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Glossary

ACCC

Australian Competition and Consumer Commission

Australia Post

Australian Postal Corporation

APCA

Australian Postal Corporation Act 1989

Capital costs

The sum of a return on capital consuexte with the risks
faced by the business plus the depreciation ofdggelatory
capital base

CPI

Consumer Price Index

MAR

Maximum allowable revenue—the amount of reveaue
regulated firm should receive that recovers altefht costs
plus a reasonable return on its capital

Operating costs

Non-capital costs

PTRM

Post tax revenue model—this is the form effihancial
model used by the ACCC to model the cash flows of a
regulated firm

Required revenue

Maximum allowable revenue (see MA&ve)

Return of capital

Depreciation

Return on capital

The amount of revenue that aestor would require as
compensation for the opportunity cost of fundirsgaapital
base, calculated by multiplying the WACC by the réemted
regulatory capital base

ABC Activity-based costing

SBD Separate bundle delivery

VOP Value Optimisation Program

CCA Competition and Consumer Act 2010

WACC Weighted average cost of capital, which isrgmsonable rate

of return allowed, given the relative level of ris&sociated
with the capital base, averaged across debt antydgading




Executive summary

ACCC'’s preliminary view

The Australian Competition and Consumer Commissi@neliminary view is tmot
object to Australia Post’s revised proposal to incredsages for PreSort letter
services, as well as Clean Mail letters and thaiahiee for its Reply Paid Malil
service.

Under Part VIIA of theCompetition and Consumer Act 2000CA), Australian Postal
Corporation (Australia Post) is required to notifig Australian Competition and
Consumer Commission (ACCC) of proposed increasebdoges for letter services
that are exclusively reserved to it by its statytmonopoly (‘reserved services’). The
ACCC must then assess the proposed increases eide géhether to object or not
object to the proposed charges.

On 25 January 2011, Australia Post provided the 8@@th a draft price notification
proposing an increase in charges for bulk mail. pileposal entailed an average
increase of 6.6 per cent for Regular PreSort keteand 3.0 per cent for Off Peak
PreSort. Price increases for Clean Mail and theianiee for Reply Paid are also
proposed.

Subsequently, on 16 May, Australia Post provideelv&ésed proposal which reduced
the size of the proposed price increases for ce@éi Peak services, so that the
average price increase for Off Peak would be orilyp2r cent.

The draft price notification (and the revised dgfte notification) does not include
any increases to the 60 cent basic postage rate.

This paper represents the ACCC's preliminary viewAaistralia Post’s proposal. The
ACCC will make a final decision after Australia Pesbmits a price notification
(locality notice) to the ACCC.

The ACCC expects to release its final decisionuimeJ2011 and is now seeking
submissions in response to its preliminary viewbr8igsions should be provided to the
ACCC no later than close of business 14 June 2011.

The ACCC will accept submissions by email or bytp8sibmissions should be
addressed to:

Mr Anthony Wing

General Manager—Transport and General Prices Qersi
Australian Competition and Consumer Commission
GPO Box 520

MELBOURNE VIC 3001

By email: postalservices@accc.gov.au



Australia Post’s proposed price restructure is pote ntially efficiency-
enhancing

A key objective of Australia Post’s proposal isstacourage the use of the Off Peak
PreSort letter service by:

= re-positioning Off Peak as a more attractive option

® increasing the price difference between Off Peakthr Regular PreSort letter
service.

Australia Post proposes changes to its Off PeaRdttdetter services to make these
services more attractive to its bulk mail custom8esvices provided to users of Off
Peak products will be improved from the currentwal window of four business days
to a delivery window of two business days. Thesanges increase the certainty of Off
Peak services.

In the short-term, Australia Post expects to readisme cost savings for interstate
transport as a result of migration from Regula®fbPeak. In the longer term,
customer migration to Off Peak services potentigilies rise to greater network
flexibility.

There is uncertainty surrounding the level of migrathat would occur. Australia Post
faces significant information problems in predigteny future cost-saving
opportunities that may arise from migration to ®fak services—especially given the
level of doubt surrounding future mail volumes. Bugsions from interested parties
suggest migration will not occur to the extent Aala Post expects.

However, the ACCC considers the objective of Adstriaost’s proposal is a step in the
right direction to reduce costs. Migration from Rkeg to Off Peak will potentially give
rise to cost-saving opportunities to Australia Rosl, therefore, may be efficiency-
enhancing.

In response to the ACCC'’s concerns about the eggdetel of migration to Off Peak,
Australia Post reduced the size of the proposeaxk pnicrease in the original draft price
notification for Off Peak Barcoded Direct Tray m#cby over 50 per cent. The revised
draft price notification, with its larger gap be®veRegular and Off Peak, should
increase any efficiency gains by increasing thatined attractiveness of Off Peak.

Nevertheless, Australia Post’s proposal resuleniverage increase to domestic
reserved letter prices. In order to properly ast#essiraft price notification, the ACCC
has undertaken an assessment of Australia Pogialbeosts, revenues, and levels of
cost-recovery. Additionally, if the gap between$uwe and Ordinary prices narrows,
any concerns about adverse effects on competiged to be examined. Finally,
Australia Post’s pricing proposal raises questansut the approach to determining the
appropriate contribution towards shared costs bgried services.

Australia Post is under-recovering on costs for res erved services

Australia Post submits that it is continuing to mébsses on reserved services and,
therefore, it requires price increases to recowstsc Similar to recent price
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notifications, information provided to the ACCC Bystralia Post indicates there is
significant pressure on Australia Post’s resenagilise revenue streams, resulting in a
substantial forecast under-recovery for reserved@s—based on current cost
allocations.

Financial information submitted by Australia Pdsittincludes additional revenue
from the proposed price increases indicates AuatRast would under-recover across
reserved services as a whole by $195 million in1202 and by & million in

2012-13. On the PreSort letter services alone,rAlistPost submits that it would be
making an operating loss of $33 million in 2011€l2n after the proposed price
increases are implemented.

Although the ACCC accepts Australia Post’s claiet fhis under-recovering using
current cost allocations, Australia Post’s estimab@y overstate the under-recovery of
efficient costs. The ACCC'’s sensitivity analysi®gis that Australia Post’s under-
recovery for reserved services could be closelforfiillion in 2011-12 and

$0 million in 2012-13 under alternative assumptioagarding the WACC, efficient
costs, volume mix between Regular and Off Peak paice elasticity of demand.

Australia Post’s current proposal appears to beusstanding element of the 2010
price notification, which sought price increasesh® basic postage rate and bulk mail.
The ACCC'’s 2010 decision was to not object on th&idthat Australia Post is forecast
to incur substantial losses for reserved servigastralia Post’s current proposal for
bulk mail only removes some of the losses.

Further, Australia Post submits that the key pficeAustralia Post’s PreSort letter
service has only increased by 1.5 per cent (0.&rsmce 1992 (excluding the impact
of the GST). Over the same period, the ConsumeePndex increased by over

60 per cent. Australia Post’s revised proposal wautrease prices for PreSort letters
(including Acquisition Mail and Charity Mail) by 8 per cent—that is, an average of
1.4 cents (GST exclusive). Indeed, the Major Maekt$ of Australia, whose customers
account for roughly 86 per cent of bulk mail volisndoes not object to Australia
Post’s proposal.

Is Australia Post’s proposed structure of prices li kely to result in adverse
effects on competition?

Bulk mail service users can be thought of as wlabéesustomers, who may in some
sense compete with Australia Post in elementseofithil collection and processing
functions—such as sorting and barcoding—requirdtiénbroader postal market.

An increase in the prices of PreSort letters witteooorresponding increase in the
retail price of Ordinary letters reduces the maggimailable to bulk mailing
competitors to Australia Post. If the resulting gians less than the difference in
efficient costs between the two services, this tmayegarded as a price squeeze with
anti-competitive effects.

Australia Post provided confidential evidence imaiieg that the average price
differences between Ordinary and PreSort are grdaa the savings in processing
costs.



Based on the limited information available, the AC&ccepts that the proposed price
restructure is not likely to result in a price sepe. Significantly, submissions received
by the ACCC did not raise this issue as a concern.

ACCC'’s preliminary view

The ACCC'’s preliminary view is toot object to Australia Post’s revised proposal to
increase charges for PreSort letter services, Haw€lean Mail letters and the annual
fee for its Reply Paid Mail service.

The ACCC and Australia Post have agreed there needs  to be a review of
pricing principles prior to the next price notifica tion

There are significant questions about the appréaelssessing Australia Post’s future
pricing proposals, especially given the environnwdrdeclining demand for traditional
letter services.

The ACCC and Australia Post agree that the cuapptoach to assessing prices,
including the allocation of costs, needs to bexar@ned—consistent with statements
made by the ACCC in its 2010 decision. For exangleh a review would include
consideration of whether or not it is appropriatenove away from a dual-till approach
to promote economically efficient prices and praisof services.

The ACCC and Australia Post have agreed that #eslsito occur before another
major price notification.



1 Introduction

On 25 January 2011, Australian Postal Corporatfars{ralia Post) provided the
Australian Competition and Consumer Commission (83 @ith a draft price
notification proposing to increase the prices atianber of the letter services that are
exclusively reserved to it by its statutory mongp@leserved services’).

Australia Post's proposal outlines increases inpttees of a number of its reserved
services—including its wholesale PreSort lettevises, as well as Clean Mail letters
and the annual fee for its Reply Paid Mail serviseastralia Post also proposes product
design improvements for its Off Peak PreSort letggvices.

The ACCC takes a consultative approach to its ass&st of price notifications, and
on 25 February 2011 released an issues paper gdabkiwviews of industry and
consumer stakeholders on Australia Post’s 2011 drafe notification proposal.

The ACCC received seven submissions from userbifimg Major Mail Users of
Australia, Australian Direct Marketing Associatiand Printing Industries Association
of Australia), industry associations, and othertesses. The submissions are available
on the ACCC website. The ACCC has considered thaismissions in its assessment

of Australia Post’s 2011 draft price notification.

On 16 May 2011, Australia Post provided a revisegbpsal under which the price
increases for Off Peak Barcoded Direct Tray sessigeuld be lower than previously
submitted. Price increases for Regular and other Off Peak®teservices would

remain as in the original draft price notificatidrne effects on average letter prices are
noted in section 1.1 below.

1.1  Australia Post’s draft price notification

The particular reserved services affected by AliatRost’s proposal are PreSort
letters, Clean Mail and Reply Paid. The draft priogification also details Australia
Post’s proposed product design changes for it$@ék PreSort letter services.

The wholesale PreSort letter service, which accotartover half of the domestic
reserved letter volumes, provides discounted pfimeBusiness customers that barcode
and sort their letters prior to lodgement. The weroffers reduced prices to those
customers that sort letters into a particular grdierce them into appropriately labelled
trays, complete documentation prior to posting @éesignated postal outlet, and
comply with relevant mailing conditions such asdoaling.

Clean Mail is an ‘end-to-end’ product offered bystalia Post for companies sending
more than 300 machine-addressed letters that aggeprocessed. Hence, it is
essentially the same as unbarcoded residue |éttessrted) within a larger delivery
for PreSort.

! Letter from Mr Ahmed Fahour, Managing Directodabhief Executive Officer of Australia Post, to

Commissioner Dimasi, ACCC, 16 May 2011.
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The key price changes of Australia Post’s propasal

® an average increase of 2.8 cents (GST Exclusivey.Goper cent) for Regular
PreSort

= an average increase of 0.9 cents (GST Exclusived.loper cent) for Off Peak
PreSort, as submitted in the revised proposal df1ag

= compared with an average increase of 1.3 cents @&&Illsive) or 3.0 per cent
in the original draft notification of 25 January

® as part of the increase to PreSort mail pricestralia Post is also proposing to
increase the prices of Acquisition Mail and Chakitsil

®  an increase to Other letter services:

» an average increase of 2.3 cents (or 4.9 per (B8&] exclusive) for Clean
Mail prices

* anincrease to the Reply Paid annual fee from 8G&B0.
A detailed table of Australia Post’s proposed wican be found at Appendix A.

For example, Australia Post is proposing the follmyoverall basic letter prices:
=  Ordinary letter prices are unchanged at 60 cents
= small Clean Mail letter prices increase from 51tsea 53.5 cents (4.9 per cent)

= small (PreSort) Regular barcoded direct tray (B@EJivered in the state of
lodgement) letter prices increase from 42.7 cem#bt7 cents (7.0 per cent)

= small (PreSort) Off Peak BDT letter (deliveredhie state of lodgement) prices
increase from 41.6 cents to 41.9 cents (0.7 pdj cen

= compared with the original proposal for an incret@sé2.4 cents (1.9 per cent).

The key difference between the above four prodisdtse level of costs saved by the
customer for Australia Post. The PreSort (Off Paxatk Regular) products are bulk
interconnection services, and thus the differerete/éen these prices and the prices of
Ordinary letters (e.g. Ordinary, Clean letters)udtdionclude avoided transport and
processing costs.

Australia Post, to encourage more efficient anxilfle use of its postal network, also
proposes an improvement in the delivery standand®©ff Peak: Australia Post submits
that it will now provide a delivery window of twaagls, compared to the current
arrangements of delivery occurring over a posdile day window (Regular PreSort
plus three days). Australia Post's proposed OfkRidivery timeframe is based on a
6pm lodgement and utilises surface/road transport.



The proposed changes in Australia Post’s pricingcire, whereby the prices of both
Regular and Off Peak services are increasing,resililt in additional revenue for
Australia Post. Australia Post is expecting to gateean additional $29.2 million in
PreSort reserved services revenue under its repisgubsal. This represents a
reduction of an estimated $4.0 million from itsgimal proposal. The changes to its
other letter services (i.e. those not relatingre3ert) are estimated to generate an
additional $3.3 million in 2011-12, which would tdisin a total increase in revenue of
$32.5 from the revised proposal in 2011-12.

1.2 ACCC's approach to assessing Australia Post's d  raft price
notification

The ACCC's role in the prices oversight of Austdfost’s reserved letter services
falls within the scope of Part VIIA of theompetition and Consumer Act 20(MCA).

Australia Post’s reserved letter services have beetared by the Minister (Treasurer)
to be notified services and Australia Post to lde@ared person in relation to those
notified services pursuant to section 95X of theAC&s a result of this declaration, to
increase the prices of its reserved services,dordance with section 95Z of the CCA,
Australia Post must provide the ACCC with a logafibtice. The ACCC will then
assess the proposed increases and decide whetitgetb or not object to the
proposed charges.

The operation of the legislative framework and A@CC’s approach to the assessing
draft price notifications are outlined in sectioar®d at Appendix B. A more detailed
outline is contained in the ACCC&tatement of Regulatory Approach to Assessing
Price Notifications, June 200%hich is available on the ACCC'’s website.

The ACCC customarily adopts a cost-based appraaabdessing prices notifications
under Part VIIA of the CCA. The appropriatenespraiposed prices is considered by
assessing the extent to which they are forecastctwver the efficient costs of
providing reserved letter services.

In reaching its preliminary view on the draft pricetification from Australia Post, the
ACCC has carried out a public consultation proc&ss25 January 2011, the ACCC
released an issues paper seeking submissionstiterested parties on the proposed
price increases by Australia Post. The ACCC reckavéotal of seven submissions
from mail users, businesses and members of thécpiible ACCC has taken all
submissions provided by interested parties int@aectin its assessment of Australia
Post’s draft price notification.

1.3  Next steps
The ACCC aims to release its final decision in J20&1 and is now seeking
submissions in response to its preliminary view.

Submissions should be provided to the ACCC no thim close of business 14 June
2011.

To facilitate an informed, transparent and robwosistiltation process, the ACCC
prefers that all submissions are publicly availaBlecordingly, submissions will be
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treated as public documents and posted on the AE@€Ebsite, unless prior
arrangements are made with the ACCC to treat thenssion, or portions of it, as
confidential.

The ACCC will accept submissions by email or bytpb®wever, it is preferred that
submissions be made by email. If submissions arei¢ed in PDF format, parties are
asked, for accessibility reasons, to also providey in Microsoft Word format.

Submissions should be addressed to:

Mr Anthony Wing

General Manager—Transport and General Prices Q@grsi
Australian Competition and Consumer Commission
GPO Box 520

MELBOURNE VIC 3001

By email: postalservices@accc.gov.au

If you have any further questions about the prgomsabout making a submission to
the ACCC, please contact the ACCC'’s Infocentre 8001302 502, or send an email to
postalservices@accc.gov.au.

1.4  Confidentiality

During the course of the ACCC’s assessment of AliatPost’s draft price
notification, Australia Post has provided the AC®I(th supporting information that it
considers to be commercial-in-confidence. The AG@€ had regard to this
information in conducting its assessment and thezeaspects of the ACCC'’s decision
which refer to this information to support its viewegarding elements of Australia
Post's proposal.

Information considered to be commercial-in-confickers denoted byl ” or
[information removed] in this document.

Australia Post retains the discretion to releafaination that it considers to be
commercial-in-confidence. Interested parties shapjokroach Australia Post to seek
access to this information.

1.5  Structure of the ACCC'’s preliminary view

The legislative framework and the approach undertdly the ACCC in applying the
legislative criteria are outlined in section 2—Lsgtive Framework and Regulatory
Approach and in more detail at Appendix B.

The reasons for the ACCC'’s decision are outlineskictions 3—7 and include:

® section 3 — Australia Post’s declining letter voluras assessment of the impact
of the pricing proposal on PreSort mail volumes timedoverall volume forecasts
for domestic reserved letter services submittedistralia Post



= section 4 — Is Australia Post's cost base efficiehtassessment of the impact of
the pricing proposal on PreSort mail costs andyaisabf Australia Post’s claim
that its proposed costs are efficient

= section 5 — Is Australia Post under-recovering?assessment of the extent to
which Australia Post’s proposed price increasesapected to recover efficient
costs using the ACCC'’s Post Tax Revenue Model fraonie

= section 6 — Would the price structure have anti-competitive effects?
assessment of Australia Post’s proposed pricetateiand its impact on
competition

=  section 7 — ACCC'’s preliminary view

2 Legislative framework and Regulatory Approach

This section outlines the legislative frameworlevent to the ACCC’s assessment of
Australia Post’s price notifications.

More detail and relevant legislative instruments @tached at Appendix B.

2.1 The ACCC's role in the regulation of postal ser  vices

The ACCC has three specific responsibilities inrdgulation of postal services. These
are:

= monitoring for the presence of cross subsidies éetwAustralia Post's reserved
and non-reserved services

® assessing proposed price increases for AustraiisHeserved services (assessing
price notifications)

® inquiring into certain disputes regarding the teand conditions under which
Australia Post supplies bulk mail services.

2.1.1 The ACCC is responsible for assessing Austral  ia Post’s price
notifications

Australia Post’s reserved letter services have beetared by the Minister (Treasurer)
to be notified services and Australia Post to lde@ared person in relation to those
notified services pursuant to section 95X of theAC&s a result of this declaration, to
increase the prices of its reserved services,dordance with section 95Z of the CCA,
Australia Post must provide the ACCC with a logafibtice. The ACCC will then
assess the proposed increases and decide whetitgetb or not object to the
proposed charges.

As set out in section 95ZB of the CCA, there isapplicable period’ of initially 21
days within which the ACCC is to make its assessrsgmting on the day on which the
notification was lodged. However, in order to eraible ACCC to form an informed
view on price notifications taking account of thews of industry stakeholders and
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interested parties, the ACCC usually conducts tornmal assessment of a draft price
notification proposal lodged by a declared firmoptio the lodgement of a locality
notice.

A detailed outline of the operation of the legislatframework is contained in the
ACCC'’s Statement of Regulatory Approach to Assg$ilce NotificationsJune
2009, which is available on the ACCC’s website.

Appendix B of this preliminary view provides greatketail on the relevant legislative
criteria and Ministerial Directions that the ACCQish consider in assessing Australia
Post’s price notifications.

2.2  Regulatory approach

The ACCC considers that the relevant legislativi2iga contained in subsection
95G(7) of the CCA, and Direction 11, steer the ACG®ards an assessment of the
efficiency of Australia Post’s cost base, and ef thte of return it is seeking. Prices are
then assessed on their ability to achieve totamae sufficient to recover the total cost
of providing an efficient service, including a ratereturn commensurate with the risks
faced by Australia Post, without achieving excessiv monopoly profits.

The cost-based approach typically used by the A@OGform its price assessments is
the building block model, under which the totaluggd revenue for the efficient
service is based on the following formula:

required revenue = operating costs + capital costtax
where:

capital costs = a return on capital + depreciati of the
regulatory capital base

and:

return on capital = rate of return on capital comensurate with the
risks faced by the business * regulatory capitadda

The ACCC generally applies a building block modethe post tax revenue form
(PTRM) to inform its view on whether or not the posed price increases are expected
to recover the efficient costs of providing theldeed services.

The PTRM is applied in the context of Part VIIAtbe CCA. Given the PTRM'’s
specificity, it is not identical to that appliedather industries. In particular, while the
formulation of the model is similar, the lack ofixeed regulatory period under Part
VIIA of the CCA means that efficiency benefit simgyischemes are difficult to
implement. The difficulty of implementation may iag on the incentives for cost
efficiency for both the period of analysis and tioee duration of the proposed price
increases.
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2.2.1 Non-reserved services

For a firm that provides non-reserved serviceduliteon to its reserved services, the
efficient cost base for providing the reserved mewmay be influenced by the
concurrent provision of non-reserved services. Siteing of some costs jointly
incurred in the provision of both reserved and neserved services introduces
considerations about the application of the bugdifock model and how these costs
should be recovered through prices under a costebasproach.

More detail on the appropriate method of allocathugtralia Post’s costs is included in
section 4.1.

2.3 Pricing structure

The building block model may be applied to the rese services in aggregate, to
partially disaggregated service groups or to irdiial services. Greater degrees of
disaggregation within the building block model reguhigher levels of detail on the
allocation of costs to the relevant services/sergioups. Where a significant amount
of the costs of providing the reserved servicexaremon to multiple services, the
allocation of costs among the services becomessteaight-forward. As a result,
greater degrees of disaggregation within the bugjdilock model may provide little
additional information on the efficiency of propdserices, but rather reflect more on
the chosen cost allocation approach.

Consequently, the ACCC does not look to prescobdine a level of detail when
applying the building block model. In this caseg thuilding block model informs the
ACCC on the recovery of efficient costs by sengceups — further discrete analysis
on the appropriateness of the proposed priceeanttividual service level is hence
required.

In assessing the structure of prices in a pricioggsal, the ACCC will, where
relevant, consider the extent to which the firnrggmsed pricing structure promotes
the objectives of economic efficiency (outlined a®pwhich are consistent with
meeting the matters set out in Direction 11 andgsation 95G(7) of the CCA. The
ACCC will also consider the impact of a changericipg structure on competition.
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3

Australia Post’s declining letter volumes

Key Points

Australia Post has forecast an average annual \etleuline of 3.4 per cent
for its reserved services over the period 20099120t11-12.

For the purposes of this draft price notificatibte ACCC accepts the volumg
forecasts supplied by Australia Post as they appeae broadly consistent
with recent trends than the econometric baselirechsts.

= The ACCC is patrticularly concerned that the ecortom#orecasts are
likely to overstate demand as the econometric nsodieinot include
downside volume drivers to reflect recent trendgatmls consolidation,
rationalisation and bill presentment substitution.

Australia Post’'s assumption that the pricing prepesll lead to a significant
migration from Regular to Off Peak PreSort letinveces has been
questioned. Some major customers of Australia @@siot consider that the
product design changes to Off Peak and the priceige sufficient incentive
to migrate from Regular to Off Peak services.

= To encourage more businesses to migrate from Regulaff Peak,
Australia Post reduced the size of the proposexst pnicrease in the
original draft price notification for some Off Pepkces by 50 per cent.

The ACCC considers there is some risk that theesb©Off Peak in the
PreSort mix may increase at a more modest rateftinacast by Australia
Post. Therefore, the ACCC has undertaken sometstigsanalysis based on
this assumption, which suggests Australia Post vgaherate around

$16 million in additional revenue in 2011-12.

On the other hand, Australia Post assumes thptafsosed price increases
will not lead to a reduction in aggregate lettelunees. The ACCC, however,
considers that letter volumes may be responsipeite changes and has
undertaken some sensitivity testing that suggéstsAustralia Post’s profit
could be around $8 million per annum lower as altes elasticity effects on
volumes and costs.

Forecasts of demand for Australia Post’s servicesexjuired under a cost-based
pricing methodology as they are relevant to the 8&Gssessment of the efficiency of
Australia Post’s costs related to its reservedisesv Forecasts of demand are also used
to assess whether the proposed prices are exgecetieve revenue sufficient to
recover these costs, without providing excessiuams.

In support of its draft price notification, Austi@Post has provided forecasts of

volumes for reserved letter services for the pegoti0-11 to 2011-12. The ACCC has
also been provided, on a confidential basis, withume estimates for 2012-13.
Additionally, Australia Post submitted a consultaneport prepared by Diversified
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Specifics titled Econometric Validations and Augmentatiganuary 2011’ in support
of its proposal. This report is available on the@Cs website.

This section considers the impact of the pricingposal on PreSort mail volumes
(section 3.1) and the overall volume forecastsifamestic reserved letter services
submitted by Australia Post (section 3.2).

3.1  Expected volume impact of PreSort proposal

Australia Post submits that a key objective opitsposal is to encourage the use of the
Off Peak PreSort letter service by providing a malwery timeframe for Off Peak and
increasing the price difference between the OfkRewal the Regular PreSort letter
services.

In its revised proposal, Australia Post has redubedsize of its proposed price
increase for some Off Peak prices by 50 per ceahtmurage more businesses to
migrate from Regular to Off Peak. As an example,differential between the prices
for Regular and Off Peak small Same State Barc@iextt Tray letters is currently
1.1 cents (42.7 minus 41.6). Under Australia Pagtginal notification, this
differential would increase to 3.3 cents, while teeised proposal would further
increase the price differential to 3.8 cents.

Australia Post submits that the current Off Pedk/eey window is often viewed as an
inhibitor to the use of Off Peak as it is difficédr customers to plan and co-ordinate
other supporting or complimentary activities (&gl centre resourcing, alignment
with other media channels, etc.).

Australia Post contends that, while the price cleangill reduce the effective discount
provided to users of the PreSort service relatv®itdinary letters, it is not expected to
reduce the incentive for customers to access t8d?t letter service. Australia Post
forecast no change to overall (i.e. aggregate) d&taefail volumes as a result of the
proposed prices and product design changes.

The current mix of Regular and Off Peak PreSort m&3 per cent Regular and

17 per cent Off Peak, but Australia Post is foreogshe new delivery timeframe for
Off Peak and the increased price differential vaBult in a new mix of 51 per cent
Regular and 49 per cent Off Peak.

3.1.1 Australia Post’s view

Australia Post in its response to the ACCC IssugsePnoted that it has consulted with
a broad selection of customers on the proposed phanges and improvements to
product design prior to finalising the proposedraes in the draft price notification.
Australia Post argues that its proposed chang@éftBeak PreSort incorporate
comments that it had received from customers aop@s consultation process.
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Australia Post states that it was aware that:

... the uncertainty that the current Off Peak delrv@mdow provides (i.e. delivery over a four
day window) is one of the main inhibitors to cusaymusing Off Peak. As such, Australia
Post’s proposal included a two day delivery window.

Australia Post also submits that following consiigta with its customers it changed its
lodgement time from 12 noon to 6pm.

The majority of customers consulted provided feedltamnd while there were three main areas
of concern, the 12 noon lodgement time was the n@je. In particular for mail houses, where
production is generally geared to a 6pm lodgeniard ind changes to business processes and
systemsf(e.g. separate files, impact on produstitbedule and service level agreements) would
be costly:

Australia Post also identified the process it hadegthrough to estimate migration
from Regular to Off Peak. To estimate the levengjration, Australia Post indicated
that it:

= undertook analysis at the customer/industry segmegget to understand current
behaviour and predict future behaviour

=  made assumptions around the likelihood of whettliéP@ak would be suitable for
a particular letter type.

Australia Post also supplied the ACCC on a confidébasis with additional internal
working documents outlining how it had estimateel thigration to Off Peak.

3.1.2 Views of interested parties
The ACCC received seven submissions on Austral&'$draft price notification from
major mail users, industry associations, and diismesses.

MMUA Submission

The Major Mail Users of Australia (MMUA), whose ¢amers account for roughly 86
per cent of bulk mail volumes, does not object tst#alia Post’s proposal and has also
noted that Australia Post is seeking to improveQiffePeak servicé.

MMUA submits that Australia Post undertook sigrafi¢ consultation with MMUA. In
particular, technical matters have been discusstgiden MMUA members and
Australia Post, and concerns were addressed oaierpl to members’ satisfaction.

2 Australia PostAustralia Post Response to ACCC Issues Pap@March 2011, p. 6.
3 Australia PostAustralia Post Response to ACCC Issues Pap@March 2011, p. 6.

*  MMUA, Submission to the ACCC Australia Post's 2011 Dipaite Notification Issues Papget6
March 2011, p. 2.
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MMUA notes that its members report that while pig@n important factor in terms of
users migrating from Regular to Off Peak mail, gisensitive mail is destined for
Regular Mail as the over-riding deciding factor’.

According to MMUA, increases in postage prices widlirk to further drive Australia
Post’s high-volume mail customers across to therersunications now available.
MMUA also claims paper-mail volumes are being iasiagly affected by adaptation
of the e-alternatives on offer.

ADMA Submission

Australian Direct Marketing Association (ADMA) sulisithat continued price
increases will result in moves away from the Preéfarducts as many businesses will
move to non-mail channels. ADMA states that:

... there is a structural adjustment occurring ingbenomy away from mail towards other,
mainly digital, channels ... continued price increagdl result in less volumes and
significantly greater substitution of alternate k&ing channels such as online advertising,
email, telephone and social media.

ADMA also suggests that the forecast of a slighgnowement in volume forecasts if a
price increase proceeds is optimistic. ADMA'’s visnthat:

... a smaller price increase than may be needeckitotiy term is a better alternative to perhaps
lowering the volume forecast and putting priceshah and unnecessarily driving further
volume decreasés.

According to ADMA, the changes to the design of @féPeak service are not
sufficient to prompt organisations to migrate fr®agular to Off Peak PreSort
servicesADMA submits the main reason for Off Peak PreServiges not suiting
business is that:

= a greater change to Off Peak prices would nee@ implemented to cover the
costs incurred by organisations if they migrateheonew Off Peak service

= the lack of certainty in delivery times is a sigraint issue, particularly for direct
marketers where timing is crucial to the successaaipaigns (especially in rural
and regional Australia)

= delays in incoming revenue generated by mail piacesot offset by the decrease
in mail price.

According to ADMA, unless these issues can be vesblith the Off Peak PreSort
service ‘it will not meet businesses’ needs andl mat be used because the price
incentive is too smalf.

®>  ADMA, Submission to the ACCC Australia Post’s 2011 Diaite Notification Issues Papes
April 2011, p. 4.

¢ ADMA submission, 6 April 2011, p. 5.
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ADMA argues that this means business will contituase Regular mail services and
‘volume increases will not transfer to Off Pealkhetthey will transfer to other non-
mail channels®.

According to ADMA, if Australia Post wants to makdf Peak more attractive then
further amendments will be required to the desigihe service. These would include:

= Australia Post providing greater certainty thatlmall be delivered on a specific
day

= introducing reporting on delivery times for eacht8tand providing this to
customers.

ADMA also submits that Australia Post should depedopricing structure that
provides discounts to high volume users as thisdvensure that organisations that
may be contemplating moving away from mail or redgaeheir volumes receive
incentives to maintain their current volume of mail

Centrelink Submission

Centrelink indicated its view was that it did nbink that the increase in the price of
Off Peak letter services and the proposed prideréifitials with Regular PreSort letter
services was appropriate.

Centrelink argues that in the short term it wasint@nding to migrate any of its mail
from Regular PreSort to Off Peak PreSort lettevises. This is because:

= the infrastructure that Centrelink would have to ipuo enable mail to be ‘sorted’
from Regular to Off Peak within running jobs, wowldtweigh the savings

= the service changes to Off Peak will result in sonad paths having a longer
delivery time, especially delivery from state-taist

= Centrelink already uses Off Peak services for magazs these are not time
critical but this is only 1 per cent of Centrelisldutput.

According to Centrelink, the price changes to PreB®ail will involve a considerable
expense, with no improvement in service delivery.

Centrelink suggests that, rather than spending taspayers’ money to fund more
infrastructure to use Off Peak, it is likely torma up the work to reduce paper mail and

7 ADMA submission, 6 April 2011, p. 5.
8  ADMA submission, 6 April 2011, p. 5.

®  Centrelink,Submission to the ACCC Australia Post’s 2011 Diaite Notification Issues Papet5
March 2011, p. 1.
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provide customers with other forms of communicatatimer than mail. This in turn
will reap a saving for Centrelink and the Governthé&n

POAAL Submission

Post Office Agents Association Limited (POAAL) agguthat Australia Post’s
proposed changes may lead to further migration fRagular PreSort mail. However,
POAAL suggests ‘for [migration to increase to] rgdnalf of the PreSort mail volume
will take some time to achievé'.

POAAL notes that feedback from its members suggdbatsthe lack of certainty
around mail delivery timetables is a disincentigeusing the current Off Peak service,
especially for organisations using the servicebitiing and marketing programs.

POAAL also considers that the ‘Off Peak mail ses\ig probably vulnerable to
migration to electronic delivery formats’ but tr@mmitment to a more certain
delivery standard will be a good incentive for ongations to migrate to the new
Off Peak service’.

PIAA Submission

Printing Industries Association of Australia (PIAA3s suggested that Australia Post
should aim to improve its Off Peak mail servicecéuaing to PIAA, Australia Post
should ‘reduce the cost of the Off Peak mail servieduce the turn around from 3 to 2
days and keep [Regular] mail at the existing prite’

PIAA also argues that gsostage remains the main cost associated with imoaise
related jobs, any price increases will trigger adgempacts such as further volume
reductions™®

PIAA suggests that as mail volumes continue toehes®, Australia Post is able to
deliver envelopes in a shorter time span than be#dich ‘weakens the case advanced
by Australia Post to shift more mail volume fromgRkar towards Off Peak”.

3.1.3 ACCC's view on the expected volume impact of  PreSort proposal

On balance, the ACCC considers that Australia Rastprovided a reasonable level of
transparency about the assumptions underpinnimgiggation forecasts and accepts
them for this pricing proposal.

10 Centrelink submission, 15 March 2011, p. 1.

1 POAAL, Submission to the ACCC Australia Post’s 2011 Deafte Notification Issues Papgt6
March 2011, p. 1.

12 PIAA, Submission to the ACCC Australia Post’'s 2011 DiPaite Notification Issues Papget7
March 2011, p. 3.

13 PIAA submission, 17 March 2011, p. 3.

14 PIAA submission, 17 March 2011, p. 3.
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The ACCC considers that there appears to be a ddweipport from some of Australia
Post’s customers for the proposed product designgds to Off Peak on the basis that
they provide a more certain delivery window for ngsef this service.

However, some major customers of Australia Postataonsider that the price and
product design changes to Off Peak provide sufftdiecentive to migrate from
Regular to Off Peak services.

The ACCC considers, based on comments from sorAesifalia Post’'s major
customers, that there is some risk that Austradist Fhay not achieve the significant
migration levels from Regular to Off Peak.

The ACCC has for example considered POAAL'’s suggeghat it may take some
time for Australia Post to achieve the significemgration levels from Regular to
Off Peak and that PreSort mail volumes are alsnarable to migration to electronic
delivery formats.

The ACCC notes Australia Post’s assumption thattartly mail customers that are
intending to migrate to Off Peak will do so in tirst year after its proposed price
changes and product design changes are implemented.

The ACCC'’s view, based on comments from some AligtiRost customers, is that this
migration may take longer to occur and that sonstacners might not migrate from
Regular to Off Peak and will instead choose anadkerice such as electronic mail.

The ACCC considers that Australia Post’s propasaafsmaller price increase for
some Off Peak services will provide further encgeraent for migration from Regular
to Off Peak.

However, as noted above, the ACCC’s assessmeamtisntigration may proceed at a
more modest rate than forecast by Australia PastoAlingly, in sensitivity testing in
its financial model, the ACCC has assumed thashae of Off Peak in the PreSort
mix increases to 27 per cent (rather than 49 pet) a8 2011-12 and to 37 per cent in
2012-13, as outlined in section 5.2.3. This woelslit in around $16 million of
additional revenue in 2011-12 above that forecagtustralia Post.

Given this situation the ACCC will need to considdgormation about the actual levels
of migration from Regular to Off Peak as part sfassessment of any future pricing
proposal from Australia Post.

3.2 Australia Post's forecast letter volumes
3.2.1 Australia Post's forecasts

Australia Post states that since the 2010 notiboavas prepared ‘the level of volume
decline has eased and the overall economic enveahhas improved. It is in this new
environment that we have considered the proposed phanges®

15 Letter from Mark Pollock, Australia Post to AnthoWing, ACCC dated 18 February 2011
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In support of its current pricing proposal Austaaiost has provided the ACCC with
forecasts of volumes for reserved letter servioeshfe period 2009-10 to 2012-¥3.

Australia Post’s draft notification forecasts thegerved services letter volumes will
fall by an average of 3.4 per cent per annum dwetwo years to 2011-12 and the
three years to 2012-13. By comparison, AustralistB@010 price notification forecast
an annual average fall in letter volumes of 3.5q@#t per annum or 0.1 per cent lower
than the current forecast over the two years td 27"

Table 3.1 below contains a comparison between AlistiPost’s forecast reserved
services letter volumes provided in the 2010 pnicgfication and the current draft
price notification.

Table 3.1 Australia Post’s forecast reserved sermes letter volumes provided in
2010 and 2012

2009-10 2010-11 2011-172 2012-13

Lettervolume forecast | 3877 | 3749 | 3619 | 3491
(million)
2011 draft price notification
Letter volyr_ne forecast 3 865 3730 3 599 NA
(million)

2010 price notification

Chart 3.1 below provides a comparison between thamwe forecasts provided by
Australia Post as part of its 2011 draft price ficdtion and its 2010 price notification
for its four major reserved letter categories (BreSmall, PreSort large, Other small,
Other large).

Australia Post’s 2011 forecast volumes for its dsticereserved letter services over the
period 2009-10 to 2011-12 indicate:

= small Other (including Ordinary) letter volumes aspected to decline by an
annual average of 5.1 per cent

= small PreSort letters are expected to decline bgrarual average of 2.0 per cent

16 Australia Post’s 2012-13 volume forecasts weppbed to the ACCC on a confidential basis in
response to an ACCC information request.

17 Australia Post’s 2010 price notification includadorecast of 2009-10 reserved service letter

volumes whereas its 2011 draft price notificationtains actual 2009—-10 reserved service letter

volumes.

18 Source: Australia Post’s 2010 price notificatipn34 and 2011 draft price notification, p. 40.
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= Jarge Other (including Ordinary) letters are expddb decline by an annual
average of 6.1 per cent

= |arge PreSort letters are expected to decline lgnanial average of 2.0 per cent.

Chart 3.1 Comparison between Australia Post’s foreasts provided in 2010 and
2011
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Australia Post has also provided forecast voluroegdch of its domestic letter
segments (transactional, promotional, and sociad) the period 2009-10 to 2011-12.
These forecasts indicate that transactional andlsoail volumes are expected to
decrease while promotional mail volumes are ardieig to increase.

3.2.2 Australia Post’s forecasting methodology

Australia Post has broadly described its methodofogforecasting volumes as a two
part process involving:

= econometric models providing baseline volume fosesca

1 Source: Australia Post’s 2010 price notificatipr84. & 2011 draft price notification, p. 40.
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= augmentation of the baseline forecasts to incotpareanagement opinion and
further market intelligence.

Australia Post notes that the econometric modelsgtovide the baseline forecasts
have been developed by Diversified Specifics amdlsoe both short-run and long-run
behaviour utilising Vector Error Correction Modallj (VECM) techniques.

Diversified Specifics generates four dynamic modetd are then used to forecast the
following letter segments individually:

= small letter PreSort
= |arge letter PreSort
= small letter Ordinary/Other
= large letter Ordinary/Other.

Each letter segment model has statistically sigaift volume drivers. Australia Post
notes that for:

= small and large letter PreSort letters, domesticfaom GDP and the health of the
advertising industry index are statistically sigraht positive volume drivers

= small letter Ordinary/Other, cheque volumes (wldapture the behavioural change
in bill payment practices away from mail towardsattonic alternatives) and price
are negative volume drivers

= Jarge letter Ordinary/Other, domestic non-farm GBR positive volume driver.

Australia Post’s final forecasts are derived bymaagting the baseline econometric
forecasts. This is necessary as according to AissfPast while the models themselves
reflect worlds best practice, they do have limitat and do not incorporate some
emerging trends known to be impacting letter volulamand.

Australia Post argues that:

... with the exception of Small letter Ordinary/Othitre set of econometric models lack a
sufficient number of downside drivers despite aesjgtead acceptance throughout the postal
industry that letter volumes are in declifle.

Australia Post also notes that the econometricctmts for 2009-10 over-estimated
actual aggregate letter volumes by around 3 pdr cen

Australia Post has provided some information toAR&C on a confidential basis in
relation to its augmentation of the baseline ecagtomletter volume forecasts. It also

20 Australia Post’'s 2011 draft price notification, .
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notes that it ‘is working towards improving thertsparency of the augmentation
process in future forecasts’.

Australia Post advises that it requested its coasuDiversified Specifics to prepare a
report on the need for augmentation given a nurabene-off events (such as the
federal election) have recently occurred to digertipact the divergence between
actual volumes and the econometric forecasts.

Diversified Specifics notes that for PreSort sniettler volumes, which is the largest
single major letter category, the econometric fasts are based on historical
associations and miss very recent trends towanasotidation, rationalisation and bill
presentment substitutich.

Diversified Specifics also suggests that:

... future letter volume fluctuations cannot be expddo mirror empirical movements across
the forecast period as there may be a number ebtire/ents and emerging trends that will
also have an impact on actual volurfies.

3.2.3 ACCC's view on Australia Post’s forecasts and forecasting
methods

In considering Australia Post’'s 2010 price notifica, the ACCC concluded that
Australia Post had significantly improved the sagibation of its demand forecasting
methods. However, it noted that some transparessties remained in relation to
Australia Post’s adjustments to econometric foreschased on management opinion
and market intelligence.

Notably, the reserved services volume forecastmgtdal by Australia Post for this
draft price notification are broadly similar to #®it submitted as part of its 2010 price
notification.

Australia Post’s approach to estimating letter volumes

For the purposes of this draft price notificatitte ACCC accepts the volume forecast
supplied by Australia Post as they appear moreistams with recent trends than the
econometric baseline forecasts.

In its 2010 decision, the ACCC considered thatibleme forecasts derived from
Australia Post’s statistical model were appropriatewever, the ACCC assessed that
Australia Post had not adequately explained thenamdgtion of its statistical letter
volume forecasts using market intelligence and mament insight. As a result, the
ACCC took into account both adjusted and unadjuitestasts when assessing if the
proposed prices would achieve sufficient revenuetover efficient costs.

2L Australia Post’'s 2011 draft price notification, .
2 Diversified SpecificsEconometric Validations and Augmentatidanuary 2011, p. 2.

3  Diversified SpecificsEconometric Validations and Augmentatidanuary 2011, p. 4.
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However, for the purposes of the current draftgnotification, the ACCC considers
there are some significant issues about usingrihdjusted volume forecasts from the
econometric model and therefore was not able foaelthem. For example:

®=  The econometric forecasts for PreSort mail asswngrued volume growth for
this category of mail in 2011-12. In contrast, Yodume forecasts submitted by
Australia Post, which suggest a continued dechrnereSort mail, appear to
represent a more reliable forecast of letter demasithey are more consistent with
recent trends.

®= The econometric forecasts are likely to overstat@ahd as the econometric
models lack a sufficient number of downside voluingers to reflect recent trends
towards consolidation, rationalisation and billggetment substitution.

The ACCC also considers that Diversified Specificsuld investigate whether there
are any other suitable new technology explanatariables such as the number of
internet connections that could be incorporated fature econometric modelling to
reflect the impact of the internet on letter voleme

Transparency

On the basis of the above, there is a need for antation of forecasts from the
econometric model in order to produce meaningfi#teszolume forecasts. Australia
Post provided the ACCC with some additional confice information on
augmentation adjustments to its PreSort and Odftir lvolume forecasts. Based on
this information it seems that online billing/paym&and consolidation are the main
drivers of reductions in mail volumes.

Price elasticity

The ACCC notes Australia Post’s assumption thgintgosed price increases will not
affect aggregate letter volumes. Australia Postesghat letters are inelastic to ptice
and that econometric modelling for PreSort lettexrs not identified real price as being
statistically significant® However, the views of a number of interested paréire that
mail volumes are price sensitive and that regulmepncreases will culminate in
reduced volumes and increasing rates of substitatieay from the mail medium.

The ACCC considers that there is some supporhfertew that mail volumes are
likely to be responsive to price changes. For exarapecent study commissioned by
the United States Postal Service Office of Inspe@General implies a price elasticity of
demand for the US Postal Service of ® A.recent Finnish study suggests mail

2 Price elasticity of demand is a measure of é@sponsiveness or elasticity of the quantity demande

of a good or service to a change in its price.dnagal, the demand for a good is said to be irelast
when the price elasticity of demand is less thaa (@mabsolute value) and changes in price have a
less than proportional effect on the quantity gbad demanded.

% Australia PostAustralia Post Response to ACCC Issues Pap@March 2011, p. 5.
% An average price elasticity of demand for theRital Service has been implied from: George
Mason University School of Public Polidynplications of Declining Mail Volumes for the

Financial Sustainability of the Postal Servi&eptember 29 2010, Table 3 p. 15.
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volumes may be even more sensitive to price chaagesn particular reports price
elasticities for business to business mail of adodué and business to consumer mail of
around 1.8 These results suggest that demand for mail ip@&déctly price inelastic
and a price increase is likely to result in a dexin mail volumes.

The ACCC considers that there is a possibility thatproposed price changes may
reduce letters volumes. The ACCC'’s sensitivity gsial based on an assumed price
elasticity of 0.4, shows that Australia Post’s fisofould be around $8 million per
annum lower than its forecasts as a result (outlinesection 5.2.4).

Overall assessment

For the purposes of this draft price notificatidte ACCC accepts the volume forecasts
supplied by Australia Post which appear broadlyseiant with recent trends, but has
carried out sensitivity testing which assumes aiwva decrease as result of the
proposed price increases. Australia Post has adsle mome progress towards
improving the transparency of its demand foreca$tsvever, the ACCC expects any
future price notification to be supported by rediggonometric modelling, together
with other information that would explain and qugnany augmentation that had been
made to the econometric baseline volume forecasts.

27 Nikali Heikki ,“Does the Level of Price Elasticity Change witle tArogression of Substitution?”

presented at the CRRI Conference on Postal Deli&Zeonomics, Porvoo, Finland, June 2-5, 2010.
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4 Is Australia Post’'s cost base efficient?

Key points

= The key objective of Australia Post’s proposabi€hcourage the use of the
Off Peak PreSort letter services.

= The ACCC considers that migration from Regular fbR2ak is potentially
efficiency-enhancing for Australia Post. Howevée tize of the cost-
efficiencies and level of migration to Off Pealuiscertain. At least in the
short term, the cost savings are likely to be small

= As Australia Post’s pricing proposal involves asrtise-board price increases$
for reserved bulk letter services, it raises qoestiabout overall revenue and
cost-recovery.

= Qverall, Australia Post estimates its reservedisesvoperating costs
(including depreciation) to be around $1 951 millin 2010-11 and
$1 924 million in 2011-12, which are similar estiemto those it submitted in
its 2010 price notification.

= However, Australia Post’s cost forecasts may badrnighan the costs of an
efficient postal operator, as estimated by the ACT&estimate an efficient
cost base, the ACCC made the following adjustminfsustralia Post’s costs

= The ACCC brought forward the savings associateld aitomated
sequencing and separate bundle delivery.

= The ACCC increased Australia Post’s cost-voluméabslity from 0.14
(based on information provided by Australia Post) 65 (based on
international studies).

= After these adjustments, the ACCC estimates AuatRast’s efficient
reserved services operating costs (including déegtren) to be around
$1 832 million in 2010-11 and $1 784 million in 2012.

= The ACCC and Australia Post agree that the cuapptoach to assessing
prices, including the allocation of costs, needsdae-examined before
another major price notification.

This section considers the efficiency of Austré@st’'s non-capital costs for its
reserved letter services and the cost implicatadsustralia Post’'s PreSort proposal in
particular.
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4.1 The ACCC adopted a cost-based approach to asses  sing Australia
Post’s forecast costs

The ACCC has historically assessed price notificetiunder Part VIIA of the CCA by
adopting a cost-based appro&chhe appropriateness of proposed prices is assbgsed
the extent to which they are forecast to recoveretificient costs of providing reserved
letter services. Prices that recover efficient seétproviding reserved services will
typically ensure that Australia Post:

® has a cost base that is economically efficient

= has economically efficient investment incentives.

The ACCC applies a building block model as an ingoartool in conducting its
assessment of Australia Post’s forecast costscdsiecomponents of the building
block methodology are:

® non-capital costs, representing operating costs
= return of capital, representing depreciation costs
= return on capital, representing the required ratetarn on the capital base.

Since Australia Post’s proposal results in an ayeeracrease to domestic reserved
letter prices, the ACCC, in assessing the effigyepfcAustralia Post’s operating costs
for this draft price notification, considered:

= the composition of Australia Post’s operating castd changes in the components
of these costs (Australia Post’'s operating costnasés are summarised in
section 4.2).

= the forecast impact of the PreSort proposal onraliatPost’s operating costs and
the flexibility of its cost base (section 4.3).

= Australia Post’s efficiency initiatives and theatbnship between costs and
volumes (section 4.4).

4.1.1 Cost allocation

For a firm that provides non-reserved serviceduliteon to its reserved services, the
efficient cost base for providing the reserved mewmay be influenced by the
concurrent provision of non-reserved services. Siteing of some costs jointly
incurred in the provision of both reserved and neserved services introduces
considerations about the application of the bugdifock model and how these costs
should be recovered through prices under a costebasproach.

2 ACCC,Statement of regulatory approach to assessing pratéications June 2009, p. 15.
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Where a ‘dual-till approach to regulation is agplj a separation needs to be made to
these shared costs into the portion used in pnogithe reserved services and the
portion used in providing the non-reserved servitass allows the building block
model to be applied specifically to the reserveghponent of Australia Post’s business.

Where a ‘single-till approach is applied, no ss&paration is made, and the building
block model is applied using costs incurred inghavision of both reserved and non-
reserved services. The appropriateness of pricegeserved services is then assessed
by reference to the extent to which the regulatggir®ess can recover its total costs of
both reserved and non-reserved services.

In assessing Australia Post’s 2002 price notifarathe ACCC decided to adopt a dual-
till approach to assessing Australia Post’s resesavices. The dual-till approach was
maintained by the ACCC in assessing Australia B&Q08 price notification and 2010
price notification. The ACCC has maintained thipra@ach for the purpose of the
current draft price notification.

To meet the challenges of the current environmfumsgiralia Post intends to diversify
its business model. As stated by Australia Pogsig009-10 annual report, to return
the business to profit growth, Australia Post ndedievelop new services so as to
capitalise on its existing strengths—namely, Adstiaost’s trusted brand, reliability,
and retail and distribution networks unrivalledAnstralia.

Australia Post is becoming increasingly reliantpaincel delivery and on other non-
mail services. However, the sustainability and ipabflity of these services is to an
extent dependent on the existence of Australia$tsed mail network. Australia Post
could have a competitive advantage in non-reseseedces as a result of its reserved
service business, and its established network earttipwhich it has been able to
develop due to its statutory monopoly.

In considering Australia Post price notificatiorisnay be appropriate for the ACCC to
move away from a dual-till approach to promote @toically efficient prices and
provision of services. Australia Post has an ingertb maximise profits across its
entire network. If Australia Post generates revanuen-reserved services
substantially above a competitive-market level bseaof its statutory monopoly in
reserved services, it is possible that Australist Rtay be earning monopoly rents
overall. Revenue from both reserved and non-redesgevices appears to have
historically exceeded total costs, including ‘nofnpaofits. Under this scenario, further
increases in prices for reserved services may eqidiified under a single-till
approach.

Importantly, the ACCC and Australia Post agree thatcurrent approach to assessing
prices, including the allocation of costs, needsdae-examined before another major
price notification. A review of Australia Post’'d@dation of costs would include a
consideration of whether to maintain the currergldili approach or move towards a
single-till approach.
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4.2 are not

ation

Australia Post’s 2011 operating costs forecasts
substantially different from the 2010 price notific

The forecasts provided by Australia Post in suppbttie current draft price

notification do not differ substantially from th@20 forecasts. The total forecast
domestic reserved service operating costs for 2018nd 2011-12 are 0.5 per cent and
0.4 per cent respectively below the forecasts stibdhin 2010. Australia Post provides
information on its operating costs and full timeieglents (FTES) in section 4 of its
draft price notification.

4.2.1 Total operating costs

Australia Post does not expect its forecasts afl tiamestic reserved letter service
operating costs (including depreciation) to chasigestantially from those that were
submitted as part of its 2010 price notification.

Table 4.1 provides a comparison of domestic reskletéer service operating costs
(including depreciation) submitted by Australia Piosits 2010 price notification and
2011 draft price notification over the period 200®+o0 2012-13.

Table 4.1 Comparison of reserved services total epating cost estimate?
2009-10| 2010-11| 2011-12| 2012-13 Average
($m) ($m) ($m) ($m) annual
change (%}°
2011 draft price 2 00F 1951 1924 U -1.9
notification
2010 price notification 1983 1961 1932 NA -1.3
Difference +18 -10 -8

Table 4.2 provides information on major expensegaies of Australia Post’s
submitted operating costs over the period 200912D12-13.

2 SourceAustralia Post’s 2010 price notificatioAppendix 10 Australia Post’s 2011 draft price
notification, Appendix 2 Australia Post response to ACCC information resjusimber 3,
February 2011.

%0 Calculated over 2009-10 to 2011-12.

31 Australia Post submitted that the PCS costs 89210 were 1993 (0.4 per cent lower than PPM).

%2 2012-13 forecasts were not available at the tifrtee 2010 price notification.
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Table 4.2 Breakdown of reserved service costs ($r2009-10 to 2012-13

Expense Category 2009-10 2010-11 2011-12 2012413
Labour U 0 0 W
Contract Mail and Licence 0 0 O O
Accommodation 97 98 102 O

Other 394 318 300 0

Total 2001 1951 1924 0

4.2.2 Labour

Labour costs are Australia Post’s major expensesgoay, accounting for over

60 per cent of costs for its reserved servicesiagsi Table 4.2 shows that Australia
Post forecasts these costs to decreasélbyndllion or 00 per cent over the three year
period to 2012-13.

Table 4.3 provides a comparison between Australs’® FTE forecasts submitted as
part of the 2010 price notification and the curréwatft price notification. This shows
that Australia Post’'s FTE forecasts are substdytimchanged from the previous
notification. [information removed]

Table 4.3 Australia Post’s reserved services FTEs/metwork function ($m)*
[information removed]

4.3  Australia Post’s PreSort proposal is expectedt 0 enhance efficiency

This section considers Australia Post’'s PreSom@sal and the impact it is expected to
have on Australia Post’s costs.

4.3.1 Australia Post’s views

Australia Post submits that its proposal is padrofnitiative of restoring a self-
sustaining letter business, one of the three gfiegadentified as part of its Future
Ready progrartr. Australia Post submits that the need to restarddtters business to
self-sustaining level is essential, as indefini@wytinuing a service that does not
generate a (reasonable) rate of return is inhgréerefficient for Australia Post.

% SourceAustralia Post response to information request neingh February 2011.
% SourceAustralia Post response to information request neingh February 2011.

% Australia PostResponse to ACCC Issues Paper, March 2014,
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Australia Post submits that its proposed pricirggreeeture is efficient and is aimed at
improving the flexibility of Australia Post’s cobtise in the longer term.

Australia Post's PreSort letter service offers giRar and an Off Peak delivery
standard. The Regular PreSort delivery standaatigeed to the Ordinary letter
delivery standard for market and operational reasdhe current Off Peak PreSort
delivery standard is Regular plus up to an addilidinree days (i.e. it provides a four
day delivery window).

The key objective of the proposed changes is towage greater use of Off Peak over
Regular PreSort letters. Australia Post proposesieve this through changes to price
and improvement to product design.

Australia Post submits that, by adjusting the pgan the manner proposed, it can
address both revenue and cost issues simultaneously

= Customers who choose to remain with Regular wdlvmte more revenue towards
covering the efficient costs and achieving a reabtenrate of return.

= Customers who elect to use Off Peak will provides#alia Post with the
opportunity to explore longer term benefits throwghiations to the current
network.

Australia Post suggests that, in 2011-12, it exectealise some cost savings (for
interstate transport) as a result of the migratiom Regular to Off Peak (i.e. use of
surface/road). For example, where a customer mineesRegular to Off Peak, this
could mean mail is transported by surface tranginer than by air carriage.

Further, Australia Post submits that, as the usafbPeak increases, it is expecting
that there will be opportunities to explore vaoas to the current network
arrangements. At a high level, Australia Post [geexing some future cost-saving
opportunities to occur [information removed].

4.3.2 Views of interested parties

Submissions from interested parties have not raisgdr concerns with the efficiency
impacts of the proposal, although there is somdétaliout whether Australia Post’s
proposal will have the desired cost effects. Inipalar, stakeholders have expressed
some scepticism about whether businesses willupkaigration from Regular to

Off Peak to the extent predicted by Australia Rastdiscussed in section 3), and thus
some of the efficiency impacts may not eventuatethér, stakeholders have raised
some concerns about whether these cost benefitbeviealised even if the forecast
rate of migration is indeed accurate.

In particular, Centrelink notes that any efficie@xivould be dependant on mail
generators migrating to the Off Peak service. B¥arail generators migrate their mail
volumes, Centrelink is uncertain as to how Ausar®ost’s proposal is going to result
in cost savings or additional network flexibilityénotes that:
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[Australia Post] are putting up their prices antiveeing ‘'some’ Off Peak mail in shorter time
frames. The changes that mail generators are szhjtormake far outweigh the network
flexibility/cost savings that [Australia Post] igpecting?®

PIAA submits that it opposes the proposal, andstitat, in terms of Australia Post’s
costs flexibility:
Australia Post's automated equipment and/or systemslesigned to handle larger volumes of
envelopes but as envelope volumes continue to deerthis means that Australia Post has the
ability to deliver envelopes in an even shortertispan then before. The presence of this

greater capacity for regular mail also weakenscds® advanced by Australia Post to shift
more mail volume from [Regular] towards [Off Pedk].

PIAA also suggests that Australia Post’s propoaiéd to compensate mail generators
for helping improve the efficiency of Australia Fedransport, logistics and delivery
networks by encouraging more mail to go through'dglieeter times’; in fact, PIAA
submits that there is a general penalty in the foftine overall price increase.

In respect of whether Australia Post will benefitrh cost savings from the PreSort
proposal, MMUA submits that it has outlined elensentits previous submissions
where Australia Post may be able to achieve costiga and notes that:
[the] inability—or unwillingness—of [Australia Pdstself to enter into proper ‘technical’
exploration of these matters suggests to MMUA areeched ‘we know best and don’t need
your help’ attitude that permeates the organisatiand so, to answer this question we can

only say ... not on the basis of the post-BMP Lauexjberiences we have had with [Australia
Post]*

However, the MMUA does not object to Australia Poproposal and has also noted
that Australia Post is seeking to improve the GfalPservice.

POAAL was of the view that the proposal is not lyki result in improved flexibility
in managing volumes around peak and off-peak psmode mail has entered the mail
sorting processes.

In terms of Australia Post’s cost base, POAAL st that the migration from
Regular to Off Peak is likely to result in costisas for Australia Post:

[if], as suggested, more mail can be sent by raibad rather than using the sharply increasing
airline cargo costs this will benefit Australia R8s

%  Centrelink,Centrelink response to Postal Increasesrch 2011, p. 2.

57 PIAA, PIAA’s feedback regarding Australia Post’s drafiger notification business letter pricing
2011, March 2011, p. 3.

% PIAA submission, March 2011, p. 4.
% MMUA, Comments on ACCC's issues papdarch 2011, pp. 3-4.
40 POAAL, POAAL Submission — Australia Post Price NotificatiMarch 2011, p. 2.

4 POAAL submissionMarch 2011 p. 2.
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4.3.3 ACCC'’s view on Australia Post’s PreSort propo  sal

Australia Post should have incentives to pricecedfitly to maximise the usage of its
mail network and reduce its cost&urther, Australia Post’s letter services are
increasingly being affected by electronic substgyutind the erosion of volumes as a
result of substitution places an additional incemtin Australia Post to ensure that it is
utilising its mail network efficiently.

The ACCC accepts that migration from Regular to Bdak may improve Australia
Post’s network flexibility in the longer term. A&ving this would be a more efficient
outcome for Australia Post.

The ACCC also notes the difficulty faced by Ausa&ost in predicting any future
cost-saving opportunities that may arise out ofrtingration. This difficulty is
compounded by the uncertainty surrounding the lefatigration that would occur
and the potential impacts on overall PreSort vokifaescussed in section 3).
However, it appears that the cost savings, at Iadke short term, are likely to be
relatively small.

As noted in section 3, for the purposes of thigtgrace notification, the ACCC
accepts the volume forecasts supplied by AustRaost, which appear broadly
consistent with recent trends. The ACCC is simjlariepared to accept that the
proposed PreSort price differentials and produstgiechanges appear to be
efficiency-enhancing.

However, the ACCC will monitor Australia Post’s gress in achieving any network
flexibilities that arise as a result of the migoatifrom Regular to Off Peak PreSort as
part of any subsequent price notification.

4.4  The efficiency of Australia Post’s cost base

The following section considers the efficiency afstralia Post's cost base. In
particular, the ACCC considered the compositioAasgtralia Post’s operating costs,
the relationship between Australia Post’s costslattér volumes, the changes in the
components of these costs, and Australia Posideaity initiatives.

4.4.1 Australia Post’s views

Australia Post has undertaken a fundamental reufatg business model to ensure it is
a sustainable business that can continue to nee€S0s? This review also considered

Australia Post’s strategic objectives and iderdifeekey corporate strategy of restoring
a self-sustaining letters business. As part ofgtristegy, Australia Post aims to:

42 There should be strong incentives to reduce esefred services costs as Australia Post’s non-

reserved business is subject to competition andutgject to regulatory oversight for pricing. While
the cost reduction incentives for a regulated mohpoare likely to be weaker, a large proportion of
Australia Post’s network costs are shared by gemeed and non-reserved letter services—thus it

may practically be unable to reduce its non-reskraail costs without reducing its reserved costs.

4 Australia PostResponse to ACCC Issues Paper, March 2p11].
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= continue to seek efficiency improvements and redosts
® ensure our letter products continue to meet custoaggiirements

= seek moderate regular price increases.

Australia Post has undertaken two key efficienaatives—Future Delivery Design
(FDD) and Value Optimisation Program (VOP).

In 2010, Australia Post expected forecast savisge@ated with its FDD program out
to 2013-14 to be $69.8 milliotiAustralia Post now submits that the latest forecas
savings, based on final approved business cagespar $65.4 million. The key reason
for the difference in forecasts is the decreadenecast savings from separate bundle
delivery (SBD) on motorcycles (see pp. 21-24 oftAalg Post’s current draft price
notification).

Australia Post also advised in 2010 that the raedaéh its labour usage was mainly
being driven by its VOP. Australia Post submitted that VOP is expectedetéutly
implemented by December 20%]information removed]

In its 2010 price notification a$ million redundancy provision relating to VOP was
included in Australia Post’s 2009-10 financial esdtes for the business as a whole.
This redundancy provision has been revised in tineent pricing proposal. The
2009-10 accounts now show a redundancy expensks0ffillion. This provision
included $1 million allocated to reserved servi¢gsee p. 17 of the current draft price
notification).

4.4.2 Views of interested parties

Centreforce submits, in respect of Australia Post'st base, that it accepts that the cost
of sending a letter has increased, but notes that:

Australia Post like any other business must reviswosts and reduce them in the face of
reduced business. The simple solution of a priceease is not the answir.

PIAA submits that Australia Post should considetirsgs from centralised delivery
boxes in order to decrease its operating costsiadsd with delivery:

Australia Post informs us one of the biggest cizstssociated with the last hand delivery by
the postman. A legitimate question would be what@estage of the delivery points are post
boxes which require no such cost? ... Also what priagoof the increase in delivery points
over the last 10 years have been post boxes? ... AMitralia Post in the process of testing

4 Australia Post2011 draft price notificationp. 21.

% ACCC,Australian Postal Corporation 2010 Price Notificati: DecisionMay 2010, p. 59.
4 Australia Post2010 price notification confidential versipp. 18.

47 Information provided to the ACCC on a confidehkiasis.

48 CentreforceSubmission to ACCC issues papgdarch 2011.
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centralised delivery boxes at new housing estathe guestion has to be asked if they have
factored in any of the associated savifiyys?

MMUA submits that:

We are ... of the opinion that technical, productioe opportunities to make [Australia
Post’'s] own operations and [Australia Post's] ifdee with its Bulk Mail Partner accredited
mailing houses remain untapped and of no inteoetstet powers-that-be within [Australia
Post] responsible for such matters. ...

Rewarding [Australia Post] with yet another prinerease under such circumstances is not
good business practice in a shrinking mafRet.

ADMA submits that the ACCC should ensure:

... that every avenue in terms of cost reductiontdeen pursued vigorously by Australia Post
as an alternative to increasing the price of PreSowvices!

ADMA also notes that:

Australia Post has pointed to the increase in pleliielivery points as a key factor
necessitating an increase in prices. ADMA woule li see additional information and
examination of whether these delivery points areenmoncentrated and the impact that this
has on the cost of maf.

POAAL suggests that the price increases are rebknna that ‘this proposal simply
starts to share more effectively the burden ofaasing costs with business operators
and the need to recover those costs over declmaifvolumes™:

4.4.3 ACCC's view on the efficiency of Australia Po  st’s cost base

In the ACCC'’s assessment of Australia Post’s castpthe presence of an under-
recovery of reserved services costs by Austral& Boes not necessitate the need for
price increases.

As stated by the ACCC in 2010, a number of othesimterations are relevant. For
example, emphasising pre-existing cost forecastsilisequent notifications provides
incentives for Australia Post to reduce costs bdlmecasts and find innovative service
provision solutions! Creating the strongest economic incentives—iniqaetr

49 PIAA, PIAA’s feedback regarding Australia Post’s drafiger notification business letter pricing
2011, March 2011, p. 4.

%0 MMUA, Comments on ACCC'’s issues papdarch 2011, p. 3.

51 ADMA, Submission to the ACCC on Australia Post’s draitenotification issues papekarch
2011, p. 2.

52 ADMA submission, March 2011, p. 6.
% POAAL, POAAL Submission — Australia Post Price NotificatiMarch 2011p. 2.

*  ACCC,Australian Postal Corporation 2010 Price Notificati: DecisionMay 2010, p. 103.
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efficiency and investment incentives—is an impartask for the ACCC in assessing
Australia Post’s pricing proposals. This task igezsally pertinent given:

= the difficulty for the ACCC of trying to ascertamith a level of confidence the
efficiency and reliability of Australia Post’s resed services forecast costs,
especially in light of transparency concerns

= the lack of a relevant benchmark (i.e. AustraliatR® the only Australian
monopoly postal operator, facing a different poktatiscape to international postal
operators)

= the bulk of Australia Post’s mail network costs atiéised by both reserved and
non-reserved services, and are allocated by AistPalst’s activity-based costing
(ABC) system.

The ACCC has in previous assessments expressedrosrabout the efficiency of
Australia Post’s cost base. To estimate Austradst’B efficient costs, the ACCC has
previously made certain adjustments to AustralistBsubmitted model. For example,
the ACCC brought forward savings associated witbraated sequencing and SBD
and assumed a higher cost-volume variability tingplied in information submitted by
Australia Post.

This section assesses the impacts of Australidshmosin costs reduction initiatives
and the ACCC'’s cost-volume variability assumptionghe ACCC’s modelling for the
current draft price notification.

Australia Post’s costs reduction initiatives: separate bundle delivery

Australia Post’s current pricing proposal sugg#sas the efficient savings from the
implementation of SBD out to 2013-14 afé $nillion, which is approximately 3
million less than the® million estimated by Australia Post in 2020.he ACCC has
made the relevant adjustment to account for thggaaisof its current modelling (see
section 5.2.2, adjustment 2). In making this adpestt, the ACCC accepted Australia
Post’s claim that the savings from SBD are likelyoe lower than initially forecast
because additional outdoor delivery time is requteeenable the motorcycle rider to
complete their delivery duties.

The ACCC'’s 2010 view was that if Australia Post Ipaelviously invested in sufficient
automated sequencing equipment (as a number af atbhetries had already done), all
delivery rounds suitable for sequencing could alydae sequencetllf this had
occurred Australia Post would already be benefitingh the forecast savings in
operating costs, and it could be argued that thagmgs would include savings from
the implementation of SBD across all sequenced roailds.

% Australia Post2011 draft price notification, confidential versigm 27.

®%  ACCC,Australian Postal Corporation 2010 Price Notificati: DecisionMay 2010, p. 68.
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Relationships between costs and volumes (cost-volume variability)

Consistent with the approach the ACCC adoptedsinansideration of Australia Post’s
2010 price notification, the ACCC has made an assest about what it considers an
efficient cost response to a decline in letter nuds.

The ACCC assessed what Australia Post’s cost resiuatould be, based on increasing
Australia Post’s volume variability of costs fronld to 0.65, reflecting an average
estimated volume-variability for overseas postalvpters (i.e. for every 1 per cent
reduction in volume, the ACCC estimates that Adistfaost should achieve a

0.65 per cent reduction in operating costs) (setme5.2.2, adjustment 2).

The relationship between Australia Post’s costs\artdmes is an important
consideration for the ACCC, especially given ther@ot environment of declining
volumes. In particular, the ACCC is interested imether Australia Post is undertaking
adequate steps to ensure that its costs are régponsolumes.

Australia Post provided updated information inciisrent draft price notification on the
relationship between its costs and volumes. Spady, this information is included in
section 4.8 of the draft price notification andaimemo by Economic Insights provided
in support’ Box 4.1 below provides a summary of informationcost-volume
variability submitted by Australia Post.

Box 4.1: Cost-volume variability information provided by Australia Post

ts

In its 2010 price notification, Australia Post piged information that suggested that
cost-volume variability is 0.1% . Australia Post argued that the variability of cegh
respect to volume is of the order of 0.3 for delyvand 0.25 for processing (i.e. this
suggests that Australia Post’s cost-volume vaiitghg 0.14). Thus, Australia Post’s
view was that costs do not vary significantly witiiumes (i.e. a 1 per cent change in
volumes is accompanied by a 0.14 per cent changastralia Post’s costs).

Australia Post submits that, for the purpose ofcdineent draft price notification, it is
retaining the cost-volume variability assumptiansdvised in its April 2010
notification® Australia Post also relies on a memo by Economsgyhts, which
responds to international studies cited by the AG@&Conomic consultants Frontier
Economics as part of Australia Post’s 2010 pricéfioation process. In particular, th
memo notes potential issues in terms of reliabditg comparability of the studies
referred to by Frontier Economics in 2010.

D

57 Economic Insightdlemorandum: review of US and UK studies quoted®g@ and Frontier
Economicsp. 6, December 2010.

8 Frontier EconomicsReview of Australia Post’s volume and input cosdasts - A Report Prepared
for the ACCC May 2010, p. 29.

% Australia Post2011 draft price notificationp. 19.
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In its 2010 Decision, the ACCC found that 0.14 \wdsw cost-volume variability
compared to international studies, which have shihahoverseas postal providers
have estimated volume-variability of costs of bedaw®.6 and 0.7.

Australia Post, which commenced an econometricsagsent of its potential cost-
volume variability elasticity prior to the 2010 pei notification, has not yet finalised
this work.

The ACCC notes that the memo provided by Econonsights offers little in the way

of new information. The ACCC recognises that sofnféamnomics Insights’ concerns
about the individual international studies appedvé valid, and appreciates the reasons
proposed for why Australia Post’s cost-volume étégts may be lower than those
reported in those studies. However, for AustrabatRo rely on claims that its cost-
volume variability is 0.5 or even lower, it needsundertake work to demonstrate
reasons for its claims. As stated by Frontier ib@Qntil ‘this work is complete, it is
difficult to comment on the validity of the costiume elasticities claimed’ by

Australia Post and Economic Insights.

The ACCC notes stakeholders’ comments suggestatgitinstralia Post has failed to
take advantage of potential cost reduction oppdrasn(for example, technical,
production line opportunities). The concerns of Restralia Post customers (including
MMUA and ADMA) that Australia Post may not have pued every avenue in terms
of cost reduction reinforces the ACCC'’s concerrad fustralia Post’s actual cost-
volume relationship (for example, 0.14 or similardy be less from that of an efficient
postal operator.

The ACCC also notes that Australia Post’s latestdasts indicate that its cost-volume
variability may increasingly become a concern faistkalia Post. In particular,
Australia Post’s reserved services volumes areésteo decline by around

130 million letters per annum over the next threarg, but costs are only expected to
decline by $50 million, $27 million and% million in the three years to 2012-13
respectively?

A basic analysis of the latest cost and volumedasts over the period 2009-10 to
2012-13 is provided in table 4.4 below.

8 ACCC,Australian Postal Corporation 2010 Price Notificati: Decision,May 2010, p. 70.

1 Frontier EconomicsReview of Australia Post’s volume and input cosdasts - A Report Prepared
for the ACCC May 2010, p. 29.
%2 SourceAustralia Post, 2011 draft price notification, catential versionp. 45 Australia Post,

response to information request numbeF8bruary 2011
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Table 4.4: Australia Post's forecast cost-volume ends?

Network function Forecast cost-volume trend
Sales & Acceptance [
Processing [
Transport N
Delivery N
Other [

Table 4.4 shows that, with the exception of thééot costs category, only sales &
acceptance and processing costs are declininglases decline. The decline in
‘other’ costs could be largely non-volume relatedls-likely to be impacted by a
substantial amount of savings flowing out of Ausér&ost’s VOP initiative. If
Australia Post is unable to extract further nonawnoé related cost savings, a
continuation of the forecast trends would resulbimg-term reserved services cost
under-recoveries as volumes decline.

Summary of ACCC adjustments to Australia Post’s costs

To estimate an efficient cost reduction, the ACGE hgain assessed what Australia
Post’s cost reduction would be, based on:

= bringing forward the savings associated with autechgaequencing and separate
bundle delivery (as discussed in the previous @epti

® increasing Australia Post’s volume variability afsts from 0.14 to 0.65, reflecting
an average estimated volume-variability for ovesgsastal providers (i.e. for every
1 per cent reduction in volume, the ACCC estimétas Australia Post should
achieve a 0.65 per cent reduction in operatingsgost

After the ACCC's two adjustments to Australia Pegtrecasts, the ACCC estimates
Australia Post’s efficient reserved services opegatosts (including depreciation) to
be around $1 832 million in 2010-11 and $1 784iomilin 2011-12.

These adjustments are outlined in section 5.2 igadent 2).

8 Source: information provided by Australia Postite ACCC on a confidential basis.
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5 Is Australia Post under-recovering?

Key points

= Australia Post estimates that it will face an unackovery of costs for
reserved services of $195 million in 2011-12 ahd i&illion in 2012-13,
even after the proposed price increase.

= Although the ACCC accepts Australia Post’s claiet this under-
recovering using current cost allocations, Austrlost’s estimates may
overstate the under-recovery of efficient costs.

= The ACCC's sensitivity analysis shows that Auser&ipst’'s under-recovery
for reserved services could be closer to $22 mililn2011-12 and
$00 million in 2012-13 under alternative assumptiosgarding the WACC,
efficient costs, volume mix between Regular and ¥k, and elasticity of
demand.

The ACCC customarily uses the building block mddedssess the extent to which the
prices proposed by a regulated firm are commenswih the efficient costs of
providing those services. The version of the buagdilock model used is known as the
post tax revenue model (PTRM). All costs includapgrating costs, depreciation,
return on capital and tax are aggregated to demaemum allowable revenue. The
return on capital is based on a weighted averageat@apital (WACC) which is
correspondingly an after-tax cost of capital—tisathe required return after tax and
other expenses have been paid.

The ACCC is generally more likely to object to pospd price increases if proposed
revenue exceeds maximum allowable revenue.

Although the proposed prices increases are priynmlPreSort letters, the ACCC'’s
PTRM assesses the effect on the whole of AustRa&t’'s reserved services. As
Australia Post’s pricing proposal involves acrdss-board price increases for reserved
bulk letter services, it raises questions aboutailveevenue and cost-recovery. The
reserved services all use a common infrastructutlehave the same legal obligations
and monopoly privileges.

Australia Post submitted a PTRM containing its denecast data for costs and
revenues up to 2011-12 (section 5.1). The modelsein assumptions about future
variables which have a degree of uncertainty. Gthah Australia Post may have an
incentive to understate its potential profitabiiitythe context of a price notification,
the ACCC has explored a number of variations ireotd test the sensitivity of the net
result to a range of assumptions (section 5.2).ABEC’s conclusions are in

section 5.3.

5.1 Australia Post forecasts

Table 5.1 illustrates the outputs from Australist®oproposed financial model for
domestic reserved services. This indicates comtgnunder-recoveries—that is,
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deficiency of proposed revenue required to covetscAn under-recovery of
$173 million in 2010-11 would increase to an undmmevery of $195 million in
2011-12, even after the proposed price increasalin2011. [information removed].

Table 5.1 Australia Post’s required and proposed reenue forecasts for total domestic

reserved services ($ million)

2009-10 | 2010-11 | 2011-12 | 2012-13
Required revenue 2076 2027 2 008 [
Operating costs 1 906 1841 1814 0
Return on capital 63 64 67 O
Depreciation 95 110 114 N
Tax 12 12 13 0
Proposed revenue 1783 1853 1813 N
Over/under-recovery -293 -173 -195 W

The growing under-recovery arises mainly from tkelithe in proposed revenue due to
declining volumes. Total letter volumes for reselrgervices are forecast to decline by
3.5 per cent in both 2011-12 and 2012-13. The @eg@g@rice increases generate an
increase in revenue per unit of 3.4 per cent feSert letters, and 1.8 per cent across
all reserved letters in 2011-12, which is a padiédet to the decline in volumes. As a
result of these factors, revenues decline by 2rZ@et in 2011-12 [information
removed].

Costs are also decreasing in nominal terms as ream&g programs to reduce costs
are keeping ahead of inflationary effects on prafeabour and materials. Total costs
(required revenue) decline by 0.9 per cent in 202 Jinformation removed]. However,
as this rate of decline is smaller than for reventi®e under-recovery is growing, and
represents 9.7 per cent of allowable revenue i1 2@1[information removed].
Removal of the under-recovery would require eithere stringent cost cutting than
Australia Post has achieved so far, or greateainmed on price increases.

5.2  Sensitivity analysis

As uncertainty surrounds the forecast data forralrar of components of the financial
model, the ACCC has tested the sensitivity of #wilts to several key factors. The
ACCC’s PTRM model begins with the base data praviolye Australia Post and then
tests various alternative assumptions on WACC perars (section 5.2.1), future
operating costs (5.2.2) and volumes (5.2.3). Th€&Considers the following
adjustments are necessary to accord with moreaegificosts or likely demand
scenarios.
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5.2.1 Adjustment 1 — Reduction in WACC

In Adjustment 1, the only changes are a reducid?WACC and minor changes to
accord with the ACCC’s methodology for the calcalatof tax® Australia Post
submitted a nominal ‘vanilla® WACC of 10.3 per cebased on a consultancy report
by Value Adviser AssociatésThe ACCC does not accept Australia Post’s proposed
WACC as appropriate for this assessment, and im¢efor Adjustment 1, the ACCC
has reduced the WACC to 8.6 per cent, in accordatbets views on WACC
parameters in its 2010 decision.

These changes reduce the return on capital anc ladiogvable revenue, reducing the
extent of under-recovery by around $23 million @enum. The under-recovery
becomes $172 million in 2011-12, and $nillion in 2012-13, as shown in table 5.2.

Table 5.2 ACCC'’s assessment of required and propaseevenue forecasts for
total domestic reserved services based on an adjognt to the WACC ($million)

2009-10 | 2010-11 | 2011-12 | 2012-13
Required revenue 2 055 2 005 1985 [
Proposed revenue 1783 1853 1813 N
Over/under-recovery -272 -152 -172 W

The change due to the WACC is relatively small, ands concluded further below,
using the lower WACC tested by the ACCC does netlammaterial effect on the
ACCC'’s conclusions. The ACCC does not endorse elistralia Post’s proposed
WACC or the WACC tested in this scenario as the@mpate values for future price
notifications. In the context of this draft pricetification, however, the ACCC does
not consider it necessary to determine a more aXa¢tC.

5.2.2 Adjustment 2 — Efficient cost levels

The ACCC considers that the operating costs iritfacial model should not be
based solely on Australia Post’s own forecastsabatlevel closer to an efficient cost
base. This is consistent with the views of cust@méro were concerned that Australia
Post had not taken sufficient advantage of oppdrésnfor cost reduction. In
Adjustment 2, in addition to the changes in Adjustinl, operating costs are reduced
to what the ACCC considers to be an efficient leasloutlined in section 4.4.3, by:

5 In its calculations of allowable revenue, the AT€alculates tax costs on the basis of actualdster

paid by Australia Post rather than benchmark isten@es, and uses a lower tax imputation factor.

% Value Adviser Associates Pty Ltd, ‘Betas and othAPM parameters for Australia Post’'s Reserved

Letter Business’, November 2010.
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= bringing forward the savings associated with autechgaequencing and separate
bundle delivery

® assuming greater responsiveness of costs to vathargges, based on overseas
studies of cost variability.

The adjustments for cost efficiencies reduce allde/aevenue by $143 million in
2011-12, and thereby reduce the extent of undevezg to $29 million in 2011-12,
and to $1 million in 2012-13, as shown in table 5.3.

Table 5.3 ACCC'’s assessment of required and propaseevenue forecasts for
total domestic reserved services based on adjustitsrio the WACC and efficient
costs ($million)

2009-10 | 2010-11 | 2011-12 | 2012-13
Required revenue 1 967 1 886 1842 O
Proposed revenue 1783 1853 1813 O
Over/under-recovery -184 -32 -29 0
5.2.3 Adjustment 3 — More limited change in volume mix

In the ACCC'’s 2010 decision, a further adjustmeaswnade to align the volume
forecasts with the ‘baseline’ estimates providedihgtralia Post’s consultant’s
econometric model, by removing the management antatiens. This had the effect
of increasing proposed revenues and substantediyaing the extent of under-
recovery. However, as outlined in section 3.2.8,AKCCC accepts the augmented
forecasts for the purposes of the current notificatwhich assume a decline in total
letter volumes for reserved services of 3.5 pet gehoth 2011-12 and 2012-13.
Therefore, no adjustment for volume trends has Ineahe.

A new source of uncertainty in the volume forecéstgshe current assessment relates
to the mix of PreSort Regular and Off Peak maildiasussed in section 3.1.3.
Adjustments 1 and 2 above follow Australia Posssuemption that the price restructure
would cause a shift in the current mix from 83 pemt Regular and 17 per cent Off
Peak, towards a mix of 51 per cent Regular ande¢@@nt Off Peak.

On the other hand, submissions from some custoroepg suggest that there would

be little shift towards Off PedkThe ACCC considers that the change in volume mix i
likely to be smaller than that forecast by Austtdfiost. Hence an adjustment was made
to forecast volumes assuming that the share oP@&dk in the PreSort mix would
increase at a more modest rate, to 27 per cer@tlih-22 and 37 per cent in 2012-13.

% For example, ADMA submission, pp. 5-6; MMUA subsiis, p. 3.

43



Under these assumptions there would be a greaipogiion of the higher-priced
Regular mail compared with Australia Post’s assummgt and the increase in average
price across all PreSort letters is estimated t6.bger cent in 2011-12 and

4.4 per cent in 2012-13, compared with AustraliatRBassumption of 3.4 per cent.
This generates an increase of $44 million in Pre@eenue in 2011-12, compared
with $29 million under Australia Post’'s assumedwoé mix. The effect of the
adjustment is to increase proposed revenues arehse net profit by $16 million in
2011-12, and hence reduce the under-recovery bythount. Thus in Adjustment 3,
which superimposes the volume mix change on Adjestr, the under-recovery for
2011-12 would be reduced to $13 million and for2Q3B to $1 million, as shown in
table 5.4 below.

Table 5.4 ACCC's assessment of required and proped revenue forecasts for
total domestic reserved services based on adjustntsrio the WACC, efficient
costs and volume mix ($million)

2009-10 | 2010-11 | 2011-12 | 2012-13
Required revenue 1967 1886 1842 [
Proposed revenue 1783 1853 1828 [
Over/under-recovery -184 -32 -13 [

This set of assumptions may be viewed as an uppardfor Australia Post’s
profitability. Nevertheless, it can be seen thaterrrecovery of efficient costs is still
predicted by the ACCC’s model.

5.2.4 Adjustment 4 — Increase in price elasticity

The price elasticity of demand for the letter seevis another factor on which the
ACCC received differing views. In contrast to Adjuents 1 to 3, alternative
assumptions on price elasticity would generatenarease in the level of under-
recovery.

Australia Post’s forecasts were based on its viet total demand for PreSort would
not be affected by the proposed price increas#so{ah demand within PreSort
categories would be quite responsive). Customarggohowever, argued that the price
increases would accelerate the existing trendslistgution away from postal mail.
This implies that there is some responsivenesgwfaohd to price, although no
guantitative estimates were submitted.

The ACCC is concerned that some allowance shoulddme for a likely volume
response. From overseas evidence, price eladifitidousiness to consumer mail
could be as high as 1.8, and for business-to-bssimail 0.6, as outlined in section
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3.2.3% For the purpose of this assessment, however, @@Q\has tested the effect on
the financial model of a mid-range value for elzstiof 0.4.

Given the average 5.1 per cent increase in Pre8ods in 2011-12 under the assumed
volume mix in Adjustment 3, a price elasticity ofi@educes PreSort volumes by

2.0 per cent. The effect of this volume changeememnue is partially offset by the
associated reduction in costs according to theadasticities previously discussékhe
net result is a reduction in profit of $8 millioelative to the cumulative adjustments
above. In summary, the original impact of the piia@ease is to increase PreSort
revenues by $44 million, but elasticity effects Icoesult in the net increase in profit
being only $36 million. Superimposed on previougisitinents, the combined effect of
the changes in Adjustment 4 is to generate an uredevery for 2011-12 of

$21 million and $ million in 2012-13, as shown in table 5.5.

Table 5.5 ACCC'’s assessment of required and propes revenue forecasts for
total domestic reserved services based on adjustntsrio the WACC, efficient
costs, volume mix and price elasticity ($million)

2009-10 | 2010-11 | 2011-12 | 2012-13
Required revenue 1 967 1 886 1831 [
Proposed revenue 1783 1853 1810 N
Over/under-recovery -184 -32 -21 W

5.3 ACCC's view

As Australia Post’s forecasts potentially overstetdosses, the ACCC has made
several adjustments in order to test the effed¢herbroad conclusions. These
adjustments comprise a more appropriate WACC, raffi@ent costs, and more likely
PreSort volume mix and price elasticity of demafite ACCC'’s analysis shows that
Australia Post’s under-recovery for reserved sewioould be closer to $21 million in
2011-12 and 8 million in 2012-13 under these alternative assumomgt

Therefore, the ACCC finds that the most likely ame is an under-recovery of
efficient costs, albeit less than that estimatedbstralia Post. Given that it is unlikely
to impact the conclusion, the ACCC does not comstdeecessary to develop any more
accurate a view of the financial factors that dtive model.

Whilst the ACCC does not accept the WACC proposedustralia Post, in the
context of this draft price notification the WACEnot crucial to the ACCC'’s decision,
and thus it is not necessary to determine a pr&iBEC or views on individual

" Note that the price elasticity of demand is gelheraegative, but the absolute values are givee fer
line with common convention.
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parameters. The WACC may nevertheless be of mgertiance in a future price
notification and, in the light of the methodoloditssues raised by the consultancy
report, the ACCC may work further with Australiag®o determining the appropriate
methodology and parameters.

6  Would the price structure have anti-competitive
effects?

Key points

= There is potential for an anti-competitive priceiseze when the discount
for PreSort letters relative to Ordinary lettersarowed, as it provides less
opportunity for private operators to compete witls&alia Post in the area
of pre-processing of bulk mail.

® The ACCC has assessed the possibility of a prineessg by comparing the
price and cost differentials between small PreSod Clean Mail. Clean
Mail provides a reasonable proxy for Ordinary mail.

®=  The price discounts would be around 3 to 12 centssérs after the proposed
price increases based on data supplied by Ausialsa. By comparison, the
cost saving to Australia Post from presorting tteles is less thanl cents.

®= The ACCC accepts evidence provided by Australia Bag the price
discount is higher than the cost saving to AustrBiost and, therefore, it is
unlikely that the proposed price increases wousdliten an anti-competitive
price squeeze.

An important aspect of this draft price notificatis the proposed restructuring of
prices whereby the prices of Regular PreSort nmaitaised by more than the prices of
Off Peak PreSort, while Other/Ordinary mail prie@s not changed at all.

The change in price relativities may have sevdfatts:

= encourage a shift from Regular to Off Peak PreSaiitieh is the primary aim
submitted by Australia Post

= discourage the use of PreSort, with customersresgnading less mail, or sending
mail as Ordinary rather than pre-sorted, due tweeit

= customers being deterred by the higher price, or

= the price margin between Ordinary and PreSort beidgced, thereby reducing
the scope for private pre-processors of bulk ncadgerate profitably.

The potential shift from Regular towards Off Peals been considered in section 3.1.3
insofar as it affects the mix of volumes and hemsenues expected, and also in
section 4.4.3 in relation to costs. The effecthaf price increase on overall PreSort
volumes has been considered in section 3.2.3.
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However, there are separate issues insofar aethardd for PreSort is affected by the
size of the price discount, as outlined below ictisa 6.1. In section 6.2, the ACCC
assesses the appropriateness of the discountsipacing the differentials between
prices and costs for PreSort and Ordinary letters.

6.1 Potential for anti-competitive effects

If the discount given by Australia Post for pre-gessed letters is less than the cost
savings it enjoys through receiving pre-process#etis, it could be considered a ‘price
squeeze’, resulting in both inefficiencies and-aotnpetitive effects on private mail
processors. The pre-processing can comprise bagodlietters and sorting by
location into trays, thereby saving Australia Rastain steps in the processing chain.
In some circumstances there could also be savmgansport with bulk lodgements at
an office of Australia Post.

The inefficiencies could arise if private handlare deterred from pre-processing
because of the small discount, and Australia Ppstisessing operations are more
costly than those that the private operators wbalkk employed.

At the same time this would have anti-competitiffeas through the deterrent to
private mail processors who could have effectivelgnpeted with Australia Post in this
part of the mail chain.

The pre-processing could be done by the firm geimgréghe mail, but is most

commonly done by specialist mail houses that a¢éstopm other database management
and printing operations for mail generators. Thd hmauses assist Australia Post by
providing mail in a more efficient format, but irsense compete with Australia Post in
limited areas, mainly transport, barcoding andisgrt

The ACCC'’s Issues Paper invited responses on whetad’reSort discount
appropriately reflects the efficient cost savingg\tstralia Post, or whether the
proposed prices would impact Australia Post’s caitgrs.

While submissions by several stakeholders expressecern about the increased cost
of the PreSort service, they did not raise specifieccerns about a squeeze on price
margins and competition.

% It should be noted that certain aspects of ketilet carriage are exempted from Australia Post’s
broad monopoly on carriage of letters. An excepisoprovided under subsection 30(1)ha of the
APCA for the carriage of a letter to an office aigtralia Post where it is then lodged for delivery
under a bulk interconnection service, and undesesttiion 30(1)hb for the carriage of a letter to the
provider of an aggregation service, for the purpafeaggregation in order to use a bulk
interconnection service. Section 32A defines a lntlrconnection service as a service supplied by
Australia Post under which bulk quantities of lttare delivered within Australia at reduced rates
under certain conditions regarding lodgement aiffice of Australia Post and pre-sorting. Further,
section 32A provides for the rate reduction fortsbalk mail to include a component that is
Australia Post’s estimate of the average transpusts per letter avoided by Australia Post. Section
32B provides for the ACCC to inquire into dispubetween Australia Post and a person who wishes
to obtain a rate reduction for the bulk letters.
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Australia Post submitted that the price differdstare appropriate and that PreSort
prices reflect the lower processing costs inculngdustralia Post. Data provided by
Australia Post showed that, for all small letter2009-10, unit revenue for PreSort
mail is 11.1 cents less than for Ordinary, whil& gosts of PreSort affé cents lower
than for Ordinary? However, Australia Post argued that the only ceated by
presorting of bulk mail lie in the processing fuont and the cost saving there is a
maximum of] cents. Australia Post concludes that the propokadges will not have
any impact on the provision of mail pre-processiagices.

6.2 Comparing price and cost differentials

The ACCC has assessed the likelihood of a priceeszspiby comparing the prices and
costs of PreSort mail and comparable mail that doésjualify as PreSort. This

involves the use of confidential data provided hys#kalia Post at a more disaggregated
level than that referred to in section 6.1.

Business bulk mail is likely to be machine-addrdssed lodged in large batches
regardless of whether it is presorted or not. Heifigeis not lodged as PreSort it is
likely to qualify as Clean Mail, which is a categaf Ordinary Mail carrying a price
discount for batches of at least 300 machine-addteketters. Clean Mail letters are
not sorted or barcoded, which means that AustRadist must sort the mail to delivery
round itself.

However, the costs incurred in processing Clear Bfailess than for Ordinary mail
that is not machine-addressed. The other typesdih@ry mail, such as individual
letters with hand-written addresses, are less aaleto compare with PreSort mail
because their processing may involve extra diffieal(such as with address
recognition) which are less likely with even unlmated bulk business mail.

6.2.1 Price differentials

At current prices, the Clean Mail price for smaltérs is currently 9 cents below the
basic postage rate, while prices for various categmf PreSort mail are further below
the Clean Mail pricé. At the maximum discount, the price for Off Peakdoaed

letters in direct trays destined for the same Stateeceived in is 9.4 cents below that
for Clean Mail, while the price for Regular barcddesidue is 3.3 cents below Clean
Mail. For unbarcoded residue in PreSort batchestralia Post has in recent years
maintained the same price as for Clean Mail, esxjtiires similar processing steps.

At the new prices proposed by Australia Post, tieepdiscount relative to Clean Mail
would decrease for Regular PreSort, while increpin Off Peak PreSort. For
example, for Regular small letter Same State baatalirect trays, the price discount
would be reduced from 8.3 to 7.8 cents under tbpgmed prices. However, for Off
Peak batches of the same kind, the price discoantdnncrease from 9.4 to 11.6
cents.

% Australia Post Response to ACCC Issues Pal@March 2011, pp. 8-9.

" Price differentials are derived from prices inpgpdix A.
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On the basis of volume-weighted data provided bgtralia Post, across all categories
of PreSort small letters in 2011-12, the averageeptiscount for Regular would be 5.9
cents, and for Off Peak 9.5 cents.

6.2.2 Cost differentials

On the basis of data provided by Australia Post,uhit costs of PreSort small letters
are lower than those of Clean Mail by an averageymaf less thaml cent for
Regular and] cents for Off Peak. (The actual cost figures ardidential to Australia
Post.) This estimate of cost saving is based onlglifferences in processing, as
Australia Post submits that no saving is madeangport, delivery or other stages.

The proposed price restructuring is expected toease the proportion of PreSort
received as Off Peak, which could slightly incretieeaverage cost saving to Australia
Post, due to the ability to handle it at off-peiakes or transport it more cheaply.

6.3 ACCC’s view

Data provided to the ACCC suggests that the primeodnt available for PreSort malil

is higher than the cost savings to Australia Pashfthe reduction in processing work
at present, and would remain so after the proppsed increases. Price discounts for
PreSort small letters relative to Clean Mail woaletrage around 6 to 10 cents, while
cost savings would remain at less tharcents. Given that the price discount is greater
than the cost savings to Australia Post, the ACG&idlers it is unlikely that the
proposed price increases would result in an antigeditive price squeeze.

7  ACCC'’s preliminary view
The ACCC'’s preliminary view is toot object to Australia Post’s revised proposal to

increase charges for PreSort letter services, Haw€lean Mail letters and the annual
fee for its Reply Paid Mail service.
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APPENDIX A — Australia Post’s proposed prices
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APPENDIX B — Legislative framework

B.1 ACCC's prices oversight role

The ACCC's role in the prices oversight of Austafost’s reserved letter services
falls within the scope of Part VIIA of theompetition and Consumer Act 20QDCA).
In particular, under section 95X of the CCA, thenMter (Treasurer), or the ACCC
with the approval of the Minister (Treasurer) may:

= declare goods or services to be ‘notified’ goodseaswices

= declare a person to be, in relation to goods aices of a specified description, a
‘declared person’ for the purposes of Part VIIAlwe CCA.

On 23 February 2011, The Treasurer issued a nelarddon that provides that
Australia Post is a declared person, and the povisf reserved letter services and the
carriage within Australia of registered publicasaare notified services for the
purposes of Part VIIA of the CCA.

The new Declaration replaces the lapsed Declara@fofmade in 1992 under section
21 of thePrices Surveillance Act 1983The new Declaration ceases on 25 February
2016.

This Declaration means that in accordance with@e&5Z of the CCA, Australia Post
must notify the ACCC if it proposes to:

® increase the price of a notified service
" introduce a new service that would fall within thefinition of notified services or

= provide an existing notified service under termd aonditions that are not the
same or substantially similar to the existing teemd conditions of that service.

The ACCC must review price notifications and takelsaction, in accordance with
Part VIIA of the CCA (subsection 95G(5)), as it siiers appropriate. In performing
its functions assessing Australia Post’s pricefivations, the ACCC:

= gives special consideration to the matters outlinédinisterial directions, such as
Direction 8 and Direction 11 (discussed in secio below)

® has particular regard to matters outlined in sulim@®5G(7) of the CCA.
B.2  Ministerial directions (Direction 8 and Directi on 11)

There are two ministerial directions relevant te ACCC’s assessment of Australia
Post’s price notification—Direction 8 and Directi@t. Consideration of the statutory
criteria under subsection 95G(7) of the CCA is sabjo these Directions.

As detailed in the ACCC’Statement of regulatory approach to assessing price
notifications Direction 8 is a general Direction given to th€@C by the Government
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under section 20 of tHerices Surveillance Aan 22 April 1988. Direction 8 provides
that the ACCC must give special consideration to:

The Government’s policy that increases in executmuneration in excess of those conferred
under wage fixing principles should generally netazcepted as a basis for price increases.

Of primary importance to the ACCC’s assessmentustralia Post’s price
notifications is Direction 11, made on 14 Septeni890. Direction 11 states:

i. In exercising its powers and performing its funaaunder the Act in relation to prices charged
by the Australian Postal Corporation (Australiatpasrespect of the transmission within
Australia by ordinary post of standard postal &ti@nd registered publications, to give special
consideration to the following matters:

= Australia Post’s obligation to pursue a financialigy in accordance with its corporate
plans as set out in sections 35-41 of the Austrdbastal Corporation Act 1989 and in
particular the pricing targets and Government eselbfinancial targets contained in
Australia Post’s corporate plan;

= The functions and obligations of Australia Posseisout in sections 14-16 and 25-28 of the
Australian Postal Corporation Act 1989 and to sdicections or notifications given to
Australia Post by the Minister for Transport anch@ounications under that Act as may
from time to time be in force;
ii. To provide, where appropriate in confidence, adticthe Government on the appropriateness

of pricing targets to be included in Australia Pofiiture corporate plans. Such advice should
be given in the context of the financial targetatamed in the corporate plan.

B.2.1 Australia Post’s obligation to pursue a finan cial policy, pricing
targets and Government endorsed financial targets

In accordance with Direction 11, the ACCC must gipecial consideration to
Australia Post’s obligation to pursue a financialigy in accordance with its corporate
plan. While Direction 11 refers to sections 35—#ithe Australian Postal Corporation
Act 1989(APCA), only sections 38 and 40 of the APCA remaperative.

Section 38 specifies the matters that Australiad Past have regard to in preparing or
revising a financial target in its corporate plas.stated under section 38 of the APCA,
in preparing or revising a financial target forlusion in a corporate plan under
section 17 of th€ommonwealth Authorities and Companies Act 189 Board shall
have regard to:

a) the need to earn a reasonable rate of return otraiasPost’'s assets
b) the need to maintain the extent of the Commonwisaditjuity in Australia Post
c) the expectation of the Commonwealth that Austiabat will pay a reasonable dividend
d) the need to maintain Australia Post's financiabity
e) the need to maintain a reasonable level of reseesp®cially to make provision for:
i. any estimated future demand for postal services

ii. any need to improve the accessibility of, and perénce standards for, the letter service
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f) any other commercial matters the Board considgusogpiate

g) the cost of carrying out Australia Post's commuaséyvice obligations

h) the cost of performing Australia Post's functiom&imanner consistent with the general policies of
the Commonwealth Government of which the direcéwesnotified under section 28 of the
Commonwealth Authorities and Companies Act 1997

j) the cost of implementing any directions given b khinister under section 49

k) the cost of any other obligations of Australia Rowder this or any other Act that require it to act
otherwise than in accordance with normal commepriattice.

Section 40 of the APCA enables the Minister to mitB0 days of receiving Australia
Post’s corporate plan and after consultation withBoard of Australia Post direct it to
vary the financial target in its plan and/or th&eient included in the plan of the
strategies and policies under which Australia ogposes to carry out its CSOs.

B.2.2 Australia Post’s functions and obligations

The ACCC must give special consideration to AustBbst’s functions set out in
sections 14-16 of the APCA and also sections 26f2Be APCA which detail
Australia Post's commercial, community service, gaderal governmental
obligations.

Section 14 of the APCA details Australia Post'sipipal function:

The principal function of Australia Post is to slyppostal services within Australia and
between Australia and places outside Australia.

Section 15 of the APCA provides Australia Post’bssdiary function:

A subsidiary function of Australia Post is to caaty, outside Australia, any business or
activity relating to postal services.

Section 16 provides that Australia Post’s functials® include the carrying on, within
or outside of Australia, of any business or agfitiitat is incidental to Australia Post’s
primary and subsidiary functions.

Section 25 of the APCA identifies that AustralissPbas three obligations — its
commercial obligation, its community service obtiga, and its general governmental
obligation.

Section 26 of the APCA provides Australia Post’'matercial obligation:

Australia Post shall, as far as practicable, perfis functions in a manner consistent with
sound commercial practice.

Section 27 of the APCA outlines Australia Post'snoounity service obligation:
1) Australia Post shall supply a letter service.
2) The principal purpose of the letter service isphysical means:

a) to carry, within Australia, letters that AustraRast has the exclusive right to carry
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b) to carry letters between Australia and places datsiustralia.

3) Australia Post shall make the letter service ab#lat a single uniform rate of postage for the
carriage within Australia, by ordinary post, oftéat that are standard postal articles.

4) Australia Post shall ensure:

a) that, in view of the social importance of the lettervice, the service is reasonably accessible to
all people in Australia on an equitable basis, wkier they reside or carry on business

b) that the performance standards (including delitiengs) for the letter service reasonably meet
the social, industrial and commercial needs ofAtistralian community.

5) In this section:

= Australia includes Christmas Island and Cocos (iKgglislands, but does not include any other
external Territory to which this Act extends.

Section 28 of the APCA outlines Australia Post'asgm@l governmental obligation:
Australia Post shall perform its functions in a veaysistent with:

a) any general policies of the Commonwealth Governroémthich the directors are notified
under section 28 of the Commonwealth Authoritied @ompanies Act 1997;

b) any directions given by the Minister under sectd@n

c) Australia’s obligations under any convention.

In addition to the general requirements of the @®&@er paragraph 27(4)(a) of the
APCA regarding accessibility and under paragrapid)2@) regarding performance
standards (including delivery standards), Austrabat must also comply with
prescribed performance standards specified in atéiguks made pursuant to section
28C of the APCA-Australian Postal Corporation (Performance Standgrd
Regulations 1998he Regulations).

The prescribed performance standards (outline@taildn Appendix C), place specific
requirements on Australia Post in relation to rdailvery and in relation to the
accessibility of services. In particular:

= regulation 5 prescribes the frequency of delivery

® regulation 6 details the accuracy and speed o¥elgli(for reserved services)

= regulation 8 specifies the mail lodgement pointsaiticles other than bulk mail

= regulation 9 imposes requirements on Australia Polation to the number and
location of its retail outlets.

B.3  Subsection 95G(7) of the CCA

As stated under ss. 95G(7) of the CCA, in exergigmpowers and performing its
functions under this Part, the Commission mustjesiitto any directions given under
section 95ZH, have particular regard to the follogvi
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a) the need to maintain investment and employmenitidieg the influence of profitability on
investment and employment

b) the need to discourage a person who is in a positicubstantially influence a market for
goods and services from taking advantage of thaepin setting prices

c) the need to discourage cost increases arisingifforaases in wages and changes in the
conditions of employment inconsistent with prinefplkestablished by relevant industrial
tribunals.

The ACCC'’s approach to interpreting subsection 99@{ the CCA is outlined in
detail in itsStatement of regulatory approach to assessing prateications The
ACCC's approach to applying subsection 95G(7) ef@ICA for its assessment of
Australia Post’'s 2011 price notification is consrgtwith the approach outlined in this
guide (key sections reproduced below).

B.3.1 Investment, employment and market power

A declared firm may possess monopoly or market pavigch allows it to charge
excessive prices through having either costs abtii@ent levels, or profit margins
above competitive levels.

An important consideration relevant to the firsoteriteria in subsection 95G(7) is that
in an open and competitive market economy efficpgotision of services underpins
investment and employment opportunities. Furtherestment and employment in the
national economy will be promoted when firms praglgoods or services efficiently
and price them competitively.

The ACCC has interpreted the criterion in paragsa@®G(7)(a) and (b) as seeking to
promote economically efficient investment and emplent throughout the economy.
This is broadly consistent with the objectives initl by the Government for pricing
infrastructure services under the national aceegisne under Part IlIA of th&rade
Practices Act 1974superseded by the CCAand also consistent with the object of
prices surveillance, as set out in section 95EeiGCA.

Economic efficiency encompasses the following eletsie
= productive efficiengywhich is achieved when firms have the appropiratentives
to produce goods or services at least cost, ardlption activities are distributed

between firms in a manner that minimises industiyencosts

= allocative efficiencywhich is achieved when firms employ resourcgsrtmluce
goods and services that provide the maximum betwesibciety

T Australia Post and Airservices Australia are kitiiutory monopoly providers of particular sergice
and the Productivity Commission found that Sydnéypért has a high degree of market power in
domestic markets (Productivity Commissi®mice regulation of airport serviceslnquiry report,

23 January 2002).
2 See Commonwealth GovernmeBhvernment response to Productivity Commissionnteqn the
review of the National Access Regjr@anberra, September 2002.
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= dynamic efficiengywhich is achieved when firms have appropriatemives to
invest, innovate and improve the range and quafityoods and services, increase
productivity and reduce costs over time.

Although a competitive benchmark may be lackingaustries subject to prices
surveillance, economically efficient prices woudd,in competitive areas, reflect least-
cost production and include profit margins reflegta return on capital commensurate
with the risks faced by the firm.

Prices above efficient levels result in a lossllafcative efficiency as they discourage
some marginal purchases which would have had & \althe purchaser above the cost
of supply. As excessive prices are passed on imehigosts for other industries using
the services, they lead to lower profits and paddigita loss of investment and
employment opportunity in the competitive sectdrthe economy.

Accordingly, the ACCC considers that the criteniaubsection 95G(7) will generally
be met by economically efficient prices which refle

= an efficient cost base

= areasonable rate of return on capital.

Including a reasonable rate of return on capitgbleged in prices for goods and
services addresses the criterion in paragraph 983 (n relation to the declared firm’s
industry by providing incentives to maintain prabte investment. At the same time, a
declared firm which may have substantial influeimca market for notified goods and
services is discouraged from charging prices basgarofits above that reasonable rate
of return addressing the criterion in paragraph (33@).

B.3.2 Wages & conditions of employment

The ACCC considers paragraph 95G(7)(c) is lesvaeleto its consideration of price
notifications following changes to industrial rétats legislation in 1996 which led to a
movement away from centralised wage fixing to agreats negotiated at the
enterprise level. The object of tiiéorkplace Relations Act 199¢as to give ‘primary
responsibility for industrial relations and agreetmaking to employers and
employees at the enterprise and workplace levels’.

Enterprise bargaining has remained central to @mpabh enterprise to negotiate the
types of terms and conditions and work practicas aHow an enterprise to retain good
staff and make productivity gains that ultimatetpmote the future profitability of that
enterprise. This type of remuneration is intenadeddost the capacity of the enterprise
to attract investment and provide future employment

Consistent with the current wage determination &awrk, the ACCC is more likely to
not object to price increases based on wage inesealsere such wage increases are

3 Commonwealth Department of Industrial Relatid@isanges in federal workplace relations law -

legislation guide, Dec. 1996, p. 1.
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associated with improvements in productivity ana¥age levels are at market levels.
However, in monopolies or industries with highlyncentrated market power, there
may be less pressure for wage and labour agreetoeléskept within the bounds of
conditions across the economy generally. In assgssprice notification the ACCC
will usually treat the level of wages and condii@s part of the broader issue of an
efficient cost base.

B.4 ACCC'’s approach to considering Ministerial Dire ctions and
subsection 95G(7) of the CCA

The Explanatory Memorandum of the Trade Practiaggdlation Amendment Bill
2003 clarifies that matters specified in Ministedaections are more important
considerations than the factors specified in se@®G of the CCA!

The Explanatory Memorandum states in regard tase86G of the CCA that:

...In exercising its powers and performing its fuans under Part VIIA, the Commission

must, subject to any directions given under s95&hi¢h would become the paramount factors
to be considered by the Commission), have partigelgard to the three other factors
described in s95G(7)(a), (b) and {2).

Further, it states in regard to section 95ZH of@@A that:

...The purpose of the provision is to ensure thabtigrations of the Commission remain
within the framework of Government policy (95ZH s considerations are to be paramount;
for example, they are to be more important conatitams than the particular factors specified
in 95G)’®

While the ACCC acknowledges that it must give splecbnsideration to the matters in
Direction 11, it continues to also be obliged todnparticular regard to the factors
specified in section 95G of the CCA.

It is the ACCC'’s view that the approach it takegjiving special consideration to the
matters set out in Direction 11 such as AustratiatB functions and obligations, its
obligation to pursue a financial policy, pricingdgats and Government endorsed
financial targets does not conflict with the apmioéhat it takes in having particular
regard to the factors specified in section 95G.

Additionally, the ACCC considers the matters raiseBirection 8 in a similar way to
that of paragraph 95G(7)(c). The issues raisedriacion 8 and 95G(7)(c) are less
relevant now than in 1998 in light of the movemaway from centralised wage fixing
to agreements negotiated at the enterprise leesleitheless, the ACCC treats the

" Trade Practices Legislation Amendment Bill 206pI&natory Memorandum, accessed on
24 May 2011 at http://www.austlii.edu.au/au/ledis/ill_em/tplab2003351/memol.html (see
Division 2 - Commission’s Functions).

S Trade Practices Legislation Amendment Bill 200 I&natory Memorandum, accessed on
24 May 2011 at http://www.austlii.edu.au/au/ledisfoill_em/tplab2003351/memol.html.

8 Trade Practices Legislation Amendment Bill 200 I&natory Memorandum, accessed on
24 May 2011 at http://www.austlii.edu.au/au/ledisfoill_em/tplab2003351/memol.html.
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level of wages and executive remuneration as fhats broader concern related to the
efficiency of the cost base.

B.4.1 Australia Post’s functions and obligations

Australia Post is under a commercial obligatioratmfar as practicable, perform its
functions in a manner consistent with sound comrakpeactice. In the ACCC'’s
opinion this would entail charging prices that eeflthe efficient costs of production
and include profit margins reflecting a return coemsurate with the risks Australia
Post faces. In a commercial setting, seeking pabese efficient cost levels would put
a firm at a competitive disadvantage and wouldogstommercially sound.

As a result of Australia Post’s CSOs (and presdriperformance standards), the costs
associated with the provision of Australia Postésdard letter service are greater than
what would be incurred if the letter service was subject to the CSO (and prescribed
performance standards). In addition, the CSO requaruniform price structure for the
standard letter service. However, (particularlfight of the expectation of declining
volumes for letter services as set out in thisgnotification) Australia Post’s ability to
continue to meet its CSO on an ongoing basis &lgoires prices to be set to recover
efficient costs (accounting for Australia Post's@&nd prescribed performance
standards) and include profit margins that refeestturn commensurate with the risks
faced by Australia Post. Levying prices above lvel would deter consumption of
Australia Post’s reserved services and thus imj&ctinancing of Australia Post’'s
CSOs.

B.4.2 Australia Post’s obligation to pursue a finan cial policy, pricing
targets and Government endorsed financial targets

The ACCC notes that a cost based approach to arirgjdAustralia Post’s price
notification—where an assessment is made of thenéxd which the additional
revenue from the proposed price increases will lientdle recovery of efficient costs
including profit margins reflecting a return comraarate with the risks faced by the
firm—facilitates the ACCC in providing special caharation to the pricing targets and
Government endorsed financial targets in Austi@bat’'s corporate plan.

In the context of Direction 11 and subsection 95@fthe CCA, the ACCC considers
that its assessment of Australia Post’s curreringiproposal should be guided by the
following:

= whether the cost base, including a rate of retumdgerlying the proposed price
increases is efficient

= whether proposed price increases will provide AalstiPost with economically
efficient investment incentives

= whether the proposed price increases will provmlesamers with economically
efficient signals for the consumption of Austrdfiast’s services.
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APPENDIX C — Legislative instruments

Commonwealth of Australia

Competition and Consumer Act 2010

PRICE NOTIFICATION FOR AUSTRALIA POST’S RESERVED LETTER SERVICES

I, WAYNE SWAN. , Deputy Prime Minister and Treasurer, pursuant to section 95X of the
Competition and Consumer Act 2010 (‘the Act”), hereby declare:

1. the provision of letter services reserved to Australia Post under Division 2 of Part 3 of the
Australian Postal Corporation Act 1989, and the carriage within Australia of registered
publications, to be notified services for the purposes of the Act; and

2. the Australian Postal Corporation to be, in relation to those services, a declared person for the
purposes of the Act.

.This declaration is to cease to have effect on and from 25 February 2016, unless revoked earlier.

Dated this o3  dayof %ﬂ‘? 2011.

y

/

G

Wayne Swan
Deputy Prime Minister and Treasurer
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P RICES EURVEILLANCE ACT 1983

pIRECTIOH (RO 11)

I, BEIMON FINDLAY CREAM, Minister of Sktate [or Science and
Technology, acting for and on Behalf of the Treasurer, in
pursuance of section 20 of the

hereby direct the Prices Surveillance Authority:

(i) In exarcising lts powers and performing its functions
undaer the Act in relation to prices charged by the
Australian Postal Corporation (Australia Post) in
respect of the transmission within Australia by
ordinacy post of standard postal articles and
registered publications, to glve special consideration
toe the following matters:

Australia Post's obligaktion to pursue & Financial
policy in #fccordance with its corporate plans as
gset out in sections 35-41 of tha

and in particular the pricing
targets and Government endorsed financial targets
contained in Australia Post's corporate plan;

the functions and obligations of Australia Post as
get out in Bections 14-l6 and 25-28 of tha

and ta such
directions or notifications given to Australia
Post by the Miniegter for Transport and
Communications under that Act as may from time to
time be in force;

{i1) To provide, where appropriate in confidence, advice to
the Government on the appropriateness of pricing
targeks to be included in Australia Post's future
corporate plans. Such advice should be given in the
context of the financial targets contained in the
corporate plan.

The matters set out in this direction are teo replace those
contained in the Treasurer's direction of 2% July 1984.

Dated this // f"! day of gl’j'”-u'“t“"-- 1990,
_ - M

Bimon Crean
Minister of State for Science and Technology
Acting for and on behalf of the Treasurer

Y
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COMMONWEALTH OF AUSTRALIA

PRICES SURVEIII.ANCE ACT 1983

DIRECTION

I. Paul John KEATING, the Treasurer, in pursuance of section
20 of the Prices Surveillance Act 1983, hereby direct the
Prices Surveillacne Authority to give special consideration,
in exercising its powers and performing its functions under
that Act, to the following matter in addition to the matters
in paragraphs (a), (b) and (c) of sub-section 17(3) of the
Act:

the Government's policy that increases in executive
remuneration in excess of those permitted under wage
fixation principles and decisions announced by the
‘Australian Conciliation and Arbitration Commission in
National Wage Cases should generally not be accepted as
a basis for prices increases.

1/
e

% A
D AL day of W 1988

e

Treasurer
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