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Executive summary 

Executive summary 

Postcomm is undertaking a Condition 11 investigation into Royal Mailõs Mailsort 
Light offer.  Frontier Economics was retained by Postcomm to carry out an 
assessment that informs Postcommõs decision on whether there is effective 
competition in the sector of the market in which the Mailsort Light offer is 
supplied.  The key objectives of this work were to: 

 define the relevant market or markets in which the Mailsort Light offer is 
supplied, considering both the product and geographic markets; 

 assess Royal Mailõs market power and its impact on the market or markets 
and give advice to Postcomm on other factors that may be relevant to this 
consideration; and 

 advise Postcomm on the application of the effective competition test in 
this context. 

MARKET DEFINITION 

Mailsort Light is a credit offered by Royal Mail to its customers if they meet a set 
of criteria.  These are discussed in more detail later in the report, but include a 
requirement that the Mailsort Light mailing is: 

 mailed to the same addresses (or a subset of the same addresses) as a main 
mailing campaign to which the use of the service must be linked; 

 used for advertising campaigns; and 

 part of a campaign that totals at least 40,000 items. 

To assess whether there is effective competition for the purpose of establishing 
whether Condition 11 applies, we need to define the market where the services 
under investigation are supplied.  We therefore start our market definition by 
considering the Mailsort Light offer that was the focus of the original complaint. 

The òteaseró or òreminderó mailing associated with Mailsort Light has similar 
characteristics to the Mailsort 3 product.  Meeting the additional criteria that 
Royal Mail has attached to this product does not lead to a reduction in the price 
of this Mailsort 3 service.  Instead it results in a credit which is paid into the 
customerõs account.  The credit associated with meeting the terms of this offer 
can only be realised by making multiple mailings with Royal Mail. Since we do 
not consider that it is sensible to have separate markets for ôprimaryõ and 
ôsecondaryõ mailings, we start our market definition by considering the postal 
products used by the customers that take advantage of the Mailsort Light offer.   

Given this starting point, the evidence we have seen supports the view that there 
are two candidate market definitions that could apply to the services under 
investigation: 

 next day delivery bulk mail market; and 

 lower priority bulk mail market (including services where delivery is 
undertaken on Day C or later). 



2 Frontier Economics  |  June 2009  |   

Executive summary 

We identify these separate markets for bulk mail services for the following 
reasons. 

º On the demand-side, there are a number of bulk mail customers that 
continue to use next day delivery services who do not consider lower priority 
services represent a sufficiently close substitute.  

º On the supply-side, there is evidence that material investment would be 
required before operators of lower priority services could offer a next day 
delivery national bulk mail service.   

The geographic scope of the market in both cases is national. 

We do not consider that it is appropriate to widen these markets to include 
alternative media. 

º The ability to move to a digital form of communication depends on the 
nature of the item being sent and customer preference.  Some items cannot 
be transported via a digital channel and customers still prefer to receive hard 
copies, rather than downloads, for many other items where there is a choice. 

º When asked, customers seem quite optimistic about their ability to move at 
least some mail volume to alternative media in response to modest increases 
in mail prices. However, revealed preference data has not yet emerged to 
show a large decrease in mail volumes in response to a small increase in mail 
prices. 

º Although there will be some indirect competition to postal products based on 
competition within the wider markets in which they are used, either the final 
products are not close enough substitutes, or the mail price is too small a 
proportion of the final price, for us to have confidence that it would provide 
an adequate constraint. 

ASSESSMENT OF COMPETITIVE CONSTRAINTS 

Having considered the definition of the relevant markets for the postal services 
under investigation, we assess the strength of competitive constraints faced by 
Royal Mail in each of the two candidate markets identified.   

In understanding competition within the postal sector, it is helpful to consider 
the activities that are undertaken by postal operators.  The activities undertaken 
by Royal Mail can typically be broken down into five stages: collection, outward 
sorting, trunking, inward sorting and delivery.   Postal services have been fully 
liberalised since January 2006.  However, competition from alternative postal 
operators has been almost exclusively for the òupstreamó activities of collection, 
sorting and trunking.  These postal operators then contract with Royal Mail to 
use a downstream access service that covers the inward sorting and final delivery 
of mail so that they can offer their customers an end-to-end service.  Companies 
other than Royal Mail are active in the delivery of mail, but the quantities of mail 
carried are small.   
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In order to discuss whether we think there is effective competition for the 
services that form part of this investigation, we therefore make the following 
distinction. 

º Retail activity:  This covers the activity of competing for customers to 
provide a postal service from collection to delivery.  The activities that the 
retailer may itself carry out will vary.  However, postal providers other than 
Royal Mail typically undertake the upstream activities of collection, outward 
sorting and trunking of the mail and purchase a wholesale service from Royal 
Mail for inward sorting and delivery.   

º Wholesale activity: This covers the inward sorting and delivery of mail.  
Royal Mail still carries almost 100% of volumes in this activity. Alternative 
postal providers and customers using customer downstream access purchase 
this service from Royal Mail for the inward sorting and delivery of their mail. 

In making this distinction, we do not ignore the fact that some postal operators 
undertake both activities for certain products.  We also do not look at them in 
isolation.  In particular, we recognise that the regime governing access to the 
wholesale activity will have an impact on the ability of alternative postal providers 
to compete in the retail activity.  We therefore consider that this distinction will 
help us to evaluate whether there is effective competition for the services under 
investigation. 

Our assessment of effective competition covers five areas: existing postal 
competitors, potential competition and barriers to entry and/or expansion, 
constraints from non-postal alternatives, customer characteristics and regulation.  

Existing postal competitors 

In the next day delivery bulk mail market, Royal Mailõs market share is very high 
(over 90%) for both the retail and wholesale activities.  In the lower priority bulk 
market, competition is mainly from alternative postal operators that use a Royal 
Mail wholesale product for the inward sorting and downstream delivery of their 
mail. Royal Mailõs 2007/2008 market share in the retail activity was between 60% 
and 70%, down from approximately three-quarters in 2006/07.  It was nearly 
100% for the associated wholesale activity. 

Potential competition and barriers to entry and/or expansion 

Our assessment of potential competition covers three topics: legal barriers, 
economic barriers to entry and strategic barriers to entry. 

The main legal barrier relevant to this investigation is Royal Mailõs VAT 
exemption where the evidence we have seen suggests that this could distort the 
bulk mail markets, at least for certain customer groups.  However, we do not 
consider that either licensing conditions or Royal Mailõs special privileges are a 
significant barrier to entry to competition in the bulk mail markets defined in this 
investigation. 

We did not receive any evidence that would lead us to challenge the view that 
economies of scale and scope do not act as a significant barrier to entry in the 
retail activities for lower priority bulk mail services.  This may not be the case for 
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next day delivery bulk mail services.  Further, the absence of any sustained entry 
in downstream operations in the UK would support the view that Royal Mailõs 
economies of scale and scope in the wholesale segment are a significant barrier to 
entry.   

We have not carried out a detailed investigation of all issues relevant to access or 
zonal pricing and whether they could act as a strategic barrier to entry.  
However, we believe the evidence we have seen to date suggests there may be 
problems with the current access regime that could be hindering the ability of 
alternative postal providers to compete.  In particular, the main competitors to 
Royal Mail do not currently operate end-to-end services, but instead operate in 
the retail segment of the market and use Royal Mail downstream access for the 
inward sorting and delivery of their mail.  Consequently, the agreements struck 
by Royal Mail with its competitors (and customers) to provide wholesale services 
are likely to have a major impact on the degree of effective competition in postal 
markets.  The type of access services, the level and structure of the associated 
charges and the terms and conditions of use are all likely to be important. 

Constraints from non-postal alternatives 

Although we do not believe that the candidate markets should be expanded to 
include non-postal products, we recognise that competitive constraints are 
cumulative in nature and should be taken into account even if they are outside 
the relevant market.  However, it is not obvious to us that the shift in mail 
volumes to digital alternatives necessarily means that mail providers are facing a 
competitive constraint.  Instead they offer a new option to mailers that did not 
exist before, often with very low marginal costs and different service options. 
The move from mail to digital alternatives may represent a technological shift 
leading to additional commercial pressure on Royal Mail rather than providing a 
competitive constraint.  We therefore believe that the constraints imposed by 
alternative media do not currently act as a sufficient counterbalance against 
market power that Royal Mail may have within the postal sector. 

Customer characteristics 

The customers that have made use of the Mailsort Light offer are large volume 
mailers. The customers we interviewed were aware of the different alternative 
postal providers and services, did not face significant switching costs and had few 
concerns regarding alternative postal providersõ service levels.  Accordingly, the 
evidence we have seen to date is insufficient to conclude that customer 
characteristics are a factor which is hindering the ability of alternative postal 
providers to compete in the bulk mail markets. 

While Royal Mail believed that its customers had buyer power, almost all the 
customers we interviewed said that they had no buyer power in respect of Royal 
Mail. In particular they stated that they could not negotiate with Royal Mail and 
instead just had to accept the published tariffs.  Accordingly, we do not believe 
the evidence we have seen to date supports the view that countervailing buyer 
power is a factor which could act as a counter-balance to any market power 
Royal Mail might have.  
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Regulation 

When assessing the market power of a regulated firm it is important to consider 
the extent to which the regulatory regime may restrict the existence or exercise of 
market power.  Royal Mail bulk mail services are currently subject to controls 
through the tariff basket regulations in Royal Mail's licence and this would be 
expected to act as a constraint on Royal Mail's ability to exercise market power in 
certain circumstances.  The tariff baskets cap the revenues that can be earned 
from the services which are in the tariff basket, but do not specify the individual 
prices Royal Mail must charge for its services.  However, tariff rebalancing 
controls do limit the ability of Royal Mail to increase the prices of individual 
services. 

These price controls still allow Royal Mail some flexibility in the pricing of 
individual services and we would also note that the regulatory regime does not 
control services outside the price control or Royal Mail conduct such as the 
linking of services.  Consequently we do not believe the fact that there is a price 
control in place that covers certain Royal Mail services is, by itself, sufficient to 
mitigate the existence or exercise of market power in our candidate markets.  

APPLICATION OF EFFECTIVE COMPETITION TEST 

In the context of this investigation, we consider the extent to which Royal Mail 
may have market power in our candidate markets.  This allows us to advise 
Postcomm on whether we consider there is effective competition for the services 
under investigation. 

In the next day delivery bulk mail market, Royal Mail currently faces very little 
competition from alternative postal providers.  In the lower priority bulk mail 
market, Royal Mail faces competition from alternative postal providers that 
predominantly use Royal Mail wholesale products in order to undertake the 
downstream delivery function.  Although the market share of Royal Mail has 
fallen in the provision of the retail activity for these lower priority services, we 
would be cautious about inferring that such a decrease is evidence of effective 
competition within the market for the following reasons. 

º Mail users are not a homogenous customer base and use different services, 
formats, and priorities.  These aspects affect their willingness and ability to 
switch.  One cannot therefore assume that because a proportion of customers 
have switched the rest are equally likely and able to switch. 

º Royal Mail is the incumbent operator and the market has only been fully 
liberalised relatively recently.   

º No other competitors to Royal Mail offer end-to-end services comparable to 
Royal Mail, but instead operate in the retail segment of the market and use 
Royal Mail downstream access for the delivery of their mail.  This may tend 
to reinforce the influence and market power of Royal Mail. 

In addition, we have concerns that there are barriers to entry and expansion in 
these markets.  
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º VAT does still seem to operate as a barrier for that part of the postal market 
which is unable to reclaim all of the VAT charged to it, although agency 
agreements, where accepted by the local VAT office, are lessening the impact. 

º Royal Mail does not offer a full set of access services corresponding to each 
of its end-to-end services and it is not clear whether the current structure of 
Royal Mail charges is cost reflective.  This may constrain the ability of 
alternative postal providers to contest fully the customer offers of Royal Mail. 

º There appear to be economies of scale associated with the next day delivery 
retail activity and the wholesale activity for all priority levels.  

Further, we do not see evidence of countervailing buyer power and we do not 
believe the fact that there is a price control in place that covers certain Royal Mail 
services is, by itself, sufficient to mitigate the exercise of market power. 

Therefore, based on the evidence we have seen to date and given current 
competitive conditions, our advice to Postcomm is that there is not effective 
competition in the candidate markets in which the Mailsort Light credit is 
offered. 
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1 Introduction 

Frontier Economics was retained by Postcomm to carry out an assessment that 
informs Postcommõs decision on whether there is effective competition in the 
sector of the market in which the Mailsort Light offer is supplied.  The key 
objectives of this work were to: 

 define the relevant market or markets in which the Mailsort Light offer is 
supplied, considering both the product and geographic markets; 

 assess Royal Mailõs market power and its impact on the market or markets 
and give advice to Postcomm on other factors that may be relevant to this 
consideration; and 

 advise Postcomm on the application of the effective competition test in 
this context. 

This report presents the results of our work and is structured as follows. 

º Section Two contains the background to the investigation, including the 
Mailsort Light offer, the [é] complaint and Postcommõs initial response.  It 
also summarises our role in the Condition 11 investigation and describes the 
information base we used. 

º Section Three covers both product and geographic market definition. 

º Section Four contains our assessment of Royal Mailõs market power in the 
markets we have defined and our conclusions on other factors which may be 
relevant to a determination of whether effective competition exists. 

º Section Five contains our advice to Postcomm on the application of the 
effective competition test for this investigation. 
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2 Background 

This section gives the background to our report, describing the Mailsort Light 
offer and the nature of the complaint that prompted this investigation.  It also 
summarises Frontierõs role in this Condition 11 investigation and sets out the 
information base used to inform our assessment. 

2.1 MAILSORT LIGHT 

The Mailsort Light offer was introduced in 1994.  It is an offer that allows 
customers to send out a òteaseró or òreminderó mailing to accompany a main 
advertising mailing sent with any Royal Mail addressed service.  For example, a 
customer may post a catalogue to its customers and if some customers have not 
ordered within two months the company could use Mailsort Light to send out a 
reminder mailing, offering 10% off the customerõs next order. 

Mailsort Light is not available as a service on its own, as it must accompany a 
main mailing.  In addition, to be eligible to receive the Mailsort Light credit the 
following criteria must be fulfilled: 

 the customerõs entire mailing campaign (comprising the main mailing and 
one or more Mailsort Light mailings) must total at least 40,000 items; 

 the Mailsort Light items, which are usually a postcard or a fully sealed 
envelope, must have a maximum weight of 15g;1 

 the Mailsort Light items must be mailed to the same addresses as the main 
campaign (or a subset) and the number of items in any teaser or reminder 
stage must not exceed the number of items sent in the main stage; 

 the Mailsort Light items must make direct reference to the main 
campaign, bear the same branding and relate to the same customer offer; 
and 

 the whole mailing campaign (comprising the main mailing, and one or 
more Mailsort Light mailings) must take place within a six month period.  

Provided these criteria are met, Mailsort Light customers can claim a credit to 
their account of £45 for every 1,000 Mailsort Light items sent (that is to say, 4.5p 
per item).  The òteaseró or òreminderó mailing associated with Mailsort Light has 
similar characteristics to the Mailsort 3 product and can be used with either 
Mailsort 3 1400, Mailsort 3 700 CBC or Mailsort 3 120 (CBC or OCR). 2  The 
main mailing can be any Royal Mail service.3  

                                                 

1   The specific conditions are described on Royal Mailõs website.  The maximum envelope size is C5 
Plus (240mm x 165mm) and the minimum 140mm x 90mm.  The thickness must be between 
0.25mm and 5mm. 

2  More information on Royal Mail bulk mail services is given in Annexe 4. 

3  See http://www.royalmail.com/portal/rm/content1?catId=54300696&mediaId=54300704. 
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2.2 THE COMPLAINT AND POSTCOMM’S RESPONSE 

On 7 December 2007, [é] wrote to Postcomm to raise the issue of Mailsort 
Light pricing.  [...] claimed that Mailsort Light constituted a significant barrier to 
fair competition and focused on two aspects: pricing and discrimination. 

º Pricing: [...] alleged that Mailsort Light is being offered by Royal Mail Retail 
at a price that is below the price of the equivalent downstream access service 
available to [...] and gave two examples.  Using Mailsort 3 120 OCR, a 
Mailsort Light customer would pay 10.8p and using Mailsort 3 700 CBC a 
Mailsort Light customer would pay 10.2p.4  [...] claimed that the cheapest 
access prices available to it are Access 1400 at 13.58p and Access 700 at 
13.23p. [...] claimed that this placed it at a price disadvantage that is 
impossible to surmount. 

º Discrimination: [...] also claimed that it is excluded from competing not just 
on the Mailsort Light item, but also the main mailing, as Royal Mail has to 
handle the main mailing in order for the customer to receive any Mailsort 
Light credit. 

[...] also mentioned that it had previously requested a Mailsort Light access 
service, which was rejected in writing by Royal Mail Wholesale. 

Postcomm began a preliminary assessment of [...]õs complaint in December 2007.  
Postcomm sent a letter to Royal Mail stating that it had received a complaint 
concerning Mailsort Light.5 The principal points made by Royal Mail in its 
response included the following.  

º It is not appropriate to view Mailsort Light as a stand-alone Royal Mail 
service, as the service is used by customers as only one stage in a multi-stage 
advertising campaign.  Accordingly, the effective retail price can only be 
assessed as a combined proposition, taking into account the main and light 
stage(s) of the campaign. 

º Royal Mail is confident that efficiencies do exist due to the tight specification 
of Mailsort Light items (with the greatest impact observed within Royal Mailõs 
sortation network, at Regional Distribution Centres and Mail Centres). 

º Mailsort Light is available to all customers who meet the minimum volume 
posting requirements and specifications for the Mailsort Light item. 

º It is inappropriate to compare the price for a 2nd class access service with a 
Mailsort 3 service, which has a different specification. 

º Mailsort Light is a cost effective way of allowing direct mail to compete with 
other advertising media and, without Mailsort Light, mail would become less 
attractive as an advertising medium. 

Following the preliminary assessment of [...]õs formal complaint, Postcomm 
considered that the information provided by Royal Mail was not sufficient to 

                                                 

4  Mailsort 3 120 OCR price is 15.3p minus the 4.5p discount.  Mailsort 3 700 CBC price is 14.7p 
minus the 4.5p discount. 

5  Letter from Sean Browne to Luke March (18th December 2007). 
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dispose comprehensively of the concerns and that there was a case to investigate.  
Postcomm therefore proceeded to a full Condition 11 investigation.  

Postcomm also received a letter of complaint from the Mail Competition Forum, 
against certain of the proposed retail and wholesale prices which Royal Mail 
intended to introduce with effect from 7 April 2008.  Listed amongst these were 
concerns regarding Royal Mailõs pricing of retail and access services by reference 
to Mailsort 3 prices more generally.  Given that MSL is a Mailsort 3 product, 
Postcomm considered that the MSL investigation would enable Postcomm to 
assess whether there were broader issues of concern in relation to Mailsort 3 
pricing without launching a separate investigation. 

Postcomm originally published a scope document in connection with this 
investigation in March 2008.  In March 2009, Postcomm published a slightly 
amended scope document in particular to clarify that Condition 10 as well as 
Condition 11 may potentially apply to the conduct under investigation. 

2.3 FRONTIER’S ROLE IN THE CONDITION 11 
INVESTIGATION 

Condition 11 investigations are part of the legal framework laid down in the 
Postal Services Act 2000 (òthe Actó).  The Act is the statute under which 
Postcomm grants licences to postal operators and enables Postcomm to take 
enforcement action against, and impose financial penalties on, licensed operators 
for contraventions of their licences.   

Postcomm granted a licence to Royal Mail under the Act in March 2001. 
Condition 11 of Royal Mailõs licence covers the promotion of effective 
competition.  This condition requires Royal Mail, in the terms on which it 
supplies or offers to supply services to customers, not to show undue preference 
to any person or class of person, and not exercise any undue discrimination 
against or seek to impose any undue restriction on any person or class of person, 
and not to set terms or charges for the supply of postal services which are 
excessive or predatory.   

However, Condition 11 of Royal Mailõs licence only applies in certain 
circumstances. In particular, Condition 11 does not apply where the postal 
services are supplied in a sector of the market where there is effective 
competition.  Frontierõs role is to give advice to Postcomm on the application of 
the effective competition test in this context.  The final decision of whether or 
not there is effective competition is that of Postcomm. 

2.4 INFORMATION BASE 

As described above, Frontier Economics was retained by Postcomm with a view 
to advising Postcomm on whether there is effective competition in the market or 
markets in which the Mailsort Light discount is offered.  To do this we have 
considered the following information. 
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º A meeting with Royal Mail, a review of its responses to Frontierõs 
questionnaire6 concerning Mailsort Light and postal services more generally.  

º Interviewing Royal Mailõs competitors and consideration of their responses 
regarding Mailsort Light and postal services more generally.7  We contacted 
by phone and/or by email all the competitors who we believed offered bulk 
mail services.  We received responses from City-Link, TNT Post, UK Mail 
and two other alternative postal providers. 

º Interviewing postal customers, including those customers that have used 
Mailsort Light.8 We contacted the following groups of customers by email 
and/or telephone: 

 the Top 20 Mailsort Light customers to March 2007, provided to us by 
Royal Mail; 

 those customers who Royal Mail said were using Mailsort Light and were 
included in a list of the Top 10 Mailsort 3 customers for the years ending 
31 March 2005, 31 March 2006 and 31 March 2007; 

 large mail users, such as utilities, financial services companies, charities, 
Government departments or publishers; and 

 the Incorporated Society of British Advertisers (ISBA), the Mail 
Competition Forum, the Mail Usersõ Association and Postwatch. 

A number of the customers we contacted did not respond to our request to 
take part.  In total, we spoke to 19 customers.  In terms of volumes, these 
companies sent over 40% of Mailsort Light volumes for the year ending 
March 2007.  

º A review of the existing publicly available information relating to Mailsort 
Light and postal services more generally, including the recent Independent 
Review (2008).9 

º Information provided by Postcomm. 

º A review of relevant competition authority decisions. 

In addition, as part of our work for Postcomm on assessing options for the 
future scope of Royal Mailõs price control, we reviewed evidence that informed 
our assessment of this investigation. This included the following information. 

º Royal Mail submitted evidence including the following reports it had 
commissioned:  

                                                 

6  A copy of this questionnaire is included in Annexe 1. 

7  A copy of this questionnaire is included in Annexe 2. 

8  A copy of this questionnaire is included in Annexe 3. 

9  An independent review of the UK postal services sector, Modernise or Decline ð Policies to maintain the 
universal postal service in the United Kingdom, 16 December 2008.  A full list of the documents reviewed 
is given in Annexe 5. 
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 òBusiness customer interviewsó, Oxera (2008). 

 òPrice Differential Model Researchó, Accent Rand (2008).   

 òMeasuring the impact of competition: business mail paneló, GfK group 
(2008). 

 òModelling customer choice in a liberalised marketó, Accent Rand (2007). 

 òAdding value to business mailó, Quadrangle (2007). 

 Understanding the power of the Brandó, Carat Insight, Synovate (2007). 

We also met with Royal Mail to discuss this work on five occasions between 
November 2008 and January 2009. 

º As part of our work, we interviewed a number of stakeholders.  In total, 
Frontier and PLCWW held 12 face to face interviews and we drew on 
insights gained from these interviews where relevant and appropriate. 
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3 Market definition 

3.1 INTRODUCTION 

In this section of the report we consider the definition of the relevant market or 
markets for the services that are being considered in this investigation.  We begin 
by setting out the framework for assessing market definition before considering 
its application to this investigation. We then consider whether the market should 
be widened to include alternative media. 

3.2 FRAMEWORK FOR MARKET DEFINITION 

Product market definition requires an assessment of the extent to which 
alternative products available to customers compete with one another.  In broad 
terms, two products should be included in the same economic market only if 
they are sufficiently close competitors to each other.  The strength of 
competition between two products depends on the following. 

º Demand-side substitution: this refers to the extent to which consumers 
would switch their consumption between two products in the face of a 
change in their relative prices (for example, the extent to which an increase in 
the price of one good causes customers of this product to switch to 
alternative products). 

º Supply-side substitution: this refers to the extent to which suppliers of two 
products would rapidly switch production between the products in the face 
of a change in their relative prices (for example, the extent to which an 
increase in the price of one postal product causes suppliers of other products 
to start offering these products).  

Competition authorities generally use the ôhypothetical monopolist testõ as a tool 
in their assessment of market definition.  According to this test, a product (or 
group of products) is considered to constitute a separate economic market if a 
hypothetical monopoly supplier of the product (or group of products) could 
sustain an increase in price of 5-10% without losing sales to such an extent as to 
make the price increase unprofitable.  If not, the set of products controlled by 
the hypothetical monopolist should be expanded to include the products 
constraining the product (or group of products).  This process continues until the 
relevant product market is identified, which is the set of products where a 
hypothetical monopolist could profitably sustain a price increase of 5-10%. 

The relevant market also needs to be defined in a geographic dimension and the 
hypothetical monopolist framework is again applied.  The key issue is whether a 
hypothetical monopolist supplier of the products under analysis could profitably 
sustain a price increase of 5-10% in a specific area. 

 

Royal Mail argues that:  
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òdefining a market in strict accordance with the SSNIP testõs assumptions is rarely possible 
and, moreover, even if the test could be conducted precisely, the relevant market is in practice no 
more than an appropriate frame of reference for analysis of the competitive effects.ó10  

We acknowledge that lack of suitable information regarding consumersõ 
willingness to switch might sometimes limit the application of the SSNIP test. 
For this reason we look at evidence in the round, rather than solely in terms of 
the hypothetical monopolist test. 

3.3 MARKET DEFINITION FOR POSTAL SERVICES 

To assess whether there is effective competition for the purpose of establishing 
whether Condition 11 applies, we need to define the market where the services 
under investigation are supplied.  We therefore start our market definition by 
considering the Mailsort Light service that was the focus of the [...] complaint. 

We need to consider whether the Mailsort Light service could be identified as 
being in a market separate from all other Mailsort postal services.  Mailsort Light 
is not a stand-alone Royal Mail product.  Instead, the òteaseró or òreminderó 
mailing associated with Mailsort Light has similar characteristics to the Mailsort 3 
product (either Mailsort 3 1400, Mailsort 3 700 CBC or Mailsort 3 120 (CBC or 
OCR)).  Meeting the additional criteria that Royal Mail has attached to the 
Mailsort Light offer (such as a more restrictive weight limit and the requirement 
to be associated with a main mailing) does not lead to a reduction in the price of 
this Mailsort 3 service.  Instead it results in a credit which is paid into the 
customerõs account, reducing the total cost of all mailings sent with Royal Mail.   

The credit associated with meeting the terms of this offer can only be realised by 
making multiple mailings as part of an advertising campaign.  Although Royal 
Mail has chosen to link the services through the terms and conditions of the 
Mailsort Light offer, we are not aware of any technical reason why the services 
should be linked.11  We therefore need to consider whether it makes sense to 
consider the Mailsort Light service as being in a separate market.  Our view is 
that it does not, based on supply-side substitution: if an operator can deliver an 
item of mail for a customer, we see no reason why it could not deliver further 
items of mail to that customer.  It would therefore make no sense to have 
separate markets for ôprimaryõ and ôsecondaryõ mailings.12 

We therefore start our market definition by considering the postal products used 
by the customers that take advantage of the Mailsort Light credit.  Since postal 

                                                 

10  Royal Mail, Response to Condition 17 Requirement to Furnish Information on Mailsort Light: Market definition, 
November 2008, page 14. 

11  This would be in contrast to a product such as a printer and ink cartridge, where neither could 
function without the other, but where they can be sold as separate items.  Royal Mail has suggested 
that there are economic reasons for Mailsort Light to be bundled with the main mailing, relating to 
savings that arise from sending mail to an equivalent set of customers.  We have not assessed this 
claim as part of our work on assessing effective competition. 

12  Although we do not see this linking of services, and associated discount, as being relevant for 
determining a market definition, we note its importance within a licence contravention investigation. 
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products can vary by many different characteristics, we need to consider which 
will be most relevant to establishing the market definition for the services that are 
the subject of the investigation.   

º Payment method and volume:  The Mailsort Light credit can only be 
accessed where the campaign totals at least 40,000 items.  These conditions 
restrict the customers able to access the Mailsort Light offer to large bulk 
mail customers.  We therefore start our market definition at services for bulk 
mail customers that pay on account.  We do not extend the market to non-
bulk mail alternatives or bulk mailers who use other payment methods for 
this investigation since such an extension does not provide additional 
insight.13      

º Sortation: Bulk mail products tend to be differentiated by sortation level. 
Further, if a hypothetical monopolist of a Mailsort service like Mailsort 3 120 
CBC were to increase the price of this service by 5-10%, then it is likely that a 
provider of Mailsort 3 700 could quickly begin providing a Mailsort 3 120 
CBC service without substantial sunk investment.  In contrast, a provider of 
Mailsort 3 1400 may not be able to quickly begin providing a Mailsort 3 700 
service due to the need to invest in the machinery required to machine-read 
mail.  However, in our discussions with stakeholders, we did not hear 
concerns about different levels of competition for different levels of 
sortation.  Consequently, in the discussion below we have made the 
simplifying assumption that all Royal Mail sorted mail services of the same 
class act as a close enough constraint on each other and should be included in 
the same relevant product market.  We do not believe this assumption will 
make a material difference to the overall conclusions we reach.14  

                                                 

13  This is because competition has been greatest for the bulk mail customers that pay on account. Any 
extension of the market to smaller customers that use alternative payment methods will therefore be 
expected to reduce the likelihood of concluding there is effective competition. 

14  We have not included unsorted mail in our market definition.  This is because the price differentials 
between sorted and unsorted mail suggest customers would not switch from sorted to unsorted if 
the price of sorted mail increased by 5-10%.  For example, the price of Cleanmail 2 CBC is 20.6p 
and the price of Mailsort 2 CBC is 17.9p.  The Cleanmail price is 115% of the Mailsort 2 price 
(based on mailing 100,000 letters).  We do not believe this assumption will affect the overall 
conclusions we reach. 
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º Size and weight: In general, customers do not make adjustments to what 
they send through the mail, based on small changes to the price of mail 
products.15  Further, on the supply-side, there may be differences in the ability 
of postal operators specialising in one format of mail to quickly and at low 
cost start offering a postal service for a different format.  However, for the 
purpose of undertaking market definition for this investigation, we do not 
consider that dividing the market into different size or weight categories 
would be informative.  We note that the maximum weight that can be sent 
through Mailsort 1400 is two kilogrammes.  We therefore take this weight 
band to be the upper limit for the purposes of market definition and exclude 
parcel delivery from our market definition. 

º Priority: Mailsort bulk mail products come in three classes: 1st class, 2nd class 
and 3rd class.16  Alternative postal operators tend to offer a Day C service, 
where the majority of mail is delivered to the recipient two days after 
collection.  Although the Mailsort Light service is a 3rd class service, the main 
mailing that it is associated with can be any Royal Mail addressed service, 
including 1st and 2nd class services.17  The question of whether different 
priority levels are in the same, or different, markets is something we consider 
further.  This will be determined by the extent to which individual customers, 
and suppliers, are able to switch between mail services of different priority 
levels.  We consider demand-side and supply-side evidence in turn. 

3.3.1 Demand-side substitution 

We begin our market definition at a 3rd class bulk mail product and ask whether 
customers will see 2nd and 3rd class bulk mail services as substitutes.   

Customers will almost always prefer faster priority services to slower priority 
services, other things being equal.  Therefore, the closer the price of two priority 
levels, the more customers can be expected to choose the higher priority level.   
The closest constraint on Royal Mail 3rd class services is likely to be the services 
offered by alternative postal providers, firms like City-Link, TNT Post and UK 
Mail, since the prices offered by these firms are often lower than Royal Mail 2nd 
class prices.  These alternative postal providers are able to provide a Day C 
service to customers by utilising standard downstream access agreements that are 
available from Royal Mail for the relevant sortation of mail.  Figure 1 below 
compares the price of Royal Mail Mailsort 3 prices, sending large volumes, and 
alternative postal providersõ Day C services, assuming the prices charged to 

                                                 

15  We note that there may be some marginal changes in behaviour: for example folding A4 letters to 
avoid the additional cost of sending a large letter. 

16  Mailsort 1 is for mail items targeted for delivery the next working day after the day of posting.   
Mailsort 2 is for mail items targeted for delivery within three working days after the day of posting.  
Mailsort 3 is for mail items targeted for delivery within seven working days after the day of posting.  
See Royal Mail, Mailsort User Guide, Introduction, August 2006, page 4. 

17  Royal Mail told Postcomm that vast majority of main mailings are sent through Mailsort 3, but that 
some customers used Mailsort 2 or Standard Tariff Letter products.  Standard Tariff Letters can be 
sent either 1st or 2nd class.  Royal Mail, Response to Condition 17 Requirement to Furnish Information on 
Mailsort Light and Mailsort 3, 9 April 2008, page 5. 
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customers are [é]p higher than the access price alternative postal providers pay 
Royal Mail.18 

 

Figure 1: Comparison of 3
rd

 class Mailsort letter prices and Day C alternative postal 
provider letter prices (June 2008) 

Source: Frontier analysis. Retail prices based on Royal Mail Bulk Business Mail Calculator sending 1,000,000 
letters.  Access prices based on Royal Mail wholesale Zone C tariffs.  

The small differences between 3rd class Royal Mail prices and alternative postal 
providersõ Day C services (based on a [é]p margin) would seem to be consistent 
with the view that some customers would see the products as substitutes.  In 
addition, since the Day C service provides a faster service, some customers 
would be expected to switch even if the services have a slightly higher price. 

This is consistent with the views of McIntyre and Dodd, Express Gifts and 
Thomas Cook who stated that if Mailsort 3 prices increased, they would consider 
switching to alternative postal providersõ Day C services. Parcelroute and another 
customer stated that if the price of Mailsort 3 services increased they may switch 
to alternative postal providersõ Day C services, or to Royal Mail 2nd class services. 

                                                 

18  The figure of [é]p is based on our conversations with alternative postal providers and Postcomm.  
However, this is only an average figure and it may be higher for the 1400 access products (where the 
alternative postal provider may incur additional costs in terms of handling a wider range of bags 
with lower content levels) and lower for products such as 120 CBC (where there will potentially be 
fewer bags with higher content levels). 
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However, some of the customers we spoke to did not consider that they would 
switch from Royal Mail 3rd class services to alternative postal providersõ Day C 
services if the former were to increase in price between 5-10%.  For example, 
Lloyds TSB and another customer said that if the price of Mailsort 3 services 
were to increase, they would be likely to continue using Mailsort 3 services.  One 
customer stated that if the price of Mailsort 3 were to increase then it would 
consider switching to Mailsort 2 rather than a rival operator, as its internal 
software did not allow it to switch to non-Royal Mail services.  N Brown said 
that if the price of Mailsort 3 services were to increase, they would be likely to 
continue using Mailsort 3 services but would review volumes and cut out the 
least profitable customers. 

There was also evidence from the customers that we spoke to that they saw 
alternative providersõ Day C services and Royal Mail 2nd class services as valid 
alternatives.  Two customers said that if the price of Mailsort 2 services were to 
increase by 5-10% then they would be likely to switch to alternative postal 
providersõ Day C services.  One customer said that if the price of its current deal 
with its current alternative postal provider increased by 5-10% it might return to 
Royal Mail, and would talk to another alternative postal provider. 

Competition between Royal Mail 2nd class services and alternative postal 
providersõ Day C services was also highlighted by Royal Mail, who provided us 
with examples of customers switching from its services to alternative postal 
providers: 

 òJanuary 2007 ð [One customer] awarded TNT Post a three-year £[é]m contract 
for over [é]m items, mainly transactional mail.  

 January 2007 ð [Another customer] awarded TNT Post a two-year contract worth 
£[é]m annually consisting of [é]m transactional mail items and [é]m direct mail 
items per year.  

 August 2007 ð [Two customers] signed contracts with TNT for an estimated [é] 
mail items per day in total. The duration of the contract is not known but it is 
apparently greater than one year.  

 August 2007 ð [Another customer] awarded TNT Post a 12-month contract for up 
to [é]m pre-sorted mail items.ó19 

Alternative postal providers were also of the view that their Day C services 
competed with Royal Mailõs 2nd class service.  

 TNT Postõs view was that its mail services, which are primarily 2-3 day 
services, compete most closely with Royal Mailõs Mailsort 2 services. 

 City-Linkõs view was that its Mailsort 2 equivalent competes with Royal 
Mail Mailsort 1, 2 and 3 services. 

                                                 

19  Royal Mail, Response to Frontier Economics questions regarding Term Contracts and Mailsort Light, 20 May 
2008, page 9.  Note that it is unclear whether these customers were previously using Royal Mail 1st, 
2nd or 3rd class services.   
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In addition, we expect that if a hypothetical monopolist were to increase the 
price of 3rd class Royal Mail services and alternative postal providersõ Day C 
services, many large customers would make increasing use of customer 
downstream access or switch to using customer downstream access.  Many large 
banks are already using this option.  We would expect that the ability of these, 
and similar, customers to send increased volumes through customer downstream 
access would make such a price increase unprofitable.20  

We also considered the evidence provided by the Accent Rand Report 
commissioned by Royal Mail.21  This shows that the closest Royal Mail product 
to Mailsort 3 when its price increased was Walksort 2.22     

On balance, the evidence we have seen seems to point towards Royal Mail 2nd 
class and 3rd class services and alternative operatorsõ Day C services being in the 
same market, at least based on the current price differentials between the 
services.23  We do not consider that this would change, if we were to start our 
market definition with 2nd class services, rather than 3rd class services.24 

We now consider whether the market can be further extended to next day 
delivery services, including Royal Mail 1st class services.  Our interviews with the 
customers contacted as part of this investigation provided little evidence on 
whether 2nd class services were a competitive constraint on next day delivery 
services.  Some customers thought not since the nature of the information sent 
was time critical and 2nd class was not a viable option. 

º One customer stated that it sent out mortgage applications 1st class because 
this meant customers were likely to respond a day earlier.  This meant the 
mortgage was approved and forwarded a day earlier, which meant this 
customer was earning interest on the loan earlier. 

º One customer said that if the price of 1st class services were to increase then 
it would continue to use 1st class for customer service reasons and could not 
reduce volumes as this was driven by customer demand. 

However, one customer stated that it would consider switching volumes from 
Mailsort 1 services to Mailsort 2 if the price of 1st class services were to increase 

                                                 

20  Excluding customer downstream access from the market definition would lead to Royal Mail having 
a larger market share but would not materially affect our overall conclusions, since its removal 
would imply fewer viable alternatives for customers. 

21  Accent Rand, Modelling Customer Choices when Mail Price Differentials Change, October 2008.  

22  We note that only 7% of the sample were using Mailsort 3 1400 and only 4% were using Mailsort 3 
120 meaning that the sample size may not be sufficient to provide robust results. 

23  We have also considered the potential impact of the cellophane fallacy on market definition if the 
prices charged for Mailsort 3 are not set at the competitive level.  If the price of Mailsort 3 was set 
below the competitive level then it is likely that at a higher competitive price customers would be 
more willing to switch to alternative postal provider Day C services and Royal Mail 2nd class 
services. Therefore the relevant product market would be more likely to include Royal mail 2nd and 
3rd class services and alternative postal provider Day C services. 

24  This conclusion is supported by the results of the Accent Rand analysis for Mailsort 2, which 
suggests that when Mailsort 2 prices increase, Mailsort 3 is the Royal Mail service which sees the 
largest relative increase in volumes. 
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by 5-10% whilst another customer stated that if the prices of Mailsort 2 services 
were to increase by 5-10% then it would consider using Mailsort 1.   

The customers we spoke to as part of our work for Postcomm on assessing 
options for the future scope of Royal Mailõs price control said that there was a 
drive to use next day delivery services only where absolutely necessary, to keep 
mail spend to a minimum.  However, they also indicated that they would 
continue to use next day delivery services for a proportion of their mail.  A bank 
we spoke to provided three reasons why financial institutions would be likely to 
continue to use next day delivery services. 

º Next day delivery services are used by banks when they are following up 
customer product enquiries, for example in the insurance market.  If they fail 
to respond to customers quickly they risk losing sales. 

º The Financial Services Authority regulations demand that financial 
institutions inform clients of changes to terms and conditions within 
prescribed time limits. These limits, if the institution reacts quickly enough, 
normally allow for lower priority services to be used. However, there are 
occasions when next day delivery services have to be used in order for the 
prescribed timescales to be met. 

º There are certain òpremiumó clients where customers expect a next day 
delivery service, including prompt correspondence. 

The view that these customers have already limited their use of next day delivery 
services to instances where next day delivery is really necessary seems to be 
consistent with the Accent Rand conjoint analysis that looks at customer 
switching between different Royal Mail products.25 For example, when Mailsort 2 
prices are increased by 10%, no volume is assumed to switch to Mailsort 1 
products. 

As we noted above, City Link said that it thought its Mailsort 2 equivalent did 
compete with Royal Mailõs Mailsort 1 services.  However, on balance, we 
consider that for a number of bulk mail customers that continue to use next day 
delivery services, lower priority services do not provide a sufficiently close 
substitute and are therefore in a separate market. 26 

3.3.2 Supply-side substitution  

In order to consider the question of whether a supplier of one priority of mailing 
could easily start to provide a different priority of mailing, it is helpful to make 

                                                 

25  Accent Rand, Price differential model research, Draft Initial Findings, September 2008. 

26  The cellophane fallacy could affect market definition if the prices charged for next day delivery 
services are not set at the competitive level.  If the price of next day delivery services were below the 
competitive level then it is likely that at a higher competitive price customers would be more willing 
to switch to lower priority services and therefore the relevant product market could include next day 
delivery bulk mail services and lower priority services bulk mail services.  If the price of next day 
delivery services were above the competitive level then this would lend support to the view that next 
day delivery services should be treated as a separate relevant market as at a lower competitive price 
customers would be less likely to switch to lower priority services. 
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the distinction between retail and wholesale activities.  Again starting with 3rd 
class bulk mail, any alternative postal operator wishing to provide a service 
directly equivalent to 3rd class services would have to either develop its own 
network or purchase services from Royal Mail in the wholesale segment.  
Building a postal network, including the downstream delivery network is clearly 
something that could not be realised quickly and without substantial investment.  
The alternative would be to begin offering a service in the retail segment and 
purchase an appropriate wholesale service from Royal Mail.  Our conversations 
with stakeholders as part of our work for Postcomm on assessing options for the 
future scope of Royal Mailõs price control would imply that those alternative 
operators currently providing a Day C retail service would be keen to use such a 
product and provide customers with 3rd class retail services.  However, Royal 
Mail does not currently offer a wholesale 3rd class access service. 

The evidence on next day delivery services was different.  There the existing 
operators offering a Day C service said that material investment would be 
required before they could provide a national next day delivery retail service.  
This is because their current infrastructure was not sufficient to trunk the mail 
for injection into the relevant IMCs within the timeframes required for next day 
delivery.  For example, TNT Postõs view was that if the price of Mailsort 1 
services were to increase 5-10% then it was unlikely that anyone providing a Day 
C retail service using a Royal Mail wholesale product could quickly shift to 
providing a national next day delivery service, even if they were to use Royal 
Mailõs Access Premium 120. 

The evidence from potential supply-side substitution from existing operatorsõ 
Day C operations into next day delivery services therefore seems limited to 
certain niche markets involving hybrid mail.  These involve the electronic transfer 
of data, with printing and postage taking place close to the point of delivery, to 
offer a next day delivery service without the need to invest in a transportation 
infrastructure capable of fast movement of mail across the country.  In 
November 2008, UK Mail expanded its iMail offering to a next day delivery 
service.  On its launch, the press release said òwith the launch of iMail we have 
created the first alternative to first class mail.ó27  The cut off for providing all the 
necessary data transfer is 6pm for next day delivery.  The price starts at [é]p, 
inclusive of all stationery, production and next day delivery.  At a meeting with 
Royal Mail Wholesale, we were told that this service was attracting volumes of 
[é].28   

Accordingly, we do not believe that supply-side arguments would lead to the 
inclusion of any lower priority postal services in the next day delivery bulk mail 
market. 

                                                 

27  Guy Buswell, Chief Executive of the Business Post Group. November 2008. 

28  [é]. 
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Royal Mail said it was unable to comment on the issue of supply-side 
substitution.29 

3.3.3 Conclusion 

In summary, at this stage the analysis of demand-side and supply-side 
substitution between postal services suggests that there are two candidate market 
definitions that could apply to the services under investigation: 

 next day delivery bulk mail market; and 

 lower priority bulk mail market (including services where delivery is 
undertaken on Day C or later). 

3.4 COMPETITIVE CONSTRAINTS FROM NON-POSTAL 
ALTERNATIVES 

In this section we look at whether these postal markets should be widened to 
include non-postal alternatives.  We first look at the competition provided by 
digital media in general terms, before looking at the wider (indirect) markets that 
the postal service may be constrained by.  We then present a summary of the 
business customer survey evidence and consider supply-side substitution from 
other non-postal alternatives.  Finally, we give our conclusions on the 
competitive constraints from non-postal alternatives. 

3.4.1 Competition from digital media 

The postal process is, in essence, a logistics operation: it is about transporting a 
physical item from one location to another.  For some items digital, rather than 
physical, transfer may provide a close substitute.  For example, an email 
containing billing information for a customer comfortable with internet 
technology may be a close substitute to receiving a print out of that information 
in the post.  If the customer wants a physical record of the information, it can be 
printed at home. 

Two factors are important in determining the level of substitution between mail 
services and digital transfer.   

º The item to be delivered: The physical characteristics of the item being sent 
can determine whether digital transfer provides a substitute to postal delivery.  
At one extreme, the delivery of a physical item purchased from an internet 
retailer cannot be replaced by electronic transfer.  At the other, a short 
message from a utility to its customer could be sent electronically by email or 
physically by post.  Between these two extremes there is a spectrum.  For 
example, although customers may prefer to receive short messages via email, 
longer messages that require printing (e.g. a brochure) may be less accepted, 
even though digital transfer is possible.  As another example, purchase of 

                                                 

29  Royal Mail, Response to Condition 17 Requirement to Furnish Information on Term Contracts: Market definition, 
28 November 2008, page 20. 
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music via download may be seen by some customers as a close substitute to 
purchase of a cd from an internet retailer. 

º Customer preference:  In general, companies wish to communicate with 
their customers in the way that is most convenient and cost effective.  There 
is evidence that younger customers are more comfortable with email 
communication than older customers.30 Further, when the message has not 
been requested by the customer, different media can have different success 
rates at delivering the message.  For example, customers can permit different 
levels of access from alternative channels: with automatic filters becoming 
increasingly successful at blocking unsolicited email mail, direct mail can be 
seen as a more reliable method of delivering messages to customers. 

These differentiating factors were noted in the Independent Review (2008): 

òMail has unique properties: It is more personal, compared to other media.  And many items 
currently sent by post are difficult or impossible to transmit in digital form.ó 31 

It is clear that some activities that previously used a postal service are now 
switching to digital alternatives.  This shift has contributed to a decline in overall 
mail volumes for the first time in many years. 

However, there is a spectrum of substitutability and in many areas digital transfer 
does not provide an alternative.  A number of the customers we spoke to, 
considered other media to be a potential substitute for postal services in only a 
limited number of cases. 

º One customer told us that transactional mail could not be switched to other 
media.  

º Two customers told us that the majority of the mail they sent was 
documentation and therefore they could not switch to other media. 

º HBOS told us that it still had to send large volumes of transactional mail 
because customers wanted a document.  They were looking for ways to 
switch to email/online but customers liked mail. 

º Lloyds TSB said that it had introduced its text messaging service to improve 
customer service, rather than as a response to a change in the price of mail. 

This makes it difficult to estimate the level of competition provided by digital 
communication.  We discuss the evidence from customer surveys in Section 3.4.3 
below. 

3.4.2 Indirect competition 

A postal service is an intermediate good: it is an input into a final product or 
service.  For example, if a company uses a postal product to send information 

                                                 

30  Jigsaw Research, Postcomm Customer Survey 2008, 2008, page 56. 

31  An independent review of the UK postal services sector, Modernise or Decline ð Policies to maintain the 
universal postal service in the United Kingdom, 16 December 2008, page 10. 
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about a sale to a customer, the postal service enables the delivery of an 
advertising message.  

Royal Mailõs view is that the mail market should be defined by reference to the 
application of mail.32  The applications it has identified are advertising, fulfilment, 
transactional, publications and social.  Using this framework, it considers that the 
services it offers should be considered within the wider market defined by its 
application.  However, for the market to be widened in this way, the indirect 
constraints associated with the application of mail would need to be sufficiently 
strong.  We therefore consider the indirect constraints postal operators may face 
from alternatives within these wider final product markets. 

The importance of indirect constraints depends on two factors. 

º How important is the cost of the input in the variable cost of producing the 
final product?33  If the cost of the input represents only a small proportion of 
the variable costs of the final product then an increase in the price of the 
input will only have a small effect on the price of the final product. 

º How closely do the alternative forms of final product compete?  If the final 
products are very close substitutes then a small change in price should have a 
large effect on sales of both the final and intermediate product.     

Customers use the postal service for many different purposes, each of which may 
have a different set of substitutes.  In the following sections we look at the 
business customer applications of mail identified by Royal Mail: advertising, 
fulfilment, publishing and transactional.   

Advertising 

Direct mail is one option a company can use to send an advertising message to a 
customer.  Figure 2 provides a stylized representation of other options. 

                                                 

32  Royal Mail, Response to Condition 17 Requirement to Furnish Information on Mailsort Light: Market definition, 
28 November 2008, page 6. 

33  If changes in the price of the input only affect the fixed costs of producing the final products then 
changes in the price of the input should not affect the pricing of the final product. 
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Royal Mailõs view is that mail products that are used by advertisers compete in a 
wider market including many other media. 

òWithin the Audience Advertising application, businesses make a media selection (Press, TV, 
Direct Mail, online etc) depending on the campaign objectives, and an analysis as to which 
media solution ð or combination of media solutions ð will provide the greatest level of return on 
the marketing investment they are making.  Therefore, the postal products that support the 
delivery of Direct Mail, such as Mailsort, Mail Media and Downstream Access, compete for a 
share of the marketerõs budget with services such as banner advertising, outdoor posters and 
press advertising.ó34 

Royal Mail also says that more customers are using media agencies and that 
òmedia planning agencies may recommend alternative media options to direct mail to meet the 
client objectives.ó35  

Below we consider the evidence from customers, Royal Mail and previous 
competition authority investigations on these issues. 

                                                 

34  Royal Mail, Response to Condition 17 Requirement to Furnish Information on Term Contracts: Market 
Definition, 28 November 2008, page 6. 

35  Royal Mail, Response to Condition 17 Requirement to Furnish Information on the BPQ, Section 3.2.7, 
September 2008, page 5. 

 

Figure 2: Stylized representation showing examples of the channels companies can use 
to deliver adverting messages 

Source: Frontier Economics 

C
o

m
p

a
n

ie
s

 s
e

n
d

in
g

 a
n

 a
d

v
e

rt
is

in
g

 m
e

s
s
a
g

e
 t

o
 c

u
s

to
m

e
rs

Design A4 sheet

Design A4 sheet

Design A4 sheet

Design printed advert

Design advert

Design verbal message

Design an email

Design web content

Put in envelope with 

customer address

Put in envelope with 

customer address
TNT (retail) Royal Mail (wholesale)

Royal Mail (end to end)

Unaddressed delivery, Newspaper insert

Newspapers, Magazines, Billboards, etc.

Television, Radio, Cinema advertising

Telephone

Internet (email)

Internet (webpage)

P
o

te
n

ti
a

l 
c

u
s

to
m

e
r 

a
b

s
o

rb
s

 a
d

v
e

rt
is

in
g

 m
e

s
s
a

g
e



28 Frontier Economics  |  June 2009  |   

Market definition 

 Customer evidence 

Most customers we spoke to did not consider other media to be close constraints 
and we provide some examples of their comments below. 

º One customer told us that it does use other media such as television adverts 
and newspapers.  However, none of these allow targeting of individuals and 
therefore were unlikely to be used as substitutes for mail services.  Instead, if 
the price of mail services were to increase, it said its most likely response 
would be to reduce the volume of mailings and remove from the target list 
the least profitable customers. 

º HBOS told us that it does use other media like television and newspapers.  In 
some cases these media are complements, for example, the amounts spent on 
television adverts to increase awareness of the HBOS brand.  In other cases 
they were substitutes, for example, newspaper adverts for loans.  However, 
when it is using direct mail, it is seeking to target specific individuals, so 
television and newspaper adverts are less attractive for this. 

º Another customer told us that it is seeing some cannibalisation of their direct 
mail business by email.  However, its view was that direct mail was generally 
seen as complementary to other media and worked best when combined with 
other media.   

º Littlewoods told us it is currently using other media like television and 
newspaper advertising.  However these could not substitute for mailings as its 
mailings were targeting specific individuals.  Littlewoods explained that it was 
expanding its on-line spend but this was not at the expense of the mailing 
budget.  The mailing budget spend was constant and if prices were to increase 
Littlewoods would send less mail.  Littlewoods could provide no examples of 
switching between different media due to changes in relative prices. 

º Lloyds TSB told us that it had increased spending on television relative to 
mail, but this was driven by economic circumstances.  It had made a major 
investment in branding and this was supported by television advertising.  
Concurrently, Lloyds TSB had reduced its direct mail spend because in the 
current economic climate it was less profitable to mail many customers 
offering credit cards.  Thus, while TV spend was up and direct mail spend 
was down, this was not driven by relative price changes. 

º Another customer said that in response to price increases it would consider 
switching to other mailing services (both Royal Mail and alternative postal 
operators), rather than other media and that it saw other media more as 
complements to, rather than substitutes for, direct mail. 

However, some advertising mailers did provide us with evidence which was 
consistent with the view that certain other media do place some constraint on the 
pricing of mail services.   

º McIntyre and Dodd told us that it was already using loose inserts to send out 
its material and could substitute loose inserts for post if the price of post 
increased. 
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º N Brown said email follow-ups were mainly targeted at younger customers 
and less of an option with older customers in terms of switching from paper 
to internet based media. 

Royal Mail evidence 

Royal Mailõs view was that Mailsort Light does compete in a wider market and 
stated: 

òRoyal Mail believes that without Mailsort Light the volume of direct marketing traffic could 
be reduced and marketers are likely to switch to other media such as radio, television, print, 
magazine/newspaper inserts, door drops, e-mails and mobile phone text messages.ó36 

We asked Royal Mail to provide us with examples of customers shifting from 
Mailsort Light in response to changes in the relative prices of Mailsort Light and 
other media.  Their response was 

òé customers are likely to assess their choice of media relating to a price increase and opt for a 
combination campaign utilising cheaper media such as email. The total number of customers 
using Mailsort Light in financial year ending March 2007 was [é] and this decreased to 
[é] at financial year ending March 08. This decrease in number of customers is likely to be 
due to factors such as the need for marketing departments to generally economise and therefore 
looking to utilise alternative advertising media to maximise their budgets rather than a specific 
increase on Mailsort Light.  

Further to this, due to the nature of a direct mail campaign using Mailsort Light as a 
constituent i.e. the possible fluctuation in volume between the main and light stages, and the 
introduction by Royal Mail of Volume Related Discounts on Mailsort in April 06, this 
analysis is an intricate piece of work and is likely to be specific to each individual customer. As 
such analysis of this kind is unlikely to provide an accurate understanding of customer shift 
based purely on fluctuation in the price of Mailsort 3 and the resultant effect on Mailsort Light, 
we have not carried out such analysis.ó37 

Despite not undertaking any analysis of the specific impact of a change in the 
price of Mailsort 3 and hence of Mailsort Light, Royal Mailõs response to Phase 
One of the independent review of the UK postal service sector contains evidence 
on the more general issue of mail and other media substitution. The survey 
results included in this submission show that for those respondents who were 
planning to increase their e-mail marketing budget (87%) and who were 
expecting to take budget from other media (44%), 75% expected to take budget 
from direct mail.38  This evidence is consistent with some advertising mailers 
being able to switch at least a proportion of their advertising from mail to other 
media. 

                                                 

36  Royal Mail, Response to Condition 17 Requirement to Furnish Information on Mailsort Light and Mailsort 3, 9 
April 2008, page 20. 

37  Royal Mail, Response to Frontier Economics questions regarding Term Contracts and Mailsort Light, 20 May 
2008, page 33. 

38  Royal Mail, Response to Phase One of the independent review of the UK postal service sector ð Supporting Exhibits 
to Terms of Reference 1 & 2, 28 March 2008, slide 47. 
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In contrast, this Royal Mail document also contains evidence from marketing 
agency reports highlighting the important advantages direct mail has over other 
advertising media, namely that it is trusted more than other media and attracts 
customers who are less likely to switch in the future.39 The same document also 
shows that direct mail is the best complement to an online campaign.40 

Royal Mail also provided us with an indication of the different cost of alternative 
advertising media.  This is reproduced in Table 1 below. 

Media Option £Cost per thousand customers 

Direct Mail [é] 

Telemarketing [é] 

Ambient/Outdoor [é] 

Card Decks [é] 

Door to Door [é] 

E Media [é] 

Mag Inserts [é] 

NewsShare [é] 

Press [é] 

Press Inserts [é] 

Radio [é] 

Solus [é] 

Third Party Inserts [é] 

TV [é] 

Table 1: Cost of contacting individual customers by different media 

Source: Royal Mail 

This shows that the cost of direct mail is comparatively high, when compared to 
other media.  However, as described above, customers sometimes place a high 

                                                 

39  Royal Mail, Response to Phase One of the independent review of the UK postal service sector ð Supporting Exhibits 
to Terms of Reference 1 & 2, 28 March 2008, slide 69. 

40  Royal Mail, Response to Phase One of the independent review of the UK postal service sector ð Supporting Exhibits 
to Terms of Reference 1 & 2, 28 March 2008, slide 70. 
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value on being able to contact specific customers.  Direct mail allows them to do 
this, in contrast to many other forms of advertising such as TV, press and radio.  

We also considered the evidence from the Accent Rand report commissioned by 
Royal Mail on switching between postal services and other media.41  The report 
notes that when they were given the option very few customers switched out of 
post to other media. 

Evidence from previous competition authority investigations 

Competition authorities have typically found that different types of advertising 
media are not in the same relevant market.   

In a recent European Commission decision regarding a request for exemption to 
public procurement rules by Swedish Post, the Commission stated: 

òIt appears that the characteristics of paper-based mail and of electronic communications differ 
significantly in terms of the form of communication, the consumption of time of the 
communication and the customer preferences. There are also significant barriers to switching 
between paper-based mail and electronic mail. This indicates that electronic communications 
belong to a different product market and therefore they cannot exercise a direct competitive 
restraint on Sweden Postõs addressed first class letter services. Furthermore, it would seem that 
the main effect of the increased use of electronic mail would substantially reduce the overall size 
of the paper-based mail market, rather than introduce competition within it. Whether there is 
direct exposure to competition can therefore not be evaluated using the ômessages marketõ as 
reference.ó42  

Further examples from previous competition authority investigation decisions are 
given below. 

º Classified Directories.  When assessing Classified Directory Advertising 
Services the Competition Commission adopted the following market 
definition:  

òthe provision of advertising services in major printed classified directories with a set of 
characteristics that includes strong brand image, high levels of usage and comprehensive 
business listings.  Other media, (such as online directories and internet advertising) are not 
part of this relevant market.ó43 

º Internet advertising.  In the recent Google/Doubleclick merger the 
European Commission stated: 

                                                 

41  Accent Rand, Modelling Customer Choices when Mail Price Differentials Change, October 2008. 

42  European Commission, Commission Decision of 19 December 2008 exempting certain services in the postal 
sector in Sweden from the application of Directive 2004/17/EC of the European Parliament and of the Council 
coordinating the procurement procedures of entities operating in the water, energy, transport and postal services sectors, 
19 December 2008, paragraph 10. 

43  Competition Commission, Final Report, Classified Directory Advertising Services Investigation, December 
2006, paragraph 5.79. 
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òthe existence of a separate market for the provision of online advertising space can be 
concluded.ó44 

º Newspaper advertising.  In a recent Office of Fair Trading decision relating 
to newspapers the market was defined as follows: 

òOn a cautious basis, the OFT considers that the appropriate relevant market definition in 
this case is at least as wide as weekly local newspapers, and the provision of advertising 
space in weekly local newspapers, in all overlapping JICREG areas apart from Ascot but 
with particular emphasis on the Slough / Windsor area. Internet, direct mail and leafleting 
are given proportionate (that is, relatively low) weight as constraints in the competitive 
assessment below.ó45 

º Radio advertising.  In its 2008 report on the merger of Global Radio UK 
Ltd and GCap Media PLC the Office of Fair Trading (OFT) stated: 

òthe OFT considers that the two relevant markets affected by the merger are the supply of 
ratio airtime for regional campaigns in the East and West Midlands respectively.ó46 

And 

òEvidence gathered in the course of the investigation also points to a separate relevant 
market for radio advertising in London.  Indeed, neither the survey evidence nor third party 
comments suggest that other advertising media are effective substitutes to radio advertising in 
London.ó 47 

º Television advertising.  When assessing the merger of Carlton 
Communications PLC and Granada PLC the Competition Commission 
stated: 

òéwe consider that the market is no wider than television advertisingó48 

Since there is evidence to suggest that direct mail does not form part of a wider 
advertising market, we do not consider that this constraint would be sufficient, in 
itself, to warrant widening the market into other advertising media. 

Fulfilment 

Postal services are used by customers to deliver goods purchased from mail order 
and internet retailers.  Therefore, the postal services can be seen as intermediate 
inputs into a wider service, which is the retailing of goods to consumers. 

It is therefore relevant to ask whether the distribution of goods by ôbricks and 
mortarõ retailers places a constraint on the delivery of the goods by post.   

                                                 

44  European Commission, Case No. M.4731 Google/DoubleClick, 11 March 2008, paragraph 56. 

45  Office of Fair Trading, Completed acquisition by Dunfermline Press Limited of the Berkshire regional newspapers 
business from Trinity Mirror plc, February 2008, paragraph 58. 

46  Office of Fair Trading, Completed acquisition by Global Radio UK Limited of GCap Media plc, August 
2008, paragraph 191. 

47  Office of Fair Trading, Completed acquisition by Global Radio UK Limited of GCap Media plc, August 
2008, paragraph 192. 

48  Competition Commission, Final Report, Carlton Communications PLC and Granada PLC, October 2003, 
paragraph 5.31. 
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Royal Mail noted that if Royal Mail prices were deemed too high, customers 
could switch to standard retailers and suppliers could 

òéInvest in e-substitution options, possible for tickets, DVDõs and CDõsó 49 or òInvestigate 
alternative delivery solutions such as Parcel Xchange, or pick up in store ð e.g. Woolworths, 
Argos and Tescoõs.ó 50 

This is something that the Competition Commission considered: 

òUltimately, delivery services are an input into the provision of home shopping services to final 
consumers.  If the price of these services is too high, or if the quality of these services is not 
acceptable to home shoppers, they may switch to other home shopping services or go to the high 
street.ó51  

Similarly, in its 2008 decision the Competition Commission found that online 
and ôbricks and mortarõ computer game retailers should be included in the same 
relevant market.52 

If online and mail order retailers were in the same market as ôbricks and mortarõ 
retailers, for the latter to provide a sufficient constraint on Royal Mailõs pricing, 
the postal price would need to be a large proportion of the variable cost of the 
good being bought.  Whether this is the case depends on the value of the item 
being purchased compared with the cost of its postage.  We do not have 
information on what the typical profile of this is.  However, it would seem 
reasonable to assume that in almost all cases, the cost of the good being 
purchased exceeds the cost of the postage and, typically, the cost of postage 
would be a lot less.  In these circumstances, we would not consider this indirect 
constraint, in itself, to be sufficient to constrain postal prices. 

Publishing 

Postal services are used by customers to deliver magazines and newspapers direct 
from the publisher.  As with the fulfilment market, ôbricks and mortarõ retailers of 
such publications may be in the same market as those delivered by post. 
Similarly, the extent of the constraint will depend on the value of the 
magazine/newspaper compared with the cost of its postage.  Again this will vary 
depending on the item being sent, information that we have not been able to 
obtain.  As an example on the importance of postage costs, BBC Magazines 
noted that the cost of Presstream 1 represents about 35% of the Radio Times 
cover price.53  Although this is not trivial, we again do not see this indirect 
constraint being sufficient, on its own, to constrain postal prices.    

                                                 

49  Royal Mail, Response to Condition 17 Requirement to Furnish Information on Term Contracts: Market definition, 
28 November, 2008, page 15. 

50  Royal Mail, Response to Condition 17 Requirement to Furnish Information on Term Contracts: Market definition, 
28 November, 2008, page 15. 

51  Competition Commission, March UK Ltd and the home shopping and home delivery businesses of GUS plc: A 
report on the merger situation, 2004 page 125. 

52  Competition Commission, Game Group Plc and Games Station Ltd, January 2008.  

53  Meeting between BBC Publishing and Frontier Economics/PLCWW on 9th October 2008.  
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Transactional 

Transactional mail is not a service purchased itself, but is instead usually part of a 
broader relationship between the customer and the supplier.  For example, when 
a customer receives a monthly statement relating to his bank account, he receives 
this statement because he has purchased banking services.   

Royal Mail made the following comments about transactional mail. 

òLarge companies are increasingly offering financial incentives to customers opting to receive e-
bills and e-statements, either in the form of cheaper online tariffs (e.g. British Gas), or of 
monthly discounts (e.g. British Telecom) and are reaping multiple benefits including: 

 increasing customer satisfaction by providing more tailored packages, prices and 
communication channels; 

 achieving cost efficiencies by reducing print-production and mailing costs; 

 Increasing new customer satisfaction by increasing the speed of response to advertising 
through online channels; 

 gaining reputational benefits by demonstrating a commitment to environmental 
responsibility; and 

 improving handling of inbound customer communications (e.g. complaints, order 
requests, account queries), by deploying sophisticated e-communication tools.ó54 

A similar view was expressed by the Independent Review (2008).  For example, 
when considering transactional mail, it noted: 

òLarge companies, such as utilities, are offering their customers significant financial incentives to 
receive statements and pay bills on line, as part of their campaign to reduce costs. As a result, 
transactional mail seems very likely to be in long-term decline. While companies remain 
committed to offering customers a choice, however, the largest mailers are likely to use bulk mail 
products for a number of years yet.ó 55  

Although the transfer of transactional messages to final customers may be at 
particular risk from substitution from digital alternatives (as described in Section 
3.4.1) and this could lead to additional commercial pressure on Royal Mail, we do 
not consider it likely that they face indirect constraints from a wider market based 
on the use of transactional mail. 

3.4.3 Business customer survey evidence 

In this section we look at the evidence contained within the Business Customer 
Survey (BCS) 56 and Follow-up business customer survey57 on switching to non-
postal alternatives.   

                                                 

54  Royal Mail, Response to Condition 17 Requirement to Furnish Information on the BPQ, 3 November 2008, 
Section 3.2.5, page 9. 

55  An independent review of the UK postal services sector, The challenges and opportunities facing UK postal 
services, May 2008, page 17. 

56  Postcomm, Business Customer Survey, 2008. 
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There have been several changes in the mail market in recent years that have 
affected mail volumes.  As well as the increasing use of the internet, there have 
been changes in relative prices (including the introduction of format-based 
pricing) and market liberalisation.  The fact that these trends have happened 
simultaneously means that it is difficult to isolate the impact of any single factor.  
Without good quantitative data to estimate the impact of alternative media, we 
have to rely on survey and qualitative data.   

However, such surveys are not without their problems.  Customers find it 
difficult to answer questions about what they would do in response to 
hypothetical changes in relative prices.  Research has shown that, when 
answering these types of questions, respondents tend to overstate the amount of 
switching they would do when confronted with the price increase.58  The results 
can therefore vary substantially depending on factors such as the way the 
question is asked, the way the customer perceives the survey will be used and 
who in the organisation is undertaking the survey.   

In the BCS (2008), 26% of business customers said they had moved some mail to 
other media in the last 12 months.  As part of the Follow-up survey we 
recontacted those customers that had responded to the BCS (2008).  We asked 
those that had said they had moved some mail to other media in the last 12 
months to confirm their response.  Only 46% of those customers confirmed that 
they had moved mail to other media, whilst 14% said they were not sure and 
40% said that they had not moved mail to other media.  The inconsistency in 
response between surveys indicates that customers answer this question with 
some degree of subjectivity. In particular, it provides evidence that customers 
may have a tendency to overstate the true effect of media substitution when 
asked this type of survey question.  As a consequence of this, the sample of 
customers in the Follow-up survey who had moved mail to other media in the 
last 12 months was only 45 customers.  This has implications for the robustness 
of the results that follow and they can only be viewed as indicative for this 
survey. 

Customers were asked for the main reasons they moved mail to other media.  
The results are presented in Figure 3.  

                                                                                                                                

57  As part of Frontierõs work for Postcomm on assessing options for the future scope of Royal Mailõs 
price control, we commissioned a follow-up survey of customers that had responded to the BCS 
(2008).  We refer to this as the òFollow-up surveyó. 

58  This issue sometime arises in the context of motivational misreporting when, for example, a 
customer states it will switch away from a particular product if faced with a price increase because it 
fears that if it does not the supplier will increase prices in the future. For a specific treatment of the 
issue in the context of price increases, see Designing and using surveys to define the relevant market, 
Christine Meyer, Nera, Antitrust insights OctoberðDecember 2006. For a more general treatment of 
the issue, see Survey Methodology, Groves et al., 2004. 
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Customers were asked whether they would consider moving mail volumes to 
other media in response to increases in the price of mail.  The results from our 
Follow-up survey are presented in Figure 4. 

 

Figure 4: Respondents' reaction to a mail price increase 

Source: BMG Research, Frontier Economics. 

Base sample: 245 business customers in Follow up survey. 
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Figure 3: Respondentsô reasons for moving mail volumes to other media 

Source: BMG Research, Frontier Economics. 

Base sample: 45 business customers in Follow-up survey who have moved mail to other media in the last 12 
months (each respondent can provide multiple answers). 
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The results in the Follow-up survey show a high propensity to move mail to 
other media in response to a 10% increase in price, although we reiterate our 
concern that customers may find it hard to answer these questions with sufficient 
knowledge or objectivity.59  We also asked those customers that said they had 
moved mail to other media whether they would move it back if the price of mail 
decreased.  The results are shown in Figure 5. 

 

Figure 5: Percentage reduction in price that would prompt respondentôs organisation to 
move other media back to mail 

Source: BMG Research, Frontier Economics. 

Base sample: 45 business customers in Follow-up survey who moved mail to other media. 

We note the small sample means that these results are only indicative.  However, 
for this sample, customers appear less willing to move back to mail in response 
to price reductions.  For the customers that said they would not switch volumes 
back to mail even if mail prices fell by more than 30%, eight gave the reason that 
using other media would still be more cost effective and one stated that it would 
incur additional costs if it moved the budget back to mail.  

In the survey of business customers Accent Rand undertook for Royal Mail in 
200860, [é]% of respondents had moved some mail to other media in the last 12 
months, and [é]% said they were likely to do so in the next 12 months.  The 
main reason cited for switching was to save costs.  However in the conjoint 
analysis part of the same survey, although the option was given to respondents to 
say that they would stop using mail in response to a price increase, this option 
was rarely taken.  In fact only a very small percentage of customers said they 

                                                 

59  See footnote 58. 

60  Accent Rand, Price differential Model Research, September 2008, slide 28, 29. 
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would reduce volume in a mail product they currently used when faced with an 
increase in mail prices in that product.  Royal Mail thinks this is an underestimate 
of true switching behaviour and it has instead used estimates from the ILTM61 in 
its calculations of mail elasticities.  In its presentation62 it provided the estimate 
that a 10% increase in bulk mail prices would lead to a [é]% reduction in 
volume.63  On 13 March 2009 Royal Mail provided an update of its estimates.  
This update further increased some of its estimates to suggest that a 10% 
increase in the price of individual bulk mail products would lead to a [é]% 
reduction in mail volumes.64 

This evidence suggests that the threat of a reduction in mail volumes is not likely, 
by itself, to constrain Royal Mailõs pricing.     

3.4.4 Supply-side substitution 

For supply-side substitution to be a constraint, the potential provider should be 
able to begin offering the service quickly and without substantial sunk 
investment.  A current provider of non-postal alternatives, for example a 
provider of television advertising, wishing to provide a postal service would have 
to either develop its own postal network or purchase wholesale services from 
Royal Mail.  Building a postal network, including the downstream delivery 
network is clearly something that could not be realised quickly and without 
substantial investment.  Even entering the retail segment will require the non-
postal provider to invest in sortation machinery and negotiate downstream access 
terms with Royal Mail.  The time period and investment required to do this do 
not support the view that supply-side considerations should lead to other, non-
postal alternatives, being included in the relevant postal market. 

3.4.5 Conclusion 

It is difficult to assess the level of competition postal services face from non-
postal alternatives for a number of reasons, including the lack of data allowing 
the impact of non-postal alternatives to isolated and the variety of different uses 
of mail.  When asked, customers seem quite optimistic about their ability to 
move at least some mail volume in response to modest increases in mail prices.  
However, we believe there are reasons for caution. 

º Customers find it easier to say that they will move mail rather than to actually 
do it in practice.  Revealed preference data has not yet emerged to show a 
large decrease in mail volumes in response to a small increase in mail prices. 

                                                 

61  These were based on a revealed preference exercise undertaken in 2006. 

62  Royal Mail, Updating the price PDM with market research stated preference customer information, January 2009.    

63    A 10% increase in Cleanmail product prices would lead to a [é]% reduction in volume, while a 10% 
increase in any other bulk product prices would lead to [é]% reduction in volume.  

64  Royal Mail, Response to Condition 17 Requirement to Furnish Information on the BPQ: Follow up questions, 13 
March 2009, Table 2.  These estimates were provided by Royal Mail and we have not been in a 
position to replicate the underlying analysis used to produce these estimates and verify their 
accuracy. 
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º The ability to move to a digital form of communication depends on the 
nature of the item being sent and customer preferences.  Some items cannot 
be transported via a digital channel and customers still prefer to receive hard 
copies, rather than downloads, for many other items where there is a choice. 

º Although there will be some indirect competition to postal products based on 
competition within the wider markets in which they are used, either the final 
products are not close enough substitutes, or the mail price is too small a 
proportion of the final price, for us to have confidence that it would provide 
an adequate constraint. 

Based on the evidence we have seen, we do not consider that the market should 
be widened to include non-postal alternatives. 

3.5 GEOGRAPHIC MARKET DEFINITION 

Royal Mailõs Mailsort products are offered nationally to customers and therefore 
the starting point for geographic market definition is national. 

Royal Mailõs view was that the market was national and it stated: 

òMailsort Light offered as part of a direct mail campaign is offered as a national product, i.e. to 
carry advertising mail from one location in the UK to another location anywhere in the UK. We 
have no indication that there are other ways in which this market could be viewed.ó65 

Almost all of the customers we interviewed stated that they viewed the market as 
national, including HBOS, Lovefilm, Lloyds TSB, McIntyre and Dodd, Thomas 
Cook and two other customers.  M&M stated that it would consider local 
competitors for local deliveries. 

City-Link, TNT Post and UK Mail all said that they thought the market was 
national. The fact that Royal Mail, TNT Post and UK Mail all operate nationally 
also supports this view. 

We therefore consider that the relevant geographic market is national for all the 
potential product market definitions discussed above.  

3.6 CONCLUSIONS ON MARKET DEFINITION 

In summary, the analysis of supply-side and demand-side substitution suggests 
that there are two candidate product market definitions relevant for this 
investigation. 

 next day delivery bulk mail market; and 

 lower priority bulk mail market (including services where delivery is 
undertaken on Day C or later).   

In both instances, the geographic market is national.   

                                                 

65  Royal Mail, Response to Frontier Economics questions regarding Term Contracts and Mailsort Light, 20 May 
2008, page 36. 
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4 Assessment of  competitive constraints 

Having considered the definition of the relevant markets for the postal services 
under investigation, we now assess the strength of the competitive constraints 
faced by Royal Mail in each of the candidate markets.  Competitive constraints 
are market factors that prevent an undertaking from profitably sustaining prices 
above competitive levels.  In this section we consider existing postal competitors, 
potential competition and barriers to entry and/or expansion, constraints from 
non-postal alternatives, customer characteristics and regulatory constraints.  
However, in order to understand competition within the candidate markets, we 
first consider the supply chain associated with providing a postal service. 

4.1 THE POSTAL PROCESS 

In understanding competition within the postal sector, it is helpful to consider 
the activities that are undertaken by postal operators.  The postal process is, in 
essence, a logistics operation: it involves the transportation of a physical item 
from one location to another.  The activities undertaken by Royal Mail can 
typically be broken down into five stages: collection, outward sorting, trunking, 
inward sorting and delivery.   The process for bulk mail is shown in Figure 6 
below. 

  

Figure 6: The bulk mail process 

Source: Based on Figure 4 of An independent review of the UK postal services sector, 16 December 2008. 
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Postal services have been fully liberalised since January 2006.  However, 
competition from alternative postal operators has been almost exclusively for the 
òupstreamó activities of collection, sorting and trunking.  These postal operators 
then contract with Royal Mail to use a downstream access service that covers the 
inward sorting and final delivery of mail so that they can offer their customers an 
end-to-end service.  Companies other than Royal Mail are active in the delivery 
of mail, but the quantities of mail carried are small.  Postcomm estimates that 
around 99% of letters sent to addresses in the UK are delivered by Royal Mail.66 

When a customer makes use of downstream access its mail follows a similar path 
to that taken by an alternative postal provider.  The customer will be responsible 
for the collection, outward sorting and trunking of the mail, and will then 
purchase a wholesale service from Royal Mail for the inward sorting and delivery 
of the mail. 

In order to discuss whether we think there is effective competition for the 
services that form part of this investigation, we consider that it is helpful to make 
a distinction between the following. 

º Retail activity:  This covers the activity of competing for customers to 
provide a postal service from collection to delivery.  The activities that the 
retailer may itself carry out will vary.  However, postal operators other than 
Royal Mail typically undertake the upstream activities of collection, outward 
sorting and trunking of the mail and purchase a wholesale service from Royal 
Mail for inward sorting and delivery.   

º Wholesale activity: This covers the inward sorting and delivery of mail.  
Royal Mail still carries almost 100% of volumes in this activity. Alternative 
postal providers and customers using customer downstream access purchase 
this service from Royal Mail for inward sorting and delivery of their mail. 

We consider that making this distinction is helpful for the following reasons. 

º There is a clear difference between the level of competition for each activity. 
Alternative postal operators have gained volumes in the retail activity but 
Royal Mail still carries close to 100% of volumes in the wholesale segment.  
As we will discuss below in Section 4.3.2, this suggests that entry barriers are 
higher in the wholesale activity compared with the retail activity.  

º We consider that further division of the vertical chain further into more 
segments (for example, into the five segments of the chain described in 
Figure 6) would add complexity without noticeable benefits. 

º Similarly, extending the analysis further upstream to include services like the 
mail preparation services offered by [...], would add complexity without 
material benefit.  This is also consistent with the fact that the Royal Mail 
services that are under investigation do not incorporate mail preparation as a 
service.67 

                                                 

66  Postcomm, Postcommõs Strategy Review - The Postal Market 2010 and Beyond, August 2007, page 10. 

67  We recognise that in a previous case the Commission defined the retail segment to include these 
mail preparation services (European Commission, Case 38.745,  BdKEP/Deutsche Post, 20 October 
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In making this distinction, we do not ignore the fact that some postal operators 
undertake both activities for certain products.  We also do not look at them in 
isolation.  In particular, we recognise that the regime governing access to the 
wholesale activity will have an impact on the ability of alternative postal providers 
to compete in the retail activity.  We therefore consider that this distinction will 
help us to evaluate whether there is effective competition for the services under 
investigation. 

4.2 EXISTING POSTAL COMPETITORS 

In Section 3 above, we arrived at two candidate market definitions: 

 next day delivery bulk mail market; and 

 lower priority bulk mail market (including services where delivery is 
undertaken on Day C or later). 

In this section we consider Royal Mailõs share of the activities associated with 
these markets. 

Royal Mail has a share very close to 100% of the next day delivery bulk mail retail 
activity.  The competition that exists is mainly limited to a narrow end-to-end 
activity.  There is also limited retail competition from UK Mailõs next day iMail 
offering: at a meeting with Royal Mail Wholesale, we were told that this service 
was attracting volumes of [é].68   

Royal Mailõs share of the lower priority bulk mail retail activity is given in Figure 
7 below. 69,70 

[é] 

Figure 7: Volume shares of lower priority bulk mail retail activity 

Source: Frontier analysis of data supplied by Royal Mail and Postcomm. 

Figure 7 shows that in 2007/2008 Royal Mailõs share of this retail activity was 
between 60% and 70%, down from approximately three-quarters in 2006/2007.71  

                                                                                                                                

2004, paragraph 45).  We do not believe changing the market definition in this way would make a 
difference to the overall conclusions we reach. 

68  [é]. 

69  We give volume rather than revenue figures as we do not have accurate revenue figures for the retail 
activity.  

70  The calculations above include Royal Mail volumes for Mailsort 2, Mailsort 3, Presstream 2 and 
Walksort 2.  The data is sourced from Royal Mailõs regulatory accounts, Royal Mailõs Period 12 
Report for 2008/2009, Royal Mailõs responses to the Frontier questionnaire and Postcommõs Cost 
Attribution Model (which is fully based on Royal Mail data).  The volume figures for customer DSA 
and alternative postal provider DSA in 2007/2008 and 2008/2009 have been adjusted to exclude 
unsorted mail, based on information provided by Postcomm.  This data was not available for 
2006/2007. The exclusion of unsorted volumes in 2006/2007 could only lead to an increase in 
Royal Mailõs share and would not affect our overall conclusions.   

71  For the purposes of this analysis we do not take into account end-to-end volumes carried by 
operators other than Royal Mail.  Page 30 of the 2007 Competitive Market Review states that end-
to-end volumes in 2006/2007 were 34.8 million items.  34.8 million items are less than 1% of all 2nd 
and 3rd class volumes, so their inclusion would not affect our overall conclusions. 
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For 2008/2009 the figure is approximately half, suggesting an increase in total 
downstream access volumes.72  Alternative postal providersõ share of the retail 
activity was between 10% and 20% in 2006/07 and for 2008/2009 the figure is 
between 20% and 30%.  Customer downstream access volumes were between 
10% and 20% in 2006/2007 and for 2008/2009 the figure is between 20% and 
30%. 

Almost all of the volume in the retail market uses a Royal Mail wholesale product 
to undertake inward sorting and downstream delivery.  The wholesale product 
represents over half the total value of most postal products.  Royal Mail still has 
close to a 100% share of these wholesale activities.   

The implications of these share figures, and the changes in them over recent 
years, are considered in Section 5 below. 

4.3 POTENTIAL COMPETITION AND BARRIERS TO 
ENTRY AND/OR EXPANSION 

In this section we investigate whether there are legal, economic or strategic 
barriers to entry and/or expansion in the markets we have identified.  

4.3.1 Legal barriers 

The barriers to entry deriving from legal constraints can be split into three 
different categories: licensing conditions, VAT and Royal Mailõs special privileges.  
We discuss these in turn. 

Licensing conditions 

Postal providers wishing to provide certain mail services are required to obtain a 
licence from Postcomm.  The majority of providers offering only retail activities 
are not required to apply for a licence from Postcomm.73  In January 2008, 
Postcomm removed certain licensing requirements such as the need for a postal 
provider to maintain a guarantee which would provide for the delivery of mail in 
case the provider failed.  This was designed to remove a barrier to entry and 
following this there was a 22% increase in licensed providers.74  

City-Link told us that the licensing process was lengthy, but felt this was a good 
thing and necessary.  No other operators raised licensing conditions when they 
were asked about barriers to entry.   

                                                 

72  We do not have detailed information on the share of the retail volumes carried by every alternative 
postal provider.  However, we are aware that the main competitors in this market include City-Link, 
DHL, TNT Post and UK Mail, some of which are global players in the provision of mail services.  
We understand, however, that TNT Post and UK Mail are the largest alternative bulk providers and 
therefore these firms are likely to impose greater competitive pressure on Royal Mail. 

73  The specific circumstances where an operator is required to obtain a licence are set out in Sections 6 
and 7 of the Postal Services Act 2000. 

74  Postcomm. 
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Royal Mail stated: òas Royal Mail set out in its response at the time of Postcommõs 
consultation, the licensing regime in the Postal Services sector does not present a significant 
barrier to entry.ó75 

Therefore the current evidence we have seen is insufficient to support the 
conclusion that licensing conditions are a significant barrier to entry or would 
inhibit expansion by existing postal providers. 

VAT 

The charging of VAT on postal services is a much debated topic.  Royal Mailõs 
response to our questionnaire provides a useful summary of the main issues. 

òRoyal Mailõs services are exempt from VAT which means that VAT is not chargeable to 
any customers buying Royal Mailõs postal services directly. In contrast other operators are VAT 
rated, charging VAT on their final prices and reclaiming the VAT paid on their input prices.  

VAT rated customers are able to reclaim the VAT charges. Since other operators can reclaim 
the VAT paid on inputs, all other things being equal, the price charged by them would be less 
than that of Royal Mail. Hence far from being a barrier to VAT rated customers are able to 
reclaim the VAT charges. Since other operators can reclaim the VAT paid on inputs, all other 
things being equal, the price charged by them would be less than that of Royal Mail. Hence far 
from being a barrier to entry, VAT acts as an advantage for the other operators in providing 
services to VAT rated customers.  

VAT exempt customers are not able to reclaim the VAT charges. While the entrant can 
reclaim the VAT paid on inputs, this is likely to be more than offset by the VAT applied to 
the final price to VAT exempt customers.ó 76  

The views on VAT of the customers we interviewed were mixed and depended 
on whether they were VAT exempt or not. VAT rated companies and 
government departments said it was not a major issue, as they could claim back 
VAT.  Banks commonly stated that it was an issue and it worked in Royal Mailõs 
favour.  However, Lloyds TSB made the point that because of agency agreements 
VAT was now less of an issue. 

Alternative postal providersõ views on VAT were more uniform. 

º City-Link believed it made it more difficult to compete for some types of 
customers, for example banks, charities and financial institutions.  City-Link 
said its agency agreement had not worked as it was rejected by the tax 
authorities and it appeared that tax offices around the UK were applying 
differing rules. 

º One alternative postal providerõs view was that it made it very difficult to 
obtain business from financial services firms.  This alternative postal provider 
has some business from banks but found it difficult to win more. 

                                                 

75  Royal Mail, Response to Condition 17 Requirement to Furnish Information on the BPQ, September 2008, 
Section 3.2.6, page 4. 

76  Royal Mail, Response to Frontier Economics questions regarding Term Contracts and Mailsort Light, 20 May 
2008, page 19. 
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º TNT Postõs view was that VAT was a major issue, as it implied that TNT 
Post was un-competitive for approximately 40% of the business.  However, 
since March 2007 they had a functioning agency agreement and this did make 
it easier to compete. 

º UK Mailõs view was that VAT was an issue for customers who cannot claim 
back VAT.  However, UK Mail had signed an agency agreement, which 
meant it was only charging VAT on the upstream part of its services. 

Furthermore, we note that in a recent decision the European Court of Justice 
confirmed that the VAT exemption will continue to apply to public postal 
services in the future.77    

Having reviewed this issue, our view is that the Royal Mail VAT exemption does 
distort competition in the bulk mail markets and this is consistent with the view 
taken in the Hooper Report. 

òRoyal Mailõs unique VAT status has only a limited impact for customers who themselves 
supply goods and services liable for VAT. This is because these customers ð roughly half the 
market ð can reclaim any VAT charged to them by one of Royal Mailõs competitors. For the 
remainder of the market ð principally financial services charities and businesses who are unable 
to reclaim VAT ð Royal Mailõs VAT exemption does provide the company with an 
advantage over its competitors, particularly competitors considering setting up their own delivery 
networks.ó78  

However, we recognise that the increasing occurrence of agency agreements may 
imply VAT is becoming less of an issue for those mailers who cannot reclaim 
VAT. 

Special privileges 

In January 2004 Postcomm published òA Review of Royal Mailõs Special 
Privilegesó, which investigated whether these privileges led to a distortion of 
competition.  Postcomm found that only two privileges would be likely to distort 
competition: the VAT exemption (discussed above) and Royal Mailõs exemption 
from traffic regulations.  Royal Mailõs view was: òRoyal Mail does not believe that these 
òprivilegesó act as a barrier to entry to competing postal services operatorséó79 

Having reviewed the evidence, we believe that Royal Mailõs exemption from 
traffic regulations is unlikely to affect competition in the bulk mail markets.  This 
is because Royal Mail is likely to pick up at the customerõs premises, rather than 
from post boxes, so the exemption from traffic regulations is unlikely to give 
Royal Mail a significant advantage. 

                                                 

77  European Court of Justice, TNT Post UK Ltd v The Commissioners for Her Majestyõs Revenue and Customs, 
Case C-357/07, 23 April 2009.  

78  An independent review of the UK postal services sector, Modernise or Decline ð Policies to maintain the 
universal postal service in the United Kingdom, 16 December 2008, page 101. 

79  Royal Mail, Response to Condition 17 Requirement to Furnish Information on the BPQ, September 2008, 
Section 3.2.6, page 9. 
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Accordingly, the current evidence we have seen is insufficient to support the 
conclusion that Royal Mailõs special privileges are a significant barrier to entry or 
expansion in the context of this investigation. 

4.3.2 Economic barriers to entry and expansion 

In this section we discuss the economic barriers to entry and expansion in the 
markets we have identified.  We note that barriers to entry in the wholesale 
market could also have an impact on competition in the retail markets given it is 
an essential part of the retail offering. 

Retail economies of scale and scope 

The alternative postal providersõ views on Royal Mailõs economies of scale and 
scope for the retail activity in the lower priority bulk mail market were as follows. 

º City-Linkõs view was that Royal Mail does have some economies of scale, but 
this was not a particular problem.  Royal Mailõs inefficiencies meant other 
smaller and more nimble companies could operate profitably.80 

º One alternative postal providerõs view was that Royal Mail had major 
economies of scale and competitors needed to adopt different business 
models. 

º TNT Postõs view was that it was relatively easy to enter this part of the 
business.  Essentially, the upstream part is a logistics business and many parts 
of the business can be outsourced. 

º UK Mailõs view was that for entry into the retail segment the main investment 
was in sortation equipment. 

Royal Mail stated: 

òRoyal Mail estimates that collections from business premises of bulk mail volumes of less than 
[...] items per day are generally not cost effective for other carriers in todayõs environment; 
competitorsõ collection costs for small business mailings of less than [...] items may be [...] times 
Royal Mailõs comparable collection costs.  However, these costs become comparable once volumes 
reach around [...] items per day.  At even higher volumes, competitors are likely to experience a 
cost advantage over Royal Mail.ó81  

                                                 

80  òIn its accounts for 2006/2007, Royal Mail estimated that it was 40% less efficient that its rivals.ó 
An independent review of the UK postal service, The challenges and opportunities facing UK Postal Services, 
May 2008, page 26.  

81  Royal Mail, Royal Mail Response to Condition 17 Requirement to Furnish Information on the BPQ, September 
2008, Section 3.2.6, page 10. 
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Accordingly, the current evidence we have seen is insufficient to support the 
conclusion that Royal Mailõs economies of scale and scope in the lower priority 
bulk mail retail market are a significant barrier to entry or would be likely to 
prevent expansion by alternative postal providers.82  Such a finding is consistent 
with the views of Smith and Moriarty, who discuss the relatively small barriers to 
entry in the retail segment, and larger barriers to entry in the wholesale segment.83 

The situation may be different in the next day delivery bulk mail retail activity.  
As part of our work for Postcomm on assessing options for the future scope of 
Royal Mailõs price control, we spoke to alternative postal providers about this.  
The main reason they put forward for not competing in this segment was that 
the size of the market, and therefore its value, was not sufficient to justify the 
investment required to be able to provide a national next day delivery service.   

Wholesale economies of scale and scope 

The alternative postal providersõ views on Royal Mailõs economies of scale and 
scope at the wholesale market were as follows. 

º City-Linkõs view was that it did not have the necessary volumes to enter 
downstream delivery and did not see itself entering this part of the postal 
value chain. 

º One alternative postal providerõs view was that Royal Mail had major 
economies of scale and competitors needed to adopt different business 
models. 

º TNT Postõs view was that this is extremely difficult and that Royal Mailõs low 
prices mean TNT Post would need a high drop density to be competitive. 

º UK Mailõs view was that a large investment was required to start a delivery 
service. 

We believe the evidence we have seen to date and the fact that no other operator 
has succeeded in establishing substantial downstream operations in the UK is 
sufficient to support the view that Royal Mailõs economies of scale and scope at 
the wholesale activity are a significant barrier to entry.   

                                                 

82  We note, however that barriers to entry to a 3rd class market are likely to be lower because the post 
can be delivered more slowly.  This difference does not affect our overall conclusions.  

83  Richard Moriarty and Paul Smith, Barriers to Entry in Post and Regulatory Responses, 2005, page 8. 
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4.3.3 Strategic barriers to entry and expansion 

Strategic barriers to entry and expansion include the actions taken by Royal Mail 
which, intentionally or not, hinder competition.  Since there are no comparable 
wholesale providers to Royal Mail, the alternative postal providers that compete 
in the retail markets rely on agreeing access terms with Royal Mail as customers 
expect their postal operator to provide them with an end-to-end service.  The 
wholesale access arrangements are therefore crucial to competition in the retail 
markets. We discuss two separate issues in this section: downstream access and 
zonal pricing. 

Downstream access 

Most competitors to Royal Mail in the retail activity use a Royal Mail wholesale 
product for the delivery of their mail.  Furthermore, as discussed above, these 
alternative postal providers are unlikely to enter the wholesale activity.  The 
arrangements by which Royal Mail provides access are therefore likely to have a 
large impact on the extent and sustainability of effective competition in the retail 
market.  We discuss two issues: the conditions that Royal Mail has agreed with 
other operators that use its wholesale access products and differentiation of 
Royal Mailõs service compared with available wholesale access products. 

Access conditions 

In its first submission to the independent review of the UK postal service sector 
Postcomm noted that access operators believed there are a number of problems 
with the current access regime, including Royal Mailõs requirements as to the 
segregation of mail, forecasting, equipment, zonal access, access slots, access 
agreements and credit terms.84   

In its response to our questionnaire, Royal Mail gave justifications for why there 
were differences between the conditions downstream access users have to fulfil 
and the conditions Royal Mailõs upstream business has to fulfil. 

òAt present, the access point is the Inward Mail Centre (IMC) - of which there are 68. Due to 
the fact that operators with an access contract can access at Royal Mailõs IMC whereas Royal 
Mailõs presorted services enter the network at a different point, it is both appropriate and 
necessary for there to be some differences in the terms and conditions. For those with an access 
contract, the terms and conditions are negotiated between the person seeking access and Royal 
Mail Wholesale and result in the signing by both parties of an Agreement. Since the first access 
contract was signed negotiations have led to a series of contractual agreements that reflect 
different, mutually agreed arrangements between Royal Mail Wholesale and its customers.  
Once signed, these various versions of contractual Agreements are put into the public domain on 
Royal Mail Wholesale's website and are available to anyone who can meet their terms and 
conditions. They are also provided to Postcomm and Postwatch.  

                                                 

84  Postcomm, First submission by Postcomm, the industry regulator to the independent review of the UK postal service 
sector, March 2008, page 17. 
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Within these contracts there are some differences from the upstream business. These include, but 
are not limited to, zonal pricing options; agency arrangements; quality of service aims and 
compensation arrangements; hand over arrangements for mail; minimum volumes per service; 
revenue protection processes and dispute resolution procedures. Other conditions that are not 
affected by operational arrangements for access services and mirror those for Royal Mail's end-to-
end services - for example payment terms and conditions and adherence to the British Codes of 
Advertising and Sales Promotion (BCASP)ó.85 

The alternative postal providersõ views on this topic were as follows. 

º City-Linkõs view was that the requirements for downstream access were too 
high and Royal Mail exhibited an unnecessary level of fastidiousness on 
delivery conditions, for example forecast requirements. 

º TNT Post noted that it didnõt use Access Premium 120 due to the cost and 
the tight operational requirements. Furthermore, the forecasting requirements 
more generally were onerous and the access slots of 30 minutes made it 
difficult to transfer the mail.  There were considerable delays when TNT Post 
asked for a new access service and for machine-readable mail the wholesale 
requirements were 95% postcode and address accuracy, compared to 90% for 
retail. 

º UK Mailõs view was that the forecasting requirements and mail presentation 
requirements are more onerous than Royal Mail has to fulfil and it would like 
access to regional distribution centres rather than inward mail centres. 

We also note that with reference to the next day delivery bulk mail market, Royal 
Mail offers an access service, Access Premium 120, which in principle allows 
alternative postal providers to offer a next day delivery service.  We spoke to 
TNT Post as part of our work for Postcomm on assessing options for the future 
scope of Royal Mailõs price control and they stated that they were not given 
enough time to deliver the mail to the IMCs under the existing terms of the next 
day, premier access agreements.  This prevented them from offering next day 
delivery services at a national level.    

We believe the evidence we have seen to date is sufficient to support the view 
that there may be problems with the current regime that could be hindering the 
ability of alternative postal providers to compete in the retail bulk mail markets. 

Royal Mail services and access services 

Royal Mail is not required to offer a full set of access services corresponding to 
each of its end-to-end services.  This may constrain the ability of alternative 
postal providers to contest fully the customer offers of Royal Mail.  This issue is 
likely to be more pronounced in the postal sector compared with many other 
network industries, such as water or electricity.  Over fixed networks there is less 
scope for differentiation of offering and therefore the services received by 
customers are more homogenous.  Where this is the case, only a narrow set of 
standard access services should in principle be needed to reflect all available 

                                                 

85  Royal Mail, Response to Frontier Economics questions regarding Term Contracts and Mailsort Light, 20 May 
2008, page 21. 
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services that could be provided across the network by either competitors or the 
incumbent. 

The level of differentiation in post can create differences between the types of 
offer Royal Mail and alternative postal providers are able to make.  This is 
because the services an alternative postal provider can currently offer are 
potentially constrained by its ability to obtain a corresponding access service 
from Royal Mail Wholesale.  This is particularly relevant to the extent that the 
end-to-end price offered by Royal Mail may not allow a competitor using a 
higher specification access service to compete for the custom.  Alternative postal 
providers raised the issue of the lack of a 3rd class access service. For example, 
when interviewed, TNT Post and UK Mail both stated that the lack of a 3rd class 
access service made it more difficult to compete with Mailsort 3 services.  
However, we recognise that the issue may not be lack of an access service, but 
instead a structure of charges issue.  In particular, the differential between 
Mailsort 2 prices (which drive access prices) and Mailsort 3 prices (including or 
excluding the Mailsort Light credit) may not be cost reflective. 

Zonal Pricing 

Only TNT Post raised the issue of zonal pricing in our interviews with alternative 
postal providers.  Its view was that the national geographic posting profile (fall to 
earth requirement) made it difficult to enter into delivery in local areas as this 
would mean TNT Post would have to switch to zonal pricing for access, which 
would raise its costs significantly.  

Royal Mail stated: 

òRoyal Mail does not believe that either its existing zonally priced access agreements or the 
possible future introduction of a zonal retail pricing structure would act as a barrier to entry for 
competitors.ó86 

We have not carried out a detailed investigation of zonal pricing and its effect on 
the market.  We are therefore unable to come to a conclusion on whether zonal 
pricing is hindering the ability of alternative postal providers to compete in the 
two retail bulk mail markets. 

4.4 CONSTRAINTS FROM NON-POSTAL ALTERNATIVES 

In Section 3.4 above we reached the conclusion that the candidate markets 
should not be expanded to include non-postal alternatives.  However, we 
recognise that competitive constraints are cumulative in nature and agree with 
Royal Mail they should be taken into account even if they are outside the relevant 
market.87  Consequently, it is possible that although post is found not to be part 
of a wider market including other media, the constraints imposed by non-postal 

                                                 

86  Royal Mail, Response to Condition 17 Requirement to Furnish Information on the BPQ, September 2008, 
Section 3.2.6, page 18. 

87  Royal Mail, Response to Condition 17 Requirement to Furnish Information on Mailsort Light: Market definition, 
November 2008, page 14. 
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alternatives, perhaps in combination with other constraints, could lead one to 
conclude that Royal Mail did not have market power or the ability to exercise 
market power.   

Of particular relevance is the potential impact of switching to digital alternatives 
such as e-mail.  We discussed in Section 3.4.1 above, that a number of the 
customers we spoke to considered other media to be a potential substitute for 
postal services in only a limited number of cases.  In addition, it is not obvious 
that the shift in mail volumes necessarily means that mail providers are facing a 
competitive constraint.  For that to be the case, there would have to be sufficient 
numbers of marginal customers who would switch backwards and forwards 
between mail and non-mail alternatives in response to relative changes in price or 
service quality.  In many applications, digital alternatives do not seem to compete 
with mail in this way.  Instead they offer a new option to mailers that did not 
exist before, often with very low marginal costs and different service options.  
This may mean that modest changes in postal prices are unlikely to make 
customers switch back, once they have made the transition.  Although there may 
be a short term constraint associated with postal operators being able to delay the 
transition to digital alternatives, if customers are not prepared to switch back to 
mail in response to marginal changes in price or quality, digital alternatives will 
not provide a sufficient long term constraint to the price of postal services.  In 
this case the move from mail to digital alternatives may represent a technological 
shift leading to additional commercial pressure on Royal Mail rather than 
providing a competitive constraint.   

For this and the other reasons discussed in Section 3.4, we believe that the 
constraints imposed by alternative media do not currently act as a sufficient 
counterbalance against market power that Royal Mail may have within the 
candidate markets. 

4.5 CUSTOMER CHARACTERISTICS 

In this section we discuss the impact of customer characteristics on the degree of 
competition in the bulk mail markets, considering customer awareness of the 
alternatives to Royal Mail, the extent of countervailing buyer power, switching 
costs and service concerns.  We note that the customers we interviewed are large 
volume mailers and therefore the responses below should not be interpreted as 
representative of all mail users, but are more representative of the customers who 
are accessing the Mailsort Light credit.  

4.5.1 Customer awareness 

Royal Mail believed that its customers were generally well informed about the 
alternatives available and the evidence from the 2008 Business Customer Survey 
shows that awareness of mail providers is high for large customers and increasing 
for all customer groups.88 For example, 71% of the largest customers were aware 

                                                 

88  Postcomm, Business Customer Survey, 2008, Section 3.1. 
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of TNT Post when asked about UK providers, up from 64% last year.89  The 
percentage of all respondents who unprompted responded that they had heard of 
TNT Post increased from 27% to 28% between 2007 and 2008.90 

Accordingly, while we recognise that Royal Mail has a powerful brand, we do not 
believe the evidence we have seen to date is sufficient to support the view that 
customer awareness is a factor which is hindering the ability of alternative postal 
providers to compete in the bulk mail markets. 

4.5.2 Countervailing buyer power 

The power exercised by buyers may constrain the market power of a seller and 
therefore we investigated customersõ bargaining strength in negotiations with 
Royal Mail. Royal Mail believed that its customers had countervailing buyer 
power, stating: 

òRoyal Mailõs largest customers have negotiated hard with Royal Mail in order to achieve the 
terms they are seeking.  The pressure from Royal Mailõs largest customers led to the development 
of direct access agreements with Royal Mail Wholesale which enabled them to retain a direct 
relationship with Royal Mail, and the lowest possible posting tariff.ó91 

However, almost all the customers we interviewed said that they had no 
countervailing buyer power and had to just accept Royal Mailõs tariffs.  
Customers thought that the alternative postal providers were more flexible 
compared to Royal Mail.  For example, HBOS stated there was no flexibility 
from Royal Mail, but there was scope for negotiation with alternative postal 
providers. 

Accordingly, we do not believe the evidence we have seen to date is sufficient to 
support the view that countervailing buyer power is a factor which could 
counterbalance any market power that Royal Mail may have in our candidate 
markets.  

4.5.3 Switching costs 

Both Royal Mail and alternative postal providers thought that switching costs for 
mail customers were generally minimal.  Royal Mail wrote: 

òSwitching costs will depend on the service customers use. However, although we do not know 
what costs are incurred by a sending customer in relation to the other provider - for example, this 
is dependent on systems and other costs charged by the other provider, of which we have no 
knowledge, switching costs are likely to be minimal as operational requirements are very similar 
whether they post via Royal Mail or any other operator.  

If a customer switches away from Royal Mail, the Royal Mail Bulk Mail compensation scheme 
will no longer apply to their own mailings as far as Royal Mail is concerned, although, where 
Royal Mailõs network is used to deliver the mail, the mailings can qualify under the 

                                                 

89  Postcomm, Business Customer Survey, 2008, page 7. 

90  Postcomm, Business Customer Survey, 2008, page 36. 

91  Royal Mail, Response to Condition 17 Requirement to Furnish Information on the BPQ, November 2008, 
Section 3.2.7d-e, page 3. 
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arrangements of the access contract. We are not in a position to comment on whether an operator 
passes this through to end-users and cannot comment on what sort of compensation arrangements 
are available from other operators.  

The fact that access volumes have increased significantly over the last few years clearly indicates 
that any costs that a customer may incur as part of a switching decision are not seen as 
significant.ó 92 

Our interviews with customers generally supported this view, with some 
mentioning small costs such as IT systems or project management.  Only one 
customer said that its internal IT systems were built to deal with Mailsort and this 
meant it was currently unable to switch to other providers.  In addition, the 
Business Customer Survey 2008 states that 80% said there were no barriers to 
moving.93 

The evidence contained in the Accent Rand Report suggests some customers 
believe there are costs involved in switching between suppliers, with [...]% of 
customers with over 500 employees stating they would incur costs in switching 
suppliers.94 However, the report does not clarify the level of these costs and 
whether they are a significant disincentive to switch suppliers. 

Accordingly, we do not believe the evidence we have seen to date is sufficient to 
support the view that high customer switching costs are a factor which is 
hindering the ability of alternative postal providers to compete in the bulk mail 
markets.95  

4.5.4 Service concerns 

In response to our question on whether service concerns made customers less 
likely to switch, Royal Mail responded: 

òRoyal Mail does not hold evidence of actual end-to-end service quality received by customers of 
other operators (whether they use their own end-to-end network or DSA for the delivery of 
mail). However, we note that DSA quality is perceived as marginally superior to 2nd class 
retail products due to the òDay C guaranteeó.  

However when looking at volume reductions in Mailsort services over the last few years 
combined with the exponential growth in Downstream access volumes (as shown above) it 
appears that there have not been significant customer concerns that service quality may be 
compromised and thereby restrict switching.ó 96 

This view is supported by the Business Customer Survey (2008), which shows 
that the perceived service levels offered by the large five bulk mail providers are 

                                                 

92  Royal Mail, Response to Frontier Economics questions regarding Term Contracts and Mailsort Light, 20 May 
2008, page 24. 

93  Postcomm, Business Customer Survey, 2008, page 56. 

94  Accent Rand, Modelling Customer Choices when Mail Price Differentials Change, October 2008, page 28. 

95  Note that this conclusion only relates to the one-off costs customers may incur when switching 
between suppliers.  We have already noted that there are other reasons that may limit customersõ 
ability to switch between postal suppliers (such as Royal Mailõs VAT exemption). 

96  Royal Mail, Response to Frontier Economics questions regarding Term Contracts and Mailsort Light, 20 May 
2008, page 25. 
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similar.97  The majority of the customers we interviewed concurred with this 
view. Some had had initial concerns, but ran trials with the new suppliers to 
ensure problems were ironed out. 

Accordingly, we do not believe the evidence we have seen to date is sufficient to 
support the view that customer service concerns are a factor that is hindering the 
ability of alternative postal providers to compete in the bulk mail markets. 

4.6 REGULATORY CONSTRAINTS 

When assessing the market power of a regulated firm it is important to consider 
the extent to which the regulatory regime may restrict the existence or exercise of 
market power.  Royal Mail bulk mail services are currently subject to controls 
through the tariff basket regulations in Royal Mail's licence and this would be 
expected to act as a constraint on Royal Mail's ability to exercise market power in 
certain circumstances.  The tariff baskets cap the revenues that can be earned 
from the services which are in the tariff basket, but do not specify the individual 
prices Royal Mail must charge for its services.  However, tariff rebalancing 
controls do limit the ability of Royal Mail to increase the prices of individual 
services. 

These price controls still allow Royal Mail some flexibility in the pricing of 
individual services and we would also note that the regulatory regime does not 
control services outside the price control or Royal Mail conduct such as the 
linking of services.  Consequently we do not believe the fact that there is a price 
control in place that covers certain Royal Mail services is, by itself, sufficient to 
mitigate the existence or exercise of market power in the bulk mail markets.  

                                                 

97  Postcomm, Business Customer Survey, 2008, page 49. 





57 Frontier Economics  |  June 2009  |   

Application of effective competition test 

5 Application of  effective competition test 

In this section we draw together the evidence we have presented to provide our 
advice to Postcomm on whether there is effective competition in the sector of 
the market in which the Mailsort Light offer is supplied. 

In coming to a view about whether there is effective competition in any of the 
candidate markets, we believe it is relevant to consider whether Royal Mail has 
market power in such markets: in other words, whether it faces effective 
competitive pressure. Market power is generally considered to be the ability 
profitably to sustain prices above competitive levels or restrict output or quality 
below competitive levels.98  If it could be said that Royal Mail occupies a 
dominant position or a position of substantial market power, as such terms are 
understood in EU and UK competition law, we consider that it would be 
appropriate to conclude that these markets are not effectively competitive. 

To make this assessment we note that the European Court has defined a 
dominant position as:  

òa position of economic strength enjoyed by an undertaking which enables it to prevent effective 
competition being maintained on the relevant market by affording it the power to behave to an 
appreciable extent independently of its competitors, customers and ultimately of its consumers.ó99  

In order for an undertaking to be dominant, the OFT considers that it must have 
substantial market power.100   

In the context of this investigation, we therefore consider the extent to which 
Royal Mail may have market power in the markets in which the Mailsort Light 
offer is supplied.  This allows us to advise Postcomm on whether there is 
effective competition. 

We believe the evidence supports the view that the Mailsort Light credit is 
offered in the following candidate markets: 

 next day delivery bulk mail market; and 

 lower priority bulk mail market (including services where delivery is 
undertaken on Day C or later).   

In the next day delivery bulk mail market Royal Mail currently faces very little 
competition from alternative postal providers, whilst in the lower priority bulk 
mail market Royal Mail faces competition from alternative postal providers that 
predominantly use Royal Mail to undertake delivery.  In the following sections we 
discuss the extent to which Royal Mail may have market power in these markets.  
We consider five issues: existing postal competitors, potential competition, 
constraints from non-postal alternatives, countervailing buyer power and 
regulation. 

                                                 

98  Office of Fair Trading, Assessment of Market Power, 2004 , page 2. 

99  European Commission, Case 27/76 United Brands v EC Commission, 14 February 1978. 

100  Office of Fair Trading, Assessment of Market Power, 2004, page 6. 
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5.1.1 Constraints from existing postal competitors 

Market shares can provide a guide to the constraints imposed by existing 
competitors.  The European Commissionõs guidance on its enforcement 
priorities in applying Article 82 EC states the following: 

òThe Commissionõs experience suggests that dominance is not likely if the undertakingõs market 
share is below 40% in the relevant market. However, there may be specific cases below that 
threshold where competitors are not in a position to constrain effectively the conduct of a 
dominant undertaking, for example where they face serious capacity limitations.ó101 

and 

òExperience suggests that the higher the market share and the longer the period of time over 
which it is held, the more likely it is that it constitutes an important preliminary indication of 
the existence of a dominant position.ó102 

The OFT has said that it considers that it is unlikely that an undertaking will be 
individually dominant if its share of the relevant market is below 40%, although it 
goes on to state: 

òdominance could be established below that figure [40%] if other relevant factors (such as the 
weak position of competitors in that market and high entry barriers) provided strong evidence of 
dominance.ó 103 

We also note that in the Akzo Chemie decision the European Court of Justice 
stated: 

òSave in exceptional circumstances, very large market shares are in themselves evidence of the 
existence of a dominant position. That is the case where there is a market share of 50%.ó104 

In the next day delivery bulk mail market, Royal Mail has a very high market 
share (over 90%) in both the retail and wholesale activities, well above the level 
normally taken to indicate dominance and therefore indicative of substantial 
market power. 

Figure 7 in Section 4.2 above shows that Royal Mail has a share of between 60% 
and 70% of the lower priority bulk mail retail activity, also above the level 
normally taken to indicate dominance. In addition, it had a near 100% share of 
the lower priority bulk mail wholesale activity. 

The shares of competitors in the relevant activities are only one measure of the 
competitive constraint from existing competitors.  In addition, it is also 
important to consider how shares have moved over time.  We note that Royal 

                                                 

101  European Commission, Guidance on the Commissionõs enforcement priorities in applying Article 82 of the EC 
Treaty to abusive exclusionary conduct by dominant undertakings, February 2009, paragraph 14.  OJ [2009], 
C45/7. 

102  European Commission, Guidance on the Commissionõs enforcement priorities in applying Article 82 of the EC 
Treaty to abusive exclusionary conduct by dominant undertakings, February 2009, paragraph 15  OJ [2009], 
C45/7. 

103  Office of Fair Trading, Assessment of Market Power, 2004, paragraph 2.12. 

104  European Court of Justice, Akzo Chemie BV vs Commission of the European Communities, Case C-62/86, 
3 July 1991, paragraph 5. 
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Mailõs share of the retail part of the lower priority bulk mail market has been 
decreasing.  This is consistent with some customers exercising their choice and 
moving from Royal Mail to alternative postal providers or switching to customer 
downstream access.  However, we would be cautious about inferring that such a 
decrease is evidence of effective competition. 

º Mail customers use different services, formats, and priorities and therefore 
are not a homogenous customer base.  These aspects affect their willingness 
and ability to switch and so one cannot assume that because a proportion of 
customers have switched the rest are equally likely and able to switch.  For 
example, one customer said it would not switch to alternative postal 
providers if the price of Mailsort 3 were to increase.  Consequently, the falling 
share of Royal Mail should not necessarily be interpreted as implying that all 
customers are able to switch to alternative postal providers or begin using 
customer downstream access. 

º Royal Mail is the incumbent operator and postal services have only been fully 
liberalised relatively recently.  In such circumstances it is appropriate to be 
cautious about reading too much into this drop in shares.   

º The main competitors to Royal Mail operate in the retail activity and use 
Royal Mail downstream access for the inward sorting and delivery of their 
mail.  Consequently, the agreements struck by Royal Mail with its competitors 
(and customers) to provide wholesale services are likely to have a major 
impact on the degree of effective competition in postal markets.  The type of 
access services, the level and structure of the associated charges and the terms 
and conditions of use are all likely to be important.  This provides Royal Mail 
(despite internal separation) with potentially greater influence over 
competition in the relevant sector(s) of the postal market compared with the 
situation where competitors did not access its network.  In particular, the 
requirements associated with the access regime may be more onerous for 
competitors than they would be for Royal Mail. 

5.1.2 Potential competition and barriers to entry and/or 
expansion 

It is important to assess the scope for new entry into the relevant market.  In 
Section 4.3 above we considered the barriers to entry and expansion facing 
alternative postal providers.  Based on the information presented to us, we 
consider that the following may act as barriers to entry and/or expansion in this 
market. 

º Whilst we recognise that agency agreements are lessening the impact of the 
VAT exemption, it still seems to operate as a barrier to entry and/or 
expansion for those alternative postal providers wishing to provide services 
to customers unable to reclaim VAT. 

º The size of the next day delivery bulk mail market seems to act as a barrier to 
entry, as the value of this market is insufficient to justify the investment 
required to be able to provide a national next day delivery service.   
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º Royal Mailõs economies of scale and scope at the wholesale level are a 
significant barrier to entry and constrain the ability of alternative postal 
providers to undertake this activity.  Consequently, in order to offer retail 
services, alternative postal providers must purchase wholesale services from 
Royal Mail and therefore the agreements struck by Royal Mail with its 
competitors (and customers) to provide wholesale services may heavily 
influence alternative postal providersõ ability to compete with Royal Mail in 
the retail activity. 

º Royal Mail does not offer a full set of access services corresponding to each 
of its end-to-end services.  This may constrain the ability of alternative postal 
providers to contest fully the customer offers of Royal Mail.  This is 
particularly relevant if the end-to-end price offered by Royal Mail does not 
allow a competitor using an access service to compete for the custom.  
However, it could be the case that the issue is not that of a lack of an access 
service, but is instead because the differentials between access prices and 
Royal Mailõs end-to-end retail prices are not cost reflective. 

5.1.3  Constraints from non-postal alternatives 

In Section 4.4 above we considered the constraints imposed by non-postal 
alternatives on the postal services under investigation.  We concluded that while 
some customers would be able to switch to other media if prices increased, the 
evidence we have seen to date is insufficient to support the view that constraints 
from non-postal alternatives act as a sufficient counterbalance to market power 
that Royal Mail may have in the provision of postal services. In particular, we 
think that the move to email and internet communication may be due to a 
technological shift.  Although this may lead to additional commercial pressure on 
Royal Mail, it is not clear it represents a sufficient constraint on Royal Mailõs 
postal prices.   

5.1.4 Constraints from countervailing buyer power 

Countervailing buyer power will exist where buyers have a strong negotiating 
position with their suppliers, which weakens the potential market power of a 
seller.105 In Section 4.5 we considered countervailing buyer power and concluded 
that the evidence we have seen to date is insufficient to support the view that 
countervailing buyer power is a factor which could counterbalance any market 
power that Royal Mail may have.  Whilst Royal Mail believed that its customers 
had countervailing buyer power, almost all the customers we interviewed said 
that they had no countervailing buyer power and had to just accept Royal Mailõs 
tariffs.  

5.1.5 Constraints from regulation 

Economic regulation can limit the extent to which an undertaking can exploit its 
market power.  In Section 4.6 above we noted that the regulatory regime allows 

                                                 

105  Office of Fair Trading, Assessment of Market Power, 2004, page 9. 
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Royal Mail some flexibility in the setting of individual prices within the control, 
as well as not directly limiting the discounts it can offer.  Consequently we do not 
believe the price control on certain Royal Mail services, by itself, mitigates the 
existence and/or exercise of market power in the markets in which the Mailsort 
Light offer is supplied.   

5.1.6 Conclusion 

We note that Royal Mailõs share in our candidate markets is above 50% and, for 
the reasons identified above, these shares may under-state its true market power. 
In particular, the main competitors to Royal Mail compete only in the retail 
activity of the market, using a Royal Mail wholesale product for the inward 
sorting and delivery of their mail.  Consequently, the agreements struck by Royal 
Mail with its competitors (and customers) to provide wholesale services are likely 
to have a major impact on the degree of effective competition in postal markets.    
Therefore, based on the evidence we have seen to date and given current 
competitive conditions, our advice to Postcomm is that that there is not effective 
competition in the candidate markets in which the Mailsort Light offer is 
supplied.   
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Annexe 1: Royal Mail questionnaire 

INTRODUCTION 

Frontier Economics has been hired by Postcomm to provide advice in relation to 
Postcommõs investigations into Mailsort Light services and the introduction of 
Term Contracts on Mailsort Products. 

Specifically, Frontier has been asked to give advice around the extent and nature 
of competition in the relevant markets, which will inform Postcomm's decision 
in relation to Condition 11 of Royal Mailõs licence and assessment of whether the 
services under investigation are supplied in a sector of the market where there is 
not effective competition.  In particular, Frontier would expect to provide: 

 our opinion regarding the definition of the markets within which these 
services are offered; 

 an assessment of Royal Mailõs market power and its impact on these 
markets; and 

 advice to Postcomm on whether there are other factors that may be 
relevant to the assessment of effective competition in these markets. 

We will be undertaking this exercise separately for each investigation and so have 
split the information request on this basis.  However, to the extent that the 
information you wish to provide is equivalent for both investigations, please 
cross-refer as appropriate.  In addition, if there is any further information that 
you consider relevant to our assessment that is not captured by the questions 
below, please feel free to provide it.  

If there is anything in this information request that is not clear, or you require 
any further information, please do not hesitate to contact [é] or[é]. 

TERM CONTRACTS 

[Term Contracts questions removed from this version.] 

MAILSORT LIGHT 

Market definition – Product Market 

Demand-side substitution 

 Who do you believe are your main competitors in the market in which 
Mailsort Light is offered?  Where these competitors are alternative postal 
operators, is the competition in upstream, downstream or end-to-end 
postal services? 

 Which products offered by these competitors do you believe are the 
closest substitutes to the products under investigation? 

 If the price of Mailsort Light were to increase permanently by 5-10%, 
how would you expect your customers to react?   
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o Use other Royal Mail products? If so, which? For example, it may 
be that customers would use the associated Mailsort 3 product 
and not obtain the Mailsort Light discount. 

o Use alternative mail providers? If so, which competitors and 
which products? 

o Use alternative media like newspaper inserts, emails, radio 
advertising? 

 In paragraph 1.4 of Response to Postcommõs letter of 18 December 2007 
òComplaint of Anti-Competitive Behaviour: Mailsort Lightó [Mailsort Light 
Response] to you state òMailsort Light is not a standalone product.ó  If 
you believe Mailsort Light should be assessed in conjunction with other 
products and/or you believe the relevant market includes other products 
then please answer the above question on a 5-10% price rise for the 
products you believe are in the market. 

 Please provide evidence to substantiate any claims.  For example, 
paragraph 36 of the Mailsort Light Response discusses Mailsort Light 
competing with other media and we would be grateful if you could 
provide examples of customers shifting from Mailsort Light in response 
to changes in the relative prices of Mailsort Light and other media. 

Supply-side substitution 

 If the price of Mailsort Light were to increase permanently by 5-10% do 
you think a competitor not currently offering such a service would be able 
to offer a new service (either upstream, downstream or end-to-end) 
similar to Mailsort Light within one year?   

o If yes, which firms would start offering new services, which types 
of services would they provide and how quickly could they offer 
this service? 

o If yes, which existing mail services where these firms providing? 

o If no, are there particular characteristics of Mailsort Light that 
make it difficult for competitors to provide a similar product? 

 If you believe Mailsort Light should be assessed in conjunction with 
other products and/or you believe the relevant market includes other 
products then please answer the above question on a 5-10% price rise 
for the products you believe are in the market. 

Market definition – Geographic Market 

Demand-side substitution 

 Do you believe that that market in which Mailsort Light is offered is an 
international, national or local market? Could you provide us with any 
evidence you have to support your position on this issue? 

Supply-side substitution 
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 Are there particular competitors in the market in which Mailsort Light is 
offered which either (a) only operate in specific areas of the UK or (b) 
operate from outside of the UK? 

o If yes, could you give the names of these competitors? 

o If yes, would these competitors expand into new areas of the UK 
within one year if the price of Mailsort Light were to increase 
permanently by 5-10%. 

Assessment of Market Power – Market shares 

 Please could you fill in the data requested in Sheet 5 ð Mailsort Light in the 
attached spreadsheet?  If you have any data on the volumes of 
competitors who provide an end-to-end or access service which competes 
with Mailsort Light then please fill in the information and give the 
company names. 

 If you believe the market in which Mailsort Light is offered is wider than 
postal products, could you provide us with estimates of your market share 
in this market and the market shares of your competitors? 

Assessment of Market Power – Barriers to entry 

 What are the main barriers to entry facing a firm wishing to enter the 
upstream, downstream and end-to-end parts of the postal chain and 
provide services which compete with Mailsort Light?  Do these barriers to 
entry differ in importance between the different products which compete 
in the market in which Mailsort Light is offered?  Could you provide any 
evidence you have to support your view? 

 Do you have any evidence to support your view that VAT is not a barrier 
to entry or restricts customer switching106? 

 Do you believe Royal Mailõs economies of scale are a barrier to entry for 
competitors? 

 Are the conditions Mailsort Light competitors have to fulfil for Direct 
Access the same as those Royal Mailõs upstream business has to fulfil?  If 
there are differences, on what basis does Royal Mail consider these 
necessary?  In particular, do you believe either the lack of a 3rd class 
Access product or a Mailsort Light access product is a barrier which 
hinders competitorsõ ability to compete with Mailsort Light?   

                                                 

106  òPostcomm has not provided any tangible evidence that the VAT position of Royal Mailõs postal 
service does create a real barrier to entry.ó Royal Mailõs Position on the Strategy Review ôEmerging Themesõ 
(Royal Mail) p51.   
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Assessment of Market Power – Customer Behaviour 

 Could you please fill in the information requested in Sheet 6 ð Top 20 
MSL Customers in the attached spreadsheet? 

 Focusing on the different customer groups described on page 12 of the 
Mailsort Light Response, for example Advertising/Mailing 
Agencies/Media, could you provide the information requested in Sheet 7 
- MSL Categories of the attached spreadsheet? 

 We understand from paragraph 8 of the Mailsort Light Response that 
customers can only claim the Mailsort discount if they submit a sample of 
each mailpiece used in all stages of the campaign.  For each of the top 20 
Mailsort Light customers, please could you provide us with at least one 
sample of the main and Mailsort Light mailings they sent?  

 Do you believe customers are well informed about alternative providers 
in the market in which Mailsort Light competes?  Could you provide any 
evidence you have to support your view? 

 Do customers incur switching costs when they switch from Mailsort Light 
to another provider?  In particular, could the bulk mail compensation 
scheme increase switching costs? Could you provide any evidence you 
have to support your view?  

 Do concerns regarding service quality make customers less likely to 
switch to providers other than Royal Mail?  Could you provide any 
evidence you have to support your view? 

 Do you believe your Mailsort Light customers have buyer power?  If so, 
could you provide us with any evidence relating to the exercise of buyer 
power? 
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Annexe 2: Competitor questionnaire 

INTRODUCTION 

Frontier Economics has been hired by Postcomm to provide advice in relation to 
two separate Postcomm investigations into Mailsort Light services and the 
introduction of Term Contracts on Mailsort Products. 

Mailsort Light is a Royal Mail product where, as part of an advertising campaign, 
customers send a lightweight reminder or teaser mailing with Mailsort® 3 1400 
OCR, Mailsort® 3 700 CBC or Mailsort® 3 120 (CBC or OCR) in addition to a 
main stage mailing (any Royal Mail service), and receive a retrospective credit in 
addition to the normal Mailsort® 3 discount, provided certain conditions are 
met.107  

Term Contracts allow Mailsort customers to receive additional discounts if they 
commit specific volumes to Royal Mail over a one or two year time period.108  
Customers have to fulfil certain criteria, like minimum volumes, and if they fulfil 
these conditions and sign up then Royal Mail offers discounts of up to 2%. 

Copies of the documents published by Postcomm setting out the scope of each 
investigation and describing each of these products or services in more detail are 
also attached (or were sent to you as part of our initial email). 

Frontier has been asked to give advice around the extent and nature of 
competition in the relevant markets, which will inform Postcomm's decision in 
relation to Condition 11 of Royal Mailõs licence and its assessment of whether the 
services under investigation are supplied in a sector of the market where there is 
effective competition. 

In order to better understand the services at issue in these investigations, how 
customers use them and the alternatives available to customers, we would like to 
elicit your views in the following areas: 

 Term Contracts; 

 Mailsort Light; and 

 market definition, barriers to entry and other related issues. 

If there is any part of your response that you consider should remain confidential 
on the basis that this might seriously and prejudicially affect your interests, 
Postcomm will treat such information appropriately, having regard to its 
statutory duties, which you should be aware may allow or require disclosure in 
certain circumstances. We, or Postcomm, would be happy to discuss this issue 
with you further in advance of any substantive discussion if you wish. 

                                                 

107  More details on Mailsort Light are available at 
http://www.royalmail.com/portal/rm/jump2?catId=400092&mediaId=54300696 

108  Royal Mail offers Term Contracts on the following products: MS120-1, MS120-2, MS120-3, MS700-
1, MS700-2, MS700-3, MS1400-1, MS1400-2 and MS1400-3.  

http://www.royalmail.com/portal/rm/jump2?catId=400092&mediaId=54300696
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If you require any further information in advance of the meeting/call please do 
not hesitate to contact [é]. 

TERM CONTRACTS 

[Term Contracts questions removed from this version.] 

MAILSORT LIGHT 

 Which of your products do you think compete with Mailsort Light? 
Please provide details of the specification and price of any such products. 

 For your products that are most similar to Mailsort Light, have any of 
your customers switched from alternative media other than post, for 
example email, newspaper adverts, inserts? 

 Have you gained any customers who previously were using Mailsort 
Light?  What led them to switch to you, and what volume of mailings has 
been switched? 

 If you do not have a product similar to Mailsort Light, why not? Does this 
affect your ability to compete for other related business opportunities, for 
example, competing for the main mailing contract? Can you offer 
customers alternative products, for example non-addressed leaflets? 

 Has the presence of Mailsort Light affected the volume of mail you carry? 
To what extent has its impact changed in recent years?  To what extent do 
you consider its impact is likely to change going forwards and why?  

MARKET DEFINITION, BARRIERS TO ENTRY AND OTHER 
ISSUES 

As discussed above, our questions relate to two separate investigations: one 
regarding Mailsort Light and one regarding Term Contracts.  The questions 
below will be asked for both Mailsort Light and Term Contracts.109 

 Are there barriers to entry and/or expansion for operators other than 
Royal Mail in the upstream, downstream and end-to-end postal sectors?  
Do these barriers to entry differ in importance between different 
products?  Can you provide any evidence or examples which highlight any 
difficulties associated with entry and/or expansion?  

 Have Royal Mailõs economies of scale had any effect on your ability to 
provide new services or expand existing services?  Can you provide us 
with evidence or examples which highlight this potential issue?  

                                                 

109  Please note that the same outline is being sent to a number of Royal Mail competitors.  We realise 
that not all of these questions may be relevant to your company. 
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 Are you only competing in the upstream postal sector and using Direct 
Access for downstream postal services?  

o If yes, does the minimum headroom access margin affect your 
business?  Are there any specific issues relating to Mailsort Light 
or Mailsort 3? 

o If yes, are there particular operational requirements associated 
with Direct Access that affect your costs? 

o If no, is this because you are engaged in end-to-end delivery 
services? 

 What level of awareness do customers have about the existence of 
services offered by providers other than Royal Mail?  Could you provide 
us with any evidence you have to support this view? 

 Do you believe that customers have buyer power in relation to purchases 
from you?  If so, could you provide us with evidence to support this?  

 Does the Royal Mail VAT exemption affect competition in the market? 
Could you provide us with any evidence you have to support your view? 

 Do you think that concerns regarding service quality affect customersõ 
decisions to switch providers?  If so, to what extent? Could you provide 
us with any evidence you have to support your view? 

 Do switching costs affect customersõ decisions on which providers to 
use?  If so, to what extent? In particular, does the bulk mail compensation 
scheme affect their decision making?  Could you provide any evidence 
you have to support your view?  

 Are there any specific Royal Mail strategies or actions that have affected 
your ability to offer new services or expand your business?  If yes, could 
you provide us with any evidence to support this view? 

 If the prices of Royal Mail bulkmail products like Mailsort, Walksort or 
Mailsort Light were to increase permanently by 5-10% would you begin to 
offer a service closer to these products?  

o If yes, which services would you begin providing and could you 
begin offering these services within a year? 

o If no, which are the particular characteristics of Mailsort, 
Walksort or other products that make it difficult for you to offer 
these to customers?  For example, it may be that it is too difficult 
to replicate the sortation requirements, or your current business 
structure would not be able to cope with the extra volumes or 
product specifications without significant investment. 

o Do you think that other providers would begin offering a service 
closer to these products? If so, which competitors and which 
products would they begin to offer? 
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 Do you believe that the services at issue in these investigations operate in 
an international, national or local market?  
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Annexe 3: Customer questionnaire 

INTRODUCTION 

Frontier Economics has been hired by Postcomm to provide advice in relation to 
two separate Postcomm investigations into Mailsort Light services and the 
introduction of Term Contracts on Mailsort Products. 

Mailsort Light is a Royal Mail product where, as part of an advertising campaign, 
customers send a lightweight reminder or teaser mailing with Mailsort® 3 1400 
OCR, Mailsort® 3 700 CBC or Mailsort® 3 120 (CBC or OCR) in addition to a 
main stage mailing (any Royal Mail service), and receive a retrospective credit in 
addition to the normal Mailsort® 3 discount, provided certain conditions are 
met.110   

Term Contracts allow Mailsort customers to receive additional discounts if they 
commit specific volumes to Royal Mail over a one or two year time period.111  
Customers have to fulfil certain criteria, like minimum volumes, and if they fulfil 
these conditions and sign up then Royal Mail offers discounts of up to 2%. 

Copies of the documents published by Postcomm setting out the scope of each 
investigation and describing each of these products or services in more detail are 
also attached (or were sent to you as part of our initial email). 

Frontier has been asked to give advice around the extent and nature of 
competition in the relevant markets, which will inform Postcomm's decision in 
relation to Condition 11 of Royal Mailõs licence and its assessment of whether the 
services under investigation are supplied in a sector of the market where there is 
effective competition. 

The aim of the call is to elicit your views on how customers use, or are likely to 
use, the services at issue in these investigations and the alternatives available to 
customers.  If there is any part of your response that you consider should remain 
confidential on the basis that this might seriously and prejudicially affect your 
interests, Postcomm will treat such information appropriately, having regard to 
its statutory duties, which you should be aware may allow or require disclosure in 
certain circumstances. We, or Postcomm, would be happy to discuss this issue 
with you further in advance of any substantive discussion if you wish. 

We propose to have a flexible agenda for the call and we will start with a brief 
overview of our remit and how we are approaching the analysis.  To provide 
some guidance we have outlined below the topics we would like to cover, but if 
you have any questions or require any further information in advance of the call 
please do not hesitate to contact [é]. 

Our questions cover three topics: 

                                                 

110  More details on Mailsort Light are available at 
http://www.royalmail.com/portal/rm/jump2?catId=400092&mediaId=54300696 

111  Royal Mail offers Term Contracts on the following products: MS120-1, MS120-2, MS120-3, MS700-
1, MS700-2, MS700-3, MS1400-1, MS1400-2 and MS1400-3.  

http://www.royalmail.com/portal/rm/jump2?catId=400092&mediaId=54300696
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 Term Contracts, 

 Mailsort Light; and 

 customer switching.  

TERM CONTRACTS 

[Term Contracts questions removed from this version.] 

MAILSORT LIGHT 

 Are you using or likely to use Royal Mailõs Mailsort Light service? 

o If yes, which types of mailing do you use Mailsort Light for? 

o If yes, are only a proportion of the main mailings accompanied by 
mail sent using Mailsort Light?  For example, some customers 
may only use Mailsort Light following the delivery of their 
catalogue and only follow up those customers that have not yet 
ordered from the catalogue.  How many Mailsort Light mailings 
accompany a single main mailing? 

o If yes, what would you do if Mailsort Light was not offered by 
Royal Mail? 

o If no, why are you unlikely to use Mailsort Light? 

 Have you or could you use any other media for this type of contact?  For 
example email, newspaper adverts or inserts?  Do you see these types of 
products as substitutes and/or complements to Mailsort Light? If so, to 
what extent? 

CUSTOMER SWITCHING 

As discussed above, our questions relate to two separate investigations: one 
regarding Mailsort Light and one regarding Term Contracts.  The questions 
below will be asked for both Mailsort Light and Term Contracts.112 

 Do you currently use other bulk mail providers?  If yes, which providers, 
and for which products? 

 Have you recently considered switching any mail services away from 
Royal Mail to alternative providers?  Have you recently switched from 
mail to other media, for example email or newspaper adverts?  Could you 
explain the reasons why you did or didnõt switch? 

 Do you consider yourself as having buyer power in relation to your 
purchases from Royal Mail, other postal operators or other potential 

                                                 

112  Please note that the same outline is being sent to a number of different customers.  We realise that 
not all of these questions may be relevant to your company. 
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suppliers? Please provide examples of how you may exercise this buyer 
power. 

 Do you regard competition in these markets as national in character, or 
would you consider switching from Royal Mail to other operators for, 
e.g., specific regional mailings?   

 Does the Royal Mail VAT exemption affect your willingness to switch to 
Royal Mailõs competitors? 

 Would you have to incur switching costs if you were to shift mail volumes 
to a provider other than Royal Mail? If yes, could you provide us with 
examples to support this view?  Would you have to incur switching costs 
if you were to switch to other media, for example email or newspaper 
adverts? Again, please provide examples. 

 Does service quality play a role when you are deciding between providers?  
If yes, could you provide us with examples of when this has played a role 
in your decision making? 

 For each of the following products Mailsort 1, Mailsort 2, Mailsort 3 and 
Mailsort Light please answer the following questions: if the price of 
product [X] was to increase permanently by 5-10%, how would you 
react?   

o Use other Royal Mail products? If so, which?  For example, your 
ability to switch may be constrained by factors such as the level of 
required sortation, the speed of delivery, format, weight, size and 
the extent to which mail is machine readable. 

o Use alternative mail providers? If so, which competitors and 
which products? 

o Use alternative media like newspaper inserts, emails, radio 
advertising? 

 Some large mail senders are using Royal Mailõs Direct Access products as 
an alternative to products like Mailsort or Walksort.  Have you, or are 
you likely to use, Royal Mailõs Direct Access offer? 

o If yes, which services did you switch from? 

o If no, are there particular reasons why you would not consider 
using Direct Access? 
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Annexe 4: Summary of  Royal Mail services 

This Annexe contains a summary of the various Royal Mail services mentioned in 
the report.  Section 2.1 describes Mailsort Light 

Access services113 

Through downstream access agreements a number of customers and alternative 
postal providers use Royal Mail for the delivery of their mail, but undertake their 
own sortation and trunking to the inward mail centres.  There are a number of 
different access services available, depending on the level of sortation the access 
user undertakes, including Access 120, Access 700 and Access Walksort. 

Access Premium 120 is a Royal Mail access service which allows users to inject 
their mail in the evening and Royal Mail will deliver the mail the next day. 

Cleanmail114 

This Royal Mail product offers bulk mailers discounts if the mail sent is machine-
readable, either through optical character recognition (OCR) or customer bar 
codes (CBC).  Only letters can be sent through Cleanmail. 

Mailsort115 

This Royal Mail product offers bulk mailers discounts if they do some of the 
work themselves and sort their mail before Royal Mail picks it up.  Royal Mail 
offers 1st class, 2nd class and 3rd class Mailsort services and these are commonly 
referred to as Mailsort 1, Mailsort 2 and Mailsort 3 respectively. 

There are three types of Mailsort products, based on the level of sortation the 
customer undertakes: Mailsort 120, Mailsort 700 and Mailsort 1400. 

º Mailsort 120 ð the customer sorts its bulk mail into 120 geographical 
selections.  To obtain the Mailsort 120 discount the mail must be machine-
readable, either through optical character recognition (Mailsort 120 OCR) or 
customer bar codes (Mailsort 120 CBC).  Only letters can be sent through 
Mailsort 120. 

º Mailsort 700 ð the customer sorts its bulk mail into 700 geographical 
selections and the mail must have customer bar codes.  Only letters can be 
sent through Mailsort 700. 

                                                 

113  For more information see http://www.royalmailwholesale.com/ for more details. 

114        For more information see  
http://www.royalmail.com/portal/rm/jump2?catId=400047&mediaId=600103&keyname=CLEA
NMAIL.  

115  For more information see 
http://www.royalmail.com/portal/rm/jump2?catId=400047&mediaId=4700005&keyname=MAIL
SORT120 and 
http://www.royalmail.com/portal/rm/jump2?catId=400047&mediaId=50800710&keyname=MAI
LSORT120. 

http://www.royalmailwholesale.com/
http://www.royalmail.com/portal/rm/jump2?catId=400047&mediaId=4700005&keyname=MAILSORT120
http://www.royalmail.com/portal/rm/jump2?catId=400047&mediaId=4700005&keyname=MAILSORT120
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º Mailsort 1400 ð the customer sorts its bulk mail into 1400 geographical 
selections.  Mailsort 1400 differs from Mailsort 120 and Mailsort 700 in two 
respects.  First, the mail does not have to have to be OCR or CBC compliant.  
Second, letters, large letters, A3 packets and packets can be sent through 
Mailsort 1400. 

Walksort 

This is a Royal Mail product which offers bulk mailers discounts if they sort their 
mail down to the level of the individual walks undertaken by Royal Mail postmen 
and postwomen.  Royal Mail offers 1st class and 2nd class Walksort services and 
these are commonly referred to as Walksort 1 and Walksort 2.  Letters, large 
letters and A3 packets can be sent through Walksort. 
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This annexe lists the documents we have reviewed during the writing of this 
report. 

 Accent Rand, Modelling customer choice in a liberalised market, 2007. 

 Accent Rand, Modelling Customer Choices when Mail Price Differentials Change, 
October 2008. 

 Accent Rand, Price Differential Model Research, Draft Initial Findings, 
September 2008. 

 An independent review of the UK postal services sector, Modernise or 
Decline ð Policies to maintain the universal postal service in the United Kingdom, 16 
December 2008. 

 An independent review of the UK postal services sector, The challenges and 
opportunities facing UK Postal Services, May 2008. 

 Competition Commission, Final Report - Carlton Communications PLC and 
Granada PLC, October 2003. 

 Competition Commission, Final Report - Classified Directory Advertising 
Services Investigation, December 2006. 

 Competition Commission, Game Group Plc and Games Station Ltd, January 
2008. 

 Competition Commission, March UK Ltd and the home shopping and home 
delivery businesses of GUS plc: A report on the merger situation, 2004. 

 European Commission, Case 27/76 United Brands v EC Commission, 14 
February 1978. 

 European Commission, Case 38.745, BdKEP/Deutsche Post, 20 October 
2004. 

 European Commission, Case No. M.4731 Google/DoubleClick, 11 March 
2008. 

 European Commission, Commission Decision of 19 December 2008 exempting 
certain services in the postal sector in Sweden from the application of Directive 
2004/17/EC of the European Parliament and of the Council coordinating the 
procurement procedures of entities operating in the water, energy, transport and postal 
services sectors, 19 December 2008. 

 European Commission, Guidance on the Commissionõs enforcement priorities in 
applying Article 82 of the EC Treaty to abusive exclusionary conduct by dominant 
undertakings,  February 2009.   

 European Court of Justice, Akzo Chemie BV vs Commission of the European 
Communities, Case C-62/86, 3 July 1991. 
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 European Court of Justice, TNT Post UK Ltd v The Commissioners for Her 
Majestyõs Revenue and Customs, Case C-357/07, 23 April 2009. 

 Frontier Economics, Follow-up Survey, 2008. 

 Gfk Group, Measuring the impact of competition: business mail panel, 2008. 

 Jigsaw Research, Postcomm Customer Survey 2008, 2008, p56. 

 Mail Competition Forum, Complaint, 31 January 2008. 

 Richard Moriarty and Paul Smith, Barriers to Entry in Post and Regulatory 
Responses, Volume 48 of Topics in Regulatory Economics and Policy, 
2005. 

 Office of Fair Trading, Assessment of market power, 2004. 

 Office of Fair Trading, Completed acquisition by Dunfermline Press Limited of the 
Berkshire regional newspaper business from Trinity Mirror plc, February 2008. 

 Office of Fair Trading, Completed acquisition by Global Radio UK Limited of 
GCap Media plc, August 2008. 

 Oxera, Business customer interviews summary of qualitative findings, 12 September 
2008. 

 Postcomm, Access Review ð a consultation document, January 2008. 

 Postcomm, Business Customer Survey, 2008. 

 Postcomm, Competitive Market Review, 2008. 

 Postcomm, First submission by Postcomm, the industry regulator to the independent 
review of the UK postal service sector, 2008. 

 Postcomm, Mailsort Light: scope of investigation, 3 March 2008. 

 Postcomm, Mailsort Light: scope of investigation, 4 March 2009. 

 Postcomm, Postcommõs Strategy Review ð The Postal Market 2010 and Beyond, 
August 2007. 

 Postcomm, Review of competition in delivery in the postal sector, April 2008. 

 Postcomm, Second submission by, the industry regulator, to the independent review of 
the postal services sector, 2008. 

 Quadrangle, Adding value to business mail, 2007. 

 Rand Europe, Price Differential Model, Simulations of customer 
switching, 2009. 

 Royal Mail, Mailsort User Guide, Introduction, August 2006. 

 Royal Mail, Response to Condition 17 Requirement to Furnish Information on 
Mailsort Light and Mailsort 3, 9 April 2008. 
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 Royal Mail, Response to Condition 17 Requirement to Furnish Information on 
Mailsort Light: Market definition, 28 November 2008. 

 Royal Mail, Response to Condition 17 Requirement to Furnish Information on Term 
Contracts: Market definition, 28 November 2008. 

 Royal Mail, Response to Condition 17 Requirement to Furnish Information on the 
BPQ, Section 3.2.6, September 2008. 

 Royal Mail, Response to Condition 17 Requirement to Furnish Information on the 
BPQ, Section 3.2.7, September 2008. 

 Royal Mail, Response to Condition 17 Requirement to Furnish Information on the 
BPQ, Section 3.2.7d-e, November 2008. 

 Royal Mail, Response to Condition 17 Requirement to Furnish Information on the 
BPQ, 13 March 2009. 

 Royal Mail, Response to Condition 17 Requirement to Furnish Information on Term 
Contracts and Mailsort Light, 6 February 2009. 

 Royal Mail, Response to Frontier Economics questions regarding Term Contracts and 
Mailsort Light, 20 May 2008. 

 Royal Mail, Response to Phase One of the independent review of the UK Postal 
service sector ð Supporting Exhibits to Terms of Reference 1 & 2, 28 March 2008. 

 Royal Mail, Response to Postcommõs letter of 18 December 2007 òComplaint of 
Anti-Competitive Behaviour: Mailsort Lightó, 21 January 2008. 

 Royal Mail, Response to Postcommõs letter of 26 January 2008 òTerm Contractsó, 
March 2008. 

 Royal Mail, Royal Mailõs position on the Strategy Review ôEmerging Themesõ, 26 
November 2007. 

 Royal Mail, Transforming the Customer Offer, June 2005. 

 Royal Mail, Updating the Price Differential Model (PDM) with market research 
stated preference customer information, 16 January 2009. 

 Synovate -Carat Insight, Understanding the power of the Brand, 2007. 

 Target, Letter of Complaint, 7 December 2007. 
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