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Frontier Economics’ Report on “Market Share Analysis for Postcomm’s Final Price Control Proposals” – A Response by Royal Mail

1. Introduction

1.1 Frontier Economics (FE) has prepared volume projections for Postcomm which have been used by Postcomm in producing its Final Proposals for its price and service quality controls on Royal Mail
.  If accepted by Royal Mail the controls will come into effect from April 2006.  The projections are set out in a report by FE together with other information relevant to the projections.
  The report follows an earlier one by FE for Postcomm’s Initial Proposals in June 2005. 
  Royal Mail responded to FE’s June report in September 2005.

1.2 FE’s report for the Final Proposals covers a number of areas.  The principal ones are a recalibration of its model of competitive entry (Competitive Postal Market Model, CPMM) and an updating of input data for this model; various analyses of volumes; and reporting of the central case volume projection for the Final Proposals, including a comparison with projections submitted to Postcomm by Royal Mail.  The report also includes a number of annexes.

1.3 This response by Royal Mail to FE’s January 2006 report reviews two main areas.  First, it reviews the projections presented by FE in its report and compares them with those FE presented in its June 2005 report as well as those of Royal Mail; and secondly it comments on some of the other material contained in FE’s report.

2. A Comparison of Frontier Economics’ and Royal Mail’s Volume Projections for Royal Mail Price and Service Quality Review 

Entry 

2.1 FE has made very substantial changes to its projections for entry into the UK (addressed inland) mail market.  Table 1 summarises its projections for Postcomm’s Final Proposals, which were published in December 2005, together with those it produced for Postcomm’s Initial Proposals, which were published in June 2005.  In its updated projections, FE has  increased its projections for entry through downstream access (either by third party mail companies or through customer direct access) by a factor of between two and three compared with the projections it prepared for Postcomm’s Initial Proposals.  Conversely, in its December projection FE has reduced its projection for entry through bypass (that is, entrant E2E products using alternative delivery networks) to between a half and a third of the level it projected in June 2005.  In 2009/10, FE projects about 1bn items less of bypass in its December forecast than its projection in June (about 0.6bn items compared with 1.6bn items in its June projection) but about 3bn items more of access (about 4.5bn items of access compared with 1.4bn items in its projection in June). 
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2.2 FE’s new projections are more closely aligned to those produced by Royal Mail in January 2005 and in September 2005.  Elements of both of these overall sets of projections by Royal Mail have been used by Postcomm.  Royal Mail’s corresponding projections are summarised in table 2 and the changes between the two projections are much smaller than the changes made by FE between its June 2005 and September 2005 projections.  Bypass is a little lower and entry by access a little higher in Royal Mail’s September 2005 projection compared with its January 2005 projection.  This is mainly because of changes to the prices assumed in making these projections, including the effect of maintaining price differences between access and corresponding E2E products as first proposed by Postcomm in its Initial Proposals in June 2005.
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2.3 Although the profile of FE’s projection is much closer to that of Royal Mail than previously there are still some significant differences.  The main ones are that access volumes grow less rapidly over the first half of the price control period and that the development of entrant E2E products fails to accelerate before the end of the period.

2.4 One of the reasons for the differences between the Royal Mail and FE projections is that the FE projections assume a lower level of prices and the effect of this is illustrated by results from FE’s sensitivity analysis.
  As would be expected, FE’s projections contain prices which are closer to Postcomm’s Final Proposals for X over the period as a whole although not for P0 and the latter affects the profile of entry over time.  It also appears to be the case that FE assumes a slower pace of entry than Royal Mail.  Allowing for these factors, it appears that FE’s revised calibration of its CPMM now leads to projections of entry at an aggregate level for access and E2E products which are very similar to those produced by Royal Mail using its Entry Pricing Model (EPM).

Royal Mail Addressed Inland Volumes

2.5 For its Initial Proposals in June 2005, Postcomm adopted Royal Mail’s January 2005 projection for a measure of Royal Mail’s addressed inland volume as the base for use by FE in the CPMM.  This measure was a projection of Royal Mail addressed inland volumes prior to assessing the impact of competitive entry (or “pre-competitive entry”) 
.  For its Final Proposals, Postcomm adopted an updated version of the corresponding projection provided by Royal Mail in September 2005, this projection by Royal Mail having taken into account outturn data on traffic and explanatory variables in Royal Mail’s Inland Letter Traffic Model (ILTM) up to June 2005.  Royal Mail’s projection assumed price rises of RPI in all years plus additionally a P0 of 8% in 2006/07 so that in that year prices were assumed to rise by RPI+8%.

2.6 Mail volumes fell sharply below forecast through the summer and early autumn of 2005 and Royal Mail submitted an updated set of projections in November 2005 (taking account of outturn data up to September) with lower growth rates projected for 2005/06 and 2006/07 to reflect this development.  The projections incorporated price rises of RPI+1.6% with additionally a P0 of 8% in 2006/07.

2.7 FE explains Postcomm’s decision to use the September 2005 Royal Mail projection for 2005/06 and later years rather than that provided by Royal Mail in November in terms of outturns for the first half of 2005/06 and seasonality of mail in previous years.  In fact, with data now available for the first ten months of the 2005/06 (that is, up to January 2006) the prospective outturn for 2005/06 is much closer to the November forecast than that made in September, supporting Royal Mail’s decision to provide this projection to Postcomm.  However, the Final Proposals contain lower price increases than assumed in either of the submissions by Royal Mail in September and November.  Additionally, Royal Mail includes in its post-competitive entry projections the effect of lower prices due to entry leading to increased volumes through price elasticity effects. This effect is not incorporated in FE’s modelling.  These factors help to offset the impact of the lower base in 2005/06. 

Relationship of the FE and Royal Mail Projections to Postcomm’s Price Control Proposals

2.8 It should be stressed that neither Royal Mail’s nor FE’s projections reflect fully the impact of the price control measures proposed by Postcomm in its Final Proposals.  Comparisons Postcomm may choose to make in the future of volume outturns to any of these forecasts should take account of the fact that the assumptions on which the projections were made do not reflect fully the provisions of the price control.  Postcomm’s Final Proposals incorporate two baskets with different Xs; a P0 of 6.2%; and a disaggregated control but with access not contained in a basket and so without an allowed revenue and hence value of X.  Postcomm’s Final Decision document may change some of these elements further.  

2.9 By contrast, Royal Mail’s projections in September assumed a P0 of 8% in 2006/07 rather than 6.2%; a significant rebalancing of prices within a single basket rather than two baskets with different values of X; and prices iterated under the terms of an aggregated control including access rather than the process followed by Postcomm.  FE’s projection implicitly assumes RPI price rises for all services in all years.
  It therefore reflects neither the P0 in 2006/07 nor the difference in Xs for baskets A and B.  No evidence has been provided by Postcomm to Royal Mail that the price impacts on volumes  of the Final Proposals as published by Postcomm in December 2005, including a P0 of 6.2% and different Xs for different services, were modelled by FE
; nor therefore that the prices proposed by Postcomm are consistent with the volumes modelled by FE and hence Postcomm’s proposed revenue allowance under its price control.

2.10 This lack of full interaction between volume forecasts and price control proposals was highlighted in Royal Mail’s September 2005 response as a key weakness of Postcomm’s process for modelling its proposals.  It appears, at most, to have been resolved only partially. 

3. Royal Mail’s Comments on Other Aspects of Frontier Economics’ January 2006 Report

Update of CPMM

3.1 FE has made a number of changes to the calibration of the CPMM and to the input data to this model.  These changes have produced a set of projections which is much more closely aligned with those produced by the EPM.  In particular, and as reported in section 2 of this response, a combination of changes to the formulation of entrant prices and resetting of the values in the switching cost functions, amongst other changes identified by FE, has led to projections that have much higher levels of access and lower levels of bypass in the January 2006 projections compared with those published in June 2005.  By recalibrating its switching cost functions in the CPMM, FE has updated its access volume projection for 2005/06 from 305m items previously to 1,117m items which FE assessed was in line with the rapid acceleration of access through 2005.

3.2 The recalibration of its switching cost functions to accord with developments in the market emphasises the importance of the setting of parameter values in the CPMM to FE’s projections.  Results in the CPMM, and also in the EPM, are sensitive to parameterisation and this process of updating values as new information becomes available, either from detailed studies or from outturns in the market, is essential in both models.  Royal Mail’s discussion on these issues in its September response, therefore, largely stands as do its comments about the degree of support or otherwise for some key values in the CPMM. 

3.3 FE has undertaken a study on entrants’ costs jointly with PLCWW 
 which makes greater use of operational models than previously in that component of the CPMM.   The role of the entrant cost component of the CPMM is to help formulate entrant prices. The approach followed by FE has similarities with the development of entrant prices in Royal Mail’s EPM in that prices are based on estimates of costs by a number of dimensions including format, class and product. However, FE’s approach requires further assumptions about other parameters, particularly the market share entrants are expected to take which itself depends on the number of entrants and type of entry that emerges in the market. There is circularity in this approach because the prices entrants charge are themselves a key variable in determining the market shares that it has been assumed entrants will take in forming these prices. 

3.4 Although FE refers to this point it is much more complex than indicated by its discussion. The market share an entrant takes depends on the number and type of the other entrants in the market and their prices not just those of itself and Royal Mail. In fact, in calibrating its cost model for E2E products FE assumes that an entrant takes 10% market share but it provides no evidence to support this assumption in terms of the possible number and size distribution of entrants to the market. A different assumption on shares would lead to substantially different entrant costs, entrant prices and hence entry to the market overall. The approach followed by FE appears to be more relevant to a potential competitor considering and evaluating options for entry into the postal market rather than a model of competitive entry into the market as a whole
. 

3.5 With regard to the detail of the model described in the FE report on Entrant Costs, Royal Mail has the following observations. At para 3.1.2 there is an assumption that an entrant’s format mix will be the same as Royal Mail’s. If an entrant sets prices by format then this may not be so and, indeed, an entrant might set prices to influence the format mix. At para 3.2.1 there is an inference that a two delivery per week operation will provide a second class service. Second class is generally viewed as 95% delivery by J+3 but two deliveries per week will result in at least 33% of second class mail receiving J+4 service. This implies that there should be an adjustment to the quality parameter in the CPMM. A similar point applies to the daily delivery model which operates over just five days and might be viewed as inferior to Royal Mail’s First Class service which provides six days per week service. At para 3.2.1, there would be an expectation that the entrants’ cost base might be lower as service is provided only five days per week. Royal Mail notes with interest FE’s approach to calculating non-distortionary costs as described in para 5.1.3 and its relevance to Royal Mail’s assessment of methods of undertaking “class costing”. 

Volume Analysis

3.6 FE refers in several places to share of the “total letters market” although it makes clear that the definition is partial.  Royal Mail considers that the presentation of much of this material on “total letters market” and “market shares” has relatively little meaning including as it does in its base Royal Mail’s unaddressed Door-to-Door service volumes and also its international volumes.  The unaddressed market is a separate one from the addressed market; has always been open to full competition; is not price controlled; and Royal Mail is only one player in that market.  Many of these points apply also to the international mail market. It is much more relevant to focus on the extent of entry to the addressed inland market.  This market was opened fully to competition in January 2006 and nearly all of it is price controlled as well as representing, together with some public tariff international mail, the whole of the price controlled area.  Accordingly, Royal Mail’s comparison of FE and Royal Mail projections in section 2 focuses specifically on the extent of entry and on addressed inland mail. 

3.7 FE notes that its projection is for a “…somewhat larger level of entry in the UK than that observed in other liberalised postal markets” (p.28).  However, there are good reasons why both its projections and those of Royal Mail are above those in other liberalised markets.  The most significant of these quantitatively is the availability of downstream access services to third party operators and customer direct access at prices that are attractive to customers when compared with Royal Mail prices for its end-to-end services.  The countries cited by FE have no equivalent to downstream access as introduced in the UK so that the figures quoted are for entry through bypass only
.  The shares for E2E entry in some of the countries currently are above those projected by either FE or Royal Mail before the end of the proposed price control period.

3.8 FE’s report includes sensitivity analysis of its central case projections both with regard to volumes as well as cashflows.  This is an informative addition compared with its June 2005 report.  It is clear that, as in Royal Mail’s modelling, results from the FE and LECG models are sensitive to plausible, alternative sets of assumptions and that for a given X and P0, net cashflow can quickly change negatively if volumes, for whatever reason, underperform compared with the central projection.  These results clearly establish the case for Postcomm’s introduction of a volume risk mechanism in its Final Proposals.

FE’s Response to Royal Mail’s Comments on FE’s June 2005 Report

3.9 Much of FE’s response to Royal Mail’s comments on FE’s June 2005 report focuses on the CPMM.  FE has set out more fully its treatment of geographical dimension in its model.  The issue remains of how much these features of its model matter in terms of modelled effects and differences in the extent of entry by geography.  

3.10 Royal Mail asked the economics consultancy OXERA to undertake an independent review of this aspect of the CPMM.  The report is attached at Annex A6 of this response.  OXERA concludes that for the calibration of the CPMM described in FE’s June 2005 report, differences in entrant costs by zone were significantly less than in the EPM and, further,  because of aggregation and consequent averaging of prices, the extent of differences in entry by zone were much less than in the EPM.  As discussed above, FE has recalibrated its model with revised entrant costs. This has resulted in the revised version of the CPMM reflecting a greater differentiation of costs across zones, which is closer to the urban/rural distinction considered by the EPM. 

3.11 With regard to FE’s other comments on its CPMM, Professors Cremer and De Donder have commented briefly on FE’s points at Annex A4.
  On parameterisation, FE has provided no new information in response to Royal Mail’s response in September and Royal Mail’s points still stand.  With regard to Royal Mail’s point relating to lack of scenario analysis in FE’s June 2005 report,  Royal Mail welcomes its inclusion in FE’s December report.  The purpose of scenario analysis is to allow risks to be assessed and managed appropriately not to end up with “tougher” or “softer” Xs.

3.12 On the ILTM, Professor Florens, also, has commented briefly at Annex A4 on FE’s January 2006 report. FE and Royal Mail stand by the positions they set out in their June and September reports. There is nothing in FE’s comments which takes this area forward.  Royal Mail will continue to use its econometric model of inland letter traffic, updated regularly to take account of the most recent historical information, and “….weight econometric predictions by other sources of information….” to quote and follow Professor Florens’ conclusion.  
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� Royal Mail Price and Service Quality Review: Final Proposals for Consultation.  Postcomm. December 2005.


� Market Share Analysis for Postcomm’s Final Price Control Proposals.  A Report prepared for Postcomm.  Frontier Economics.  January 2006.


� Volume Modelling for the Price Control.  A Report by Frontier Economics for Postcomm. Frontier Economics.  June 2005.


� Response to Postcomm’s Initial Proposals for the 2006 Price and Service Quality Review.  Royal Mail.  September 2005.  “Annex 18: Frontier Economics’ Report on “Volume Modelling for the Price Control” – A Response by Royal Mail”.


� Table 12, Frontier Economics, January 2006.


� Postcomm and FE have used the “total letters market” as a shorthand for this base and refer to “total market growth” and “market share” analysis.  However, as the FE report explains Postcomm’s use of the term “total letters market” refers to Royal Mail’s addressed inland mail, bypass modelled in the EPM or CPMM, RM international mail and RM unaddressed mail.  The definition does not include the large amount of unaddressed mail delivered by other operators or some specialist inland services such as document exchanges provided by other operators.  It is Royal Mail addressed inland mail which is the appropriate base for modelling competitive entry.


� In the CPMM, both Royal Mail and entrant prices are assumed to be constant in all years from 2004/05 to 2009/10 at the route level which can be interpreted in nominal terms as all prices rising by RPI in all years.


� As noted above, FE undertook a sensitivity test on volumes of an alternative set of Royal Mail prices but the average increase of these prices does not appear to have been 6.2% nor does the exercise appear to have changed prices differentially across products as implied by the structure of Postcomm’s proposed control.


� Entrant costs.  A Report by Frontier Economics and PLCWW for Postcomm.  Frontier Economics and PLCWW.  November 2005.


� A more direct approach is to make use of operational modelling to inform differences in costs by dimension and align this with information on prices that entrants have started to offer in the market. This is the approach used in the EPM.


� A limited exception to this is Germany where the formal position allows some access but the conditions for this are under legal dispute.


� Professors Helmuth Cremer, Philippe De Donder and Jean-Pierre Florens provided expert opinion on the methodological and theoretical issues arising from FE’s June 2005 Report as set out in Royal Mail’s Response to Postcomm’s Initial Proposals for the 2006 Price and Service Quality Review.  Annex 19.
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