was broken down in the regulatory accounts as above, and forms a 
large majority of the part of the current letters business which was subject to the renewal plan. Based on 
the current scope of the Letters business, these figures would be slightly higher, as they would include a 
higher allocation of restructuring of support activities.
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The ongoing savings are before the impact of one-off costs incurred as a result of the 
renewal plan. 

Royal Mail has argued that the impact of higher wages should be measured against 
average earnings increases, not against inflation more generally. In particular, it has 
noted that the closest average industry earnings measure for its employees rose by 
4.7 per cent per annum on average over the renewal plan period, as opposed to RPI of 
around 2.7 per cent per annum. The impact of this difference would be to increase the 
net savings by around £250m.

Postcomm’s view is that RPI is the appropriate measure when assessing the efficient 
costs of a monopoly business such as Royal Mail. We recognise that there will be extra 
pressures on some input factors, such as wage inflation. However, the efficiency of any 
network business is measured on its ability to control costs against those reflected in 
general market prices.

Table 20: Postcomm analysis of Royal Mail’s £1.5bn gross savings

	 Gross cost savings (£bn)

Gross cost savings from headcount 
reduction in Letters business

0.49

Gross cost savings from infrastructure in 
Letters business

0.57

Group projects 0.38

Gross savings from Group headcount 
reductions

0.09

Gross cost savings of Royal Mail Group 1.53

Costs relating to businesses outside the 
scope of the review

(0.47)

Note

1

2

3

4

Gross cost savings of Royal Mail Letters 1.06

Savings spent on higher wages and benefits (0.60) 5

60.46Net savings from Renewal Plan

ANNEX 12: ROYAL mail’s renewal plan savings
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Impact of changes to pensions environment
Whilst the renewal plan would, other things being equal, have therefore resulted in 
lower costs for Royal Mail, the renewal plan took place at the same time as pension 
contributions started to rise sharply for Royal Mail. In March 2003, the Royal Mail 
scheme went into deficit, and the benefit of the contribution holiday of £136m was 
ceased, with no impact on accounting costs. Following the completion of the renewal 
plan, in March 2006, Royal Mail had a revaluation of the pension deficit which 
resulted in an increase in annual cash contributions of approximately £320m, of which 
approximately £273m relates to the Letters business. Therefore, of the £460m net 
renewal plan savings – none were retained for customers or shareholders with effect 
from the start of the new price control in April 2006.

The graph below estimates the impact over time of the renewal plan on costs53, before 
and after the offsetting impact of the increases in pension funding:

In summary, the graph shows that net savings from the renewal plan on Royal Mail 
Letters’ operating costs peaked at approximately £460m in 2004-05, but that these were 
offset by higher ongoing pension service costs, and that when pension deficit funding is 
also included, there was a net increase in costs between 2001-02 and 2006-07. Further 
detail of this analysis is provided in the tables overleaf.

Figure 25: Cumulative net savings of Royal Mail’s Letters business before and after in-
creases in cash pension contributions 
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53	�M easured against operating costs in 2001-02, using like-for-like data from Royal Mail’s regulatory accounts.
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In summary, whilst Royal Mail achieved over £1bn of gross savings in its Letters business 
by 2004-05, these were partly offset by the increase in wages. By 2006-07, the net 
savings were all used to meet the impact of its higher pension costs which arose as a 
result of the actuarial valuations of the defined benefit scheme in 2003 and 2006.

2002-03 2003-04 2005-06 2005-06 2006-07

457457
Combined recurring operating costs 
savings from renewal plan56 457320185

(114) (119)Increase in pension costs (2006-07) (122) (224)

(289)(118)Pension deficit funding (118)(118)

(57)217
Cash savings, being opex savings net of 
pension deficit increases

22087185

Table 22: Combined recurring impact, net of rising cash pension contributions

Renewal Plan period

2002-03 2003-04 2005-06 2005-06 2006-07

185

135

137

2002-03 net savings

2002-03 net savings

2002-03 net savings

457457
Combined recurring operating costs 
savings from renewal plan54 457320185

(310) (441) –Costs of renewal plan – –

Renewal plan: 
new opex savings

457457
Combined recurring operating costs 
savings, net of costs to achieve

457(121)(135)

(171)–
Increase in ongoing contributions in 
2006-07 from pension revaluation55 –––

286457
Cumulative net operating cost savings, net 
of rising pension costs and costs to achieve

457(121)(135)

87 342 535Note: RML profit 344 194

Table 21: Net operating cost impact for Royal Mail Letters of renewal plan

54	�M easured as impact of specific renewal plan activities, offset by increases in pension contributions.
55	�B efore the impact of FRS 17 on accounting for ongoing pension contributions.
56	F rom table 20, above.

ANNEX 12: ROYAL mail’s renewal plan savings
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Notes:
1. 	�B ased on like-for-like reduction in headcount between 2001-02 and 2004-05 in 

“mails and parcels” business (12%), applied to staff costs of Letters business 
in 2001-02. The scale of the increase is also consistent with statements in the 
regulatory accounts about increases in labour costs, adjusted for consequential 
impacts on pensions and NI, plus £40m from change in NI rules in 2002-0357.

2. 	�B ased on comparison of non-staff costs (excluding depreciation) on a like-for-like 
basis, from 2001-02 to 2004-05.

3. 	F rom Royal Mail’s submission (slide 31).

4. 	�D ifference between identified Letters Business savings and total savings claimed 
by Royal Mail – but also of the same scale as expectations from Royal Mail’s 2002 
strategic plan for Post Office savings. 

5. 	� Change in total staff costs calculated by comparison of like-for-like staff costs, 
from 2001-02 to 2004-5. Real wage growth calculated as:

	I ncrease in staff costs				    0.12

	A dd back: Impact of change in headcount	 (0.49)

	I mplied change in wages			   0.61

	 (numbers in £bn)

6. 	� Net impact on total Royal Mail Letters’ costs based on total like-for-like cost 
reductions (excluding depreciation). Scale is consistent with indicated scale of 
cost reduction from 2007 strategic plan provided to Postcomm. 

57	� The 2001-02 and 2003-04 regulatory accounts refer to agreed increases of £70m and £340m 
respectively to basic salaries.
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Annex 13 	� Organisational structures and 
regulatory environment of 
selected European countries

This annex summarises the ownership and organisational structure of postal incumbents 
in Austria, Belgium, Denmark, France, Germany, Italy, Netherlands, Sweden and UK. 

Summary of findings
The tables below summarise our findings for the countries considered. The main sources 
used for research are the postal USPs websites, PWC’s report titled “The Impact on 
Universal Service of the Full Market Accomplishment of the Postal Internal Market in 
2009” dated May 2006, WIK Consult’s report titled “Main Developments in the Postal 
Sector (2004-2006)” dated May 2006. We have also relied on the knowledge of LECG 
regulatory experts.  

 

Table 23: Summary of organisational structures

Country Mission

Austria	
“Austrian Post brings 
something for everybody”	

Belgium	

“…be the leading postal 
company, in which customers 
trust for distribution of their 
physical and electronic packages 
and attractive financial products” 
(translation from Dutch) 

Denmark

“…provide basic postal services 
to all customers in Denmark 
– senders and recipients alike. 
These postal services must be 
the best in Europe measured 
in terms of service level, quality 
and price combined.”	

France	

“Our ambition…to become one 
of Europe’s leading operators by 
2010, maintaining our position 
as France’s leading service point 
and developing our original 
concept in retail banking.” 	

Government 
approved 
directors 
(total)

? (12)	

6 (10)	

? (8)	

14 (21)	

Business 
segments 

Mail; Parcel & 
Logistics; Branch 
Network 

Mail; Retail; 
Belgian Post 
Solutions	

Business 
Customers; 
Individual 
Customers; 
Courier, 
Express, Parcel; 
International Post	

Mail; Parcels and 
express; Financial 
services 	

Ownership

51% ÖIAG58, 
49% free float

State (50%); 
CVC (50% less 
one share)59 

State (75%); 
CVC (22%); 
3% Employees, 
management 
and others

State (100%)

ANNEX 13: Organisational structures and regulatory environment of selected european countries

58	�A ustrian state holding company: Österreichische Industrieholding AG (“OIAG”).
59	� The Belgium State owns 24.13% directly and 25.87% indirectly through Federale Participatie- en 

Investeringsmaatschapij N.V.-Société Fédérale de Participation et d’Investissement S.A. The remaining 50% 
minus one share is held by Post Invest Europe Sarl , indirectly held by the Post Danmark A/S and C.V.C.
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Netherlands

“…exceed its customers’ 
expectations in the transfer of their 
goods and documents around 
the world. TNT delivers value to 
its clients by providing the most 
reliable and efficient solutions 
through delivery networks.”

? (10) Post; Express	

State is selling 
its shareholding 
and transferred 
special share to 
TNT (Nov. 2006)

Sweden

“…connect people and 
businesses by delivering mail 
reliably, cost-effectively and on 
time. Posten aims to create 
outstanding customer and 
business value by combining 
conventional and electronic mail.”

7 (10)	

Messaging; 
Stralfors 
(communication); 
Logistics; 
Cashier Services 
(Financial) 	

State (100%)62

UK

“…to be ‘demonstrably the 
best and most trusted postal 
services company in the 
world’.”(Royal Mail)

12 (12)	
Post Office; Royal 
Mail; Parcelforce 
Worldwide; GLS 	

State (100%)

Table 23: Summary of organisational structures (continued)

Germany “First choice for our customers”

Italy	 N/a	

2 (20)	

? (11)	

Mail; Express; 
Logistics; 
Financial 
Services; 

Mail; BancoPosta; 
Express and 
Parcels; Philately	

Services	KfW 
Bankengruppe 
(30.5%)60; Free 
Float (69.5%)

State (100%)61

Country Mission

Govenment 
approved 
directors 
(total)

Business 
segments 

Ownership

60 	 Owned by German Government.
61	�M inistry of Economics and Finance (65%) and Cassa Depositi e Prestiti Spa. (35%), a Government 

owned development bank.
62	�M erger with Danish Post announced on 1 April 2008. The Swedish state will own 58.2% of the 

merged firm. 
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63	� E2E is End-to-End: estimates are derived from the Ecorys July 2005 on the development of competition 
in the European postal sector supplemented by Postcomm’s 2007 Competitive Market Review and 
internal Postcomm estimates of likely current competitor volume share in particular countries.

ANNEX 13: Organisational structures and regulatory environment of selected european countries

Netherlands < 10%	

Privatised and listed

Germany 30.5%	 High	 Low	 Low	

Country
State 
ownership

USO 
requirement

Quality of 
service 
required

Uniform tariff 
requirement

High	 Low	 Low	

Austria	 51%	 Low	 High	 High

Belgium	 50% + 1 
share	 High High High

Table 24: Summary of regulatory environment

Only USO 
services are 
VAT exempt

USP’s VAT 
status

Only USO 
services are 
VAT exempt	

All postal 
services are 
VAT exempt

All postal 
services are 
VAT exempt

Compensation 
fund included 
in law, not 
implemented

N/A

N/A	

USO funding

Compensation 
fund included 
in law, not 
implemented	

10%	

Letters carried 
by E2E non-
USPs64

12%	

2%

2%
Modernisation of 
network

Restructuring prior 
to privatisation

Improvement 
programmes 
before and after 
privatisation 
Creation of 
part-time flexible 
contracts from 
delivery staff

Restructurings

Productivity 
improvement and 
expansion through 
acquisitions 
following 
privatisation

State dominated

Denmark	 75%	 High High High
Only USO 
services are 
VAT exempt

N/A 6%

Replacement of 
full-time employees 
by part-time 
employees
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64	�M erger with Danish Post announced on 1 April 2008. The Swedish state will own 58.2% of the 
merged firm. 

France	 100%	 High High Low
Only USO 
services are 
VAT exempt

Compensation 
fund included 
in law, not 
implemented

<1%

Plans to extend 
letters business in 
foreign countries.
Creation of 
postal bank.
Modernisation 
of network.

Italy 100% Low High Low
All postal 
services are 
VAT exempt

Compensation 
fund <1% Operation of retail 

banking activities

State owned

Country
State 
ownership

USO 
requirement

Quality of 
service 
required

Uniform tariff 
requirement

Table 24: Summary of regulatory environment (continued)

USP’s VAT 
status

USO funding
Letters carried 
E2E by non-
USPs63

Restructurings

Sweden	 100%64 Low Low Low
No VAT 
exemption for 
any services

N/A 10%

Mail business 
restructuring 
supported by 
government. 
Resistance from 
postal workers 
union

UK 100% High High Low
USP is 
exempt from 
charging VAT

N/A <1%
Modernisation and 
restructuring of 
letters business
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Table 25: Summary of form of regulation

Annex 14	�Fo rms of regulation in Europe

The table below summarises the form of regulation in Austria, Belgium, Denmark, 
France, Germany, Italy, Netherlands, Sweden and the UK. 

Belgium	

Price index 
– universal 
service price 
cap regulation 
(ex-post 
regulation 
for other)

Austria	
Reserved 
area ex-ante 
regulation

Deregulation 
in line with EU

Reserved 
area only 
subject to 
accounting 
separation

Closing 
post offices 
replaced by 
alternatives 
such as 
mobile outlets

Country
Type of 
regulation

Degree of 
liberalisation

Accounting 
separation

Working 
practices

Deregulation 
in line 
with EU

All universal 
services 
subject to 
accounting 
separation

CVC/Post 
Danmark 
stake provides 
financial, 
commercial 
and operational 
expertise 
which has 
speeded up 
modernisation 
programme

Denmark

Price index –  
ex-ante 
regulation for 
reserved area 
(ex-post for non 
reserved area) 

Deregulation 
in line with EU	

All universal 
services 
subject to 
accounting 
separation

NRA has 
power to 
introduce 
downstream 
access, not 
implemented

France

Universal 
service based 
on past costs 
– ex-ante 
regulation for 
reserved area 
(ex-post for non 
reserved area)

Deregulation 
in line 
with EU

Universal 
services not 
subject to 
accounting 
separation

General 
authorisation 
procedure

Licensing

Licence 
required for 
all universal 
services incl. 
packages. 
Other 
services 
require 
declaration 

General 
authorisation 
procedure

Letter post 
license

Current 
company 
pension 
scheme is to 
be transferred 
to the state

State has 
to pay in the 
last resort.

Pension service 
for the public 
sector pays 
out pensions 
and employer 
contributes
At change to 
plc change 
in payment 
arrangement 
for civil servants 
still employed.

Pension 
funding

State pays out 
pensions and 
employer and 
employees 
contribute
State has to 
pay in the last 
resort.
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Table 25: Summary of form of regulation (continued)

Italy
Universal 
service ex-ante 
regulation 

Germany	

Efficient costs – 
Ex-ante 
regulation for 
market dominant 
correspondence 
(ex-post for 
market dominant 
operators) 

Deregulation 
planned in 
2008 

Reserved area 
only subject 
to accounting 
separation

Downstream 
access 
implemented 
to sorting level

Country
Type of 
regulation

Degree of 
liberalisation

Accounting 
separation

Working 
practices

Deregulation 
in line with EU

All universal 
services 
subject to 
accounting 
separation

Netherlands

Cost index 
– universal 
service price 
cap regulation

Liberalisation 
in 2008 on the 
condition of 
deregulation 
in UK and 
Germany

Universal 
services not 
subject to 
accounting 
separation

Employees 
have private 
sector 
contracts 
under 
collective 
agreements

Sweden

Past costs 
– price cap for 
non-bulk letter 
post ex-post 
regulation for 
universal service 

Deregulated 
in 1993

All universal 
services 
subject to 
accounting 
separation

Public and 
private 
operators are 
treated equally 
for VAT

Full market 
opening 
implemented 
per 1 January 
2008
Licence 
required for 
letter post

Licensing

Licence 
required for 
all universal 
services incl. 
packages

No licences 
required

Fully 
liberalised in 
1993
No service 
reserved for 
USP
Licence is 
required

Corporate 
pension fund

Corporate 
pension scheme 
existed before 
privatisation

Corporate 
pension fund

Pension 
funding

Pension service 
for the post and 
telecoms pays 
out pensions 
and employer 
contributes
State has to pay 
in the last resort

UK

Universal service 
ex-post price 
cap based on 
future costs for 
market dominant 
operators 

Full market 
opening in 
2006.

All universal 
services 
subject to 
accounting 
separation

Letter post 
license

Capital based 
pension system 
through a 
defined benefit 
pension  
scheme
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Annex 15	�Access  headroom 
cost calculations

Royal Mail’s assertions on upstream costs
In its first submission to the independent review of postal services, Royal Mail contends that 
the access headroom “guarantees” access competitors a margin if they are able to match 
Royal Mail’s upstream cost. Royal Mail provides an example (using the 120 CBC product) in 
which they allege upstream costs of 1.8 pence and access headroom of 3.5 pence. 

Postcomm has analysed Royal Mail’s claims. We conclude that Royal Mail has 
underestimated its upstream costs, and that the actual upstream cost to provide the 
120 CBC product in 2006-07 by an access operator with the same efficiency as Royal 
Mail is around 3.5 pence, equal to the level of access headroom for that product. 
Therefore, Royal Mail’s claims that any competitor replicating its own costs would have 
a guaranteed profit are not consistent with our analysis of its costs. The table below 
shows how our figure is related to Royal Mail’s figure; note that even by Royal Mail’s own 
admission, upstream costs in 2006-07 were 2.8 pence, well above the 1.8 pence alleged 
in its submission.

Data on upstream costs Cost (pence) Data source/rationale

Royal Mail’s headroom calculation for 
120 CBC, based on 2005-06 costs

1.8 p
Royal Mail’s first submission.

Impact of error in Royal Mail’s  
2005-06 cost analysis

0.3 p
Analysis provided by Royal Mail to 
Postcomm (July 2007).

Impact of rolling forward costs 
to 2006-07

0.7 p
Analysis provided by Royal Mail to 
Postcomm (July 2007).

Royal Mail’s estimate of its 2006-07 
upstream costs

2.8 p
Analysis provided by Royal Mail to 
Postcomm (July 2007).

Impact of removing access overheads 0.5 p

Royal Mail’s estimate is based on 
“headroom”, i.e. the difference between 
the cost of its 120 CBC retail and access 
products. This incorrectly equates 
Access cost with downstream cost. 
Access cost includes around 0.5p of 
Access overheads, which do not form 
part of downstream costs.

Royal Mail’s upstream costs 3.3 p

Access operator’s costs of complying 
with Royal Mail’s rules and regulations

0.2 p
Postcomm estimate. Note that Royal 
Mail does not have to bear these costs 
for its own retail products.

Equivalent access operator 
upstream costs

3.5 p

Table 26: Reconciliation of Royal Mail’s claims on upstream costs to Postcomm’s analysis
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In addition, Postcomm would note that there is an active and highly competitive access 
market, and therefore any Access operator seeking to take market share would not only 
need to charge less than Royal Mail for the upstream activities that it carries out, but 
would also need to charge at a level which competes with other Access competitors. 
Therefore even if access operators have lower upstream costs than Royal Mail, any 
profit theoretically made available by the level of Access headroom may well be 
competed away. For example, whilst the difference between one of Royal Mail’s retail 
services (such as Mailsort 120) and the corresponding Access service might be 3.5 
pence, UK Mail may be competing against TNT Post to supply a particular customer’s 
mail. Therefore, they may be only able to charge 1 – 2 pence for providing the 
upstream services, even though the headroom is 3.5 pence.

Detailed Analysis of Royal Mail’s upstream costs – update of Interim 
Review Analysis.
1.	� Postcomm’s access headroom model provides estimates, for different products, 

formats and weight steps, of upstream maximum profit opportunity. This is equal 
to the level of Access headroom being the difference between Mailsort and 
Access prices, less the estimated level of other operators’ upstream costs, on the 
assumption that they are as efficient as Royal Mail. If upstream profitability is not 
positive and at a reasonable level (say 1.5% of turnover), then competitors who 
are as efficient as Royal Mail cannot make a profit in the upstream market given 
the access prices that Royal Mail has set. This may indicate an anti-competitive 
margin squeeze. The Access headroom control is designed to prevent upstream 
margin squeeze by Royal Mail.

2.	�B y comparison, if upstream profitability is substantially positive, as Royal Mail 
has claimed in its first submission, then Royal Mail will be at a disadvantage in 
upstream competition with Access operators.

3.	� The analysis of upstream profitability is critically dependent upon arriving at a 
reliable estimate of upstream unit costs. This was a difficult task in the 2007 
interim review, largely because of the existence of a number of anomalies in 
the treatment of Access products in Royal Mail’s 2005-06 costing system, and 
incomplete data from Royal Mail of the differences between the cost of Mailsort 
and Access products. 

4.	� On the basis of the information then available and a number of adjustments to 
correct for the identified anomalies, 2005-06 upstream average unit cost was 
estimated at around 2.8 pence per letter item. However, Royal Mail provided 
information suggesting that upstream unit costs were expected to rise markedly 
between 2005-06 and 2006-07. The analysis therefore focussed on the adequacy 
of Access headroom in 2006-07, and an average unit upstream cost of 3.6 pence 
per letter item was estimated for that year.   

5.	� The 2005-06 cost estimates however suggested a mixed picture, with some 
Access products showing high levels of upstream margin and others showing 
inadequate upstream margins with little clear indication of Access headroom 
either being adequate or inadequate at an overall level.
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Updated review based on 2006-07 data
6.	� Postcomm was advised during the 2007 interim review by an independent 

consultant, Adam Mantzos. Postcomm commissioned Adam to update the 2007 
analysis in the light of 2006-07 cost data.

7.	� The 2006-07 cost data recently supplied to Postcomm by Royal Mail, as 
incorporated into Postcomm’s 2006-07 Cost Allocation Model (CAM), has 
resolved many of the uncertainties associated with the calculations made in the 
2007 Interim Review. The anomalies in the treatment of Access products have 
been largely eliminated, and no new anomalies have been identified. The 2006-
07 CAM, which for the first time reconciles perfectly with Royal Mail’s cost data, 
allows a more complete understanding of the differences between the cost of 
Mailsort and Access products.

8.	� The 2006-07 cost data suggests an average unit upstream cost marginally below 
that estimated in the 2007 Interim Review; 3.5 pence instead of 3.6 pence.

Conclusion
9.	�R oyal Mail’s 2006-07 cost data suggests average upstream costs of around 3.5 

pence for a letter, slightly below the 3.6 pence estimated in the 2007 Interim 
Review, which was based on 2005-06 cost data. As a result, there is little change 
to the picture for Access headroom from that concluded in the 2007 Interim 
Review, i.e. that at an overall level it is appropriate. Some products show high 
levels of upstream margin and others show inadequate upstream margins, with 
little clear indication of Access headroom either being adequate or inadequate at 
an overall level.

10.	� The 2007 Interim Review highlighted some significant concerns with the 
reliability of the 2005-06 cost data. The 2006-07 cost data resolves many of 
Postcomm’s concerns. The previously identified anomalies in the treatment of 
Access products have been largely eliminated, and no new anomalies have been 
identified. We also have been provided with a more complete understanding of 
the differences between the cost of Mailsort and Access products.

11.	� The cost information currently provided to Postcomm by Royal Mail therefore 
confirms the general picture for Access headroom arrived at in the 2007 Interim 
Review, that at an overall level, Access headroom is appropriate although it varies 
widely between Access services. 

ANNEX 15: Access headroom cost calculations
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Annex 16    �Summary of Telecoms access 
regulatory regime

Ofcom revised its regulatory approach in 2005 following the completion of its Telecom 
Strategic Review (TSR). The new regulatory focus areas included the delivery of equality 
of access to what were termed “enduring economic bottlenecks” while increasingly 
competitive activities could be deregulated (some wholesale and most retail products). 
The economic analysis undertaken suggested that the nearer the network got to the end 
user (so called “last mile” of local loop) the greater was the existence of bottlenecks. 
Conversely, the parts of the network closest to the retail service provider were the 
elements with most competition where regulation could withdraw. Following the TSR 
Ofcom accepted a number of undertakings proposed by BT principally involving the 
creation of Openreach in lieu of a referral to the Competition Commission under the 
2002 Enterprise Act. 

Shortly thereafter Openreach was set up to manage and provide access to the local loop 
network on an equivalent basis to all providers, BT Wholesale was set up to supply other 
Access and interconnection services to other communications providers and BT Retail 
focuses on serving UK customers (and buys its inputs from Openreach).

While Access wholesale prices continued to be regulated in a cost based way (using LRIC 
methodology) a number of other wholesale products (bitstream access) were regulated on a 
retail minus basis instead in a way that ensured that margin squeeze could not take place. 

Ofcom explicitly defined a margin squeeze test to ensure sufficient wholesale margins 
between different layers of certain wholesale DSL products65. 

In 2005 Ofcom established:

1.	 Equivalence at product level which involved:

	 •	�A ccess by other operators to the same sets of regulated wholesale access 
products as BT’s retail arm;

	 •	�A ccess to the same product, price, systems and product development 
processes as BT’s retail arm; and

	 •	� reduction of incentives for anti-competitive behaviour e.g. discriminatory 
actions (for example contracts of Openreach employees were modified so 
that employee incentives were no longer aligned with BT but rather with 
Openreach performance).

65	 Ofcom, Review of the Wholesale Broadband Access Markets, Final Statement, May 2004. 
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2. Operational separation which involved:

	 •	� operational separation of the unit providing bottleneck products;

	 •	� establishment of BT Openreach which involved local access to the telecoms 
infrastructure linking homes and offices to the local exchange and “backhaul” 
connections to enable local loop unbundling, separate accounts, location, 
systems and branding and the establishment of Chinese walls and 
independence for the new unit;

	 •	�B T Openreach was committed to delivering a ubiquitous service on an open 
and even handed basis to any and all communications providers, including to 
BT’s own downstream division (BT Wholesale, BT Retail);

	 •	�I ndependent oversight by an Equivalence of Access Board (EAB). EAB consists 
of five people, including three independent members, one BT Group plc non-
executive director (as the chair of the board) and one BT senior manager; and

	 •	� this structure made unfair treatment of Access operators far less likely.

The details are complex but the Unbundled Local Loops (the equivalent of the “final 
mile” in posts) were priced on Long Run Incremental Costs (LRIC) initially which was 
later modified to Current Cost Accounting (CCA) based on replacement costs or a Fully 
Allocated Costs (FAC) version of CCA in most cases.

In addition, very strong equivalence requirements – of inputs – were mandated of BT so that 
they provided the same services at the same quality to their retail arm and competitors in 
exactly the same way, which was the original rationale for establishing Openreach.

At the time of the equivalence undertakings, BT also agreed voluntarily to maintain price 
stability on wholesale bitstream services. This commitment to price stability was extended 
until a target of 1.5m copper loops were unbundled. This constituted temporary 
“headroom protection” to enable new entrants to come in and was not considered to be 
necessary permanently.

A range of other wholesale products, such as backhaul connectivity/Ethernet were 
regulated between an LRIC floor and Stand Alone cost ceiling, although the latter is 
currently being reviewed by Ofcom along with the possibility of introducing geographic 
pricing differentiation.

ANNEX 16: summary of telecoms access regulatory regime


