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Glossary

90/10 rule

90/10 dlowancet

ACCC
ADMA
AMAS
Augtradia Post
APC Act
Barcode

Barcode Direct Trays

Barcode resdue

Basic postage rate
BPR

As pat of the phasing in of barcoding, not dl of a barcoded PreSort
lodgement had to be barcoded. From 1 July 2001 to 30 June 2002, at
least 90% of barcoded PreSort lodgements were required to be
barcoded to attract the barcode rate. Unbarcoded |etters lodged under
the 90/10 rule had to be presented in Unbarcoded Residue trays and
were charged at the same rate as Barcoded Residue.

Although the 90/10 rule was to cease to have effect after 30 June
2002, Audtralia Post has extended the 90/10 rule given that it would be
logica to continue the concession in light of the proposed introduction
of Clean Mail/Unbarcoded Residue prices in Jan 2003.

Ausdraian Competition and Consumer Commisson
Audrdian Direct Marketing Association

Address Matching Approva System

Augtraian Postal Corporation

Australian Postal Corporation Act 1989

Each postd address in Audrdia has a unique delivery point identifier
number which can be gpplied to an envelope as a barcode which
enables machine sorting of letters. In cases of bulk mail, the sender or
amail aggregator may apply the barcode to the letter and presort prior
to lodgement thus earning a discount rate of postage.

A PreSort category. Barcode Direct Trays attract the lowest rates.
However, a minimum of 300 letters, dl barcoded and dl with
addresses belonging to a single sort plan number (postcode range) is
required to qualify for thisleve of charges.

A PreSort category. Barcoded letters that cannot be sorted into
Barcode Direct Trays are lodged in barcode residue trays. The charge
for these letters is higher than for those letters lodged in a Barcode
Direct Tray.

See BPR

Basic Postd Rate — the rate that applies to the universal service (i.e. the
full rate smal letter service). It is the price of ordinary smal letters,

! The Commission understands that thisis an interim measure that will become obsolete if the proposals
in the draft notification comeinto effect in January 2003.



Clean Mall

CPl
CSO

DORC or ODRC

DPID

Draft satement

DRP

Full rate letters

Future Post program

GDP
Large letter

Letters business

Locd mal

Medium letter

MMUA

MRP
NCC

currently 45 cents.

A new category proposed in the draft notification for 300 or more
machine addressed, unbarcoded and minimally sorted letters which can
be mailed at the proposed “Clean Mail” rate. Clean Mall is further
divided into smdl, medium and large letter categories.

Consumer Price Index

Community Service Obligation. Thisis the description given to services
provided for the good of the community and not for economic gain.
CSOs are often provided at a loss and must be funded either directly
by Government subsidy, by the provider forgoing profits or by raising
prices on other services to cover the loss on the CSO (cross-subsidy).
In the case of Audrdia Pogt, the CSO is the provison of mail services
a a uniform cost even though in some aress, the cost of providing the
sarviceiswell in excess of the income received.

Optimised Depreciated Replacement Cost

Delivery Point Identifier. A unique eight digit code alocated to each
delivery point (address to which Audtrdia Post ddivers). The DPID is
necessary for barcoding.

Augrdian Competition and Consumer Commission, Draft Statement
of Regulatory Approach to Price Notifications, April 1998.

Augrdian Competition and Consumer Commission, Draft Statement
of Principles for the Regulation of Transmission Revenues, May
1999.

L etters that do not attract a discount
Barcoding and multi line optica character reading technology
Gross Domestic Product

Weighs up to 500 gms, no larger than 260mm x 360mm, no thicker
than 20 mm.

That part of Audtrdia Post’s operations covering the ddivery of letters
within Audrdia Other business units include Parcds, Retall, Financid
Services and Logigtics.

This is a discount rate on lettars sent and ddlivered within a defined
locd area. Itisonly avalablein certain aress.

A category for bulk mail defined by dimensons. Used for large
transactiond mailings and promationa mailings to help distinguish them
from other mail.

Magor Mail Users Association
Market Risk Premium
Nationd Competition Council



Noatification

NPV
ODRC or DORC

Off peck

Optical character
reading technology

PAF

PreSort

Print Post

PSAct

PSA

RBA

Regular Delivery

Resarved

Smal letter

The Commisson
TLMS

When a declared body gives notice to the Commission of its intention
to rase prices, it is sad to have given natification of the increase.

Net Present Vdue
Optimised Depreciated Replacement Cost

A lower rate for non-time critical mail. Off pesk dlows Audrdia Post
to ddiver letters up to 3 days beyond Regular Ddlivery.

Technology that can “read” the addresses on letters and sort these
letters mechanicdly.

Postd Address File. This contains dl the addresses to which Audtrdia
Post ddlivers and their associated DPID.

Austraia Post offers reduced charges to bulk mail customers who sort
smdl, medium and large letters according to specified requirements

before lodgement. Applies only to a lodgement containing a minimum
of 300 letters.

Since 1 July 2002 PreSort letters can be further classfied into three
categories. Barcode Direct Trays, Barcode Resdue Trays, and
Unbarcode Residue Trays. Different rates also apply to PreSort letters
sent for regular ddivery or off pesk ddivery.

Prior to 1 July 2002 PreSort letters could be classfied into a wider
range of categories enabling lodgements of unbarcoded bulk mail. As
these categories no longer exist, unbarcoded bulk mail is indigible for
any discounts unlessit can be lodged under the 90/10 alowance.

Service for authorised periodica publications within Audtrdia. Not part
of the reserved service.

Prices Surveillance Act (Commonwealth) 1983
Prices Surveillance Authority

Reserve Bank of Audrdia
AudrdiaPog’snormd deivery timefor letters.

Refersto postd services reserved to Audtraia Post under legidationii.e.
no other entity can provide these services. Reserved services include
the delivery of letters within Audrdia (excluding certan types of
sarvices as specified in legidation) and the issuing of postage stamps.

No larger than 130mm x 240 mm, no thicker than 5mm, no heavier
than 125 gm and no smdler than 88mm x 138mm.

The Augraian Competition and Consumer Commission

Tray labdling management software (TLMS) which dlows bulk mail
customers to creste mail tray labels, subject to licenang conditions.
Tray labds identify the find destination and contents of each tray.
Different labels are needed for different products and tray sizes. Labdl



UK
Unbarcoded PreSort

Unbarcoded residue

Universa sarvice
obligation
us

USPS
WACC

stock isfree. Order forms must be completed for pre-printed labels.

United Kingdom

A discontinued bulk mail category where the letters were not barcoded
but could quaify for PreSort discounts. Up to 1 July 2002, bulk
unbarcoded letters could be lodged in their own right and sorted into
trays or bundles for further discounts. A minimum of 300 aso applied.
This serviceis not available beyond 1 July 2002 and unbarcoded | etters
that cannot be lodged as “unbarcoded resdue’ must be lodged as
ordinary mal a the BPR.

Prior to 1 July 2002 this category described unbarcoded |etters lodged
as unbarcoded PreSort letters but not sorted into direct trays or direct
bundles.

Currently this grouping refers to the PreSort category introduced after 1
July 20022, Unbarcoded letters lodged as part of a barcode PreSort
lodgement are digible for access to the Barcode Residue pricing under
the 90/10 dlowance but must be lodged in a separate tray. The charge
for lettersin this category isthe same as for the barcoded residue.

The draft notification proposes the introduction of another new
definition of “unbarcoded residue’. Under this definition, unbarcoded
letters can be lodged as part of a barcoded PreSort |odgement without
the regtriction on numbers that applies under the 90/10 dlowance (or
gpplied under the 90/10 rule). However, only letters to addresses
which do not have a DPID can be lodged in this category. Therate for
unbarcoded residue letters is proposed to be increased to 45 cents, the
same asfor Clean Mail but above the proposed barcode residue rate.

This means that Audrdia Post must carry and deliver sandard
letters at a uniform postage rate — currently 45c - to anywherein
Audrdia

United States
United States Postdl Service
Weighted Average Cost of Capital

2 As with the 90/10 allowance, the Commission understands that this is an interim measure that will
become obsolete if the proposals in the draft notification come into effect in January 2003. The
definition enables a new discount on unbarcoded letters which Australia Post can revoke as long as
the requirements of the PS Act are observed.



Executive summary

The Commission’s preliminary view

In April 2002 the Audtrdlian Pogtd Corporation (Austraia Post) submitted a Draft Pricing
Proposd (the draft proposd) to the Austrdian Competition and Consumer Commission (the
Commission) to increase arange of postd charges. Aswell as raisng the basic postage rate
(BPR) from 45c to 50c, increases are proposed for large letters, pre-sorted mail, greeting
cards and prepaid envelopes. The changes are proposed to take effect from 13 January
2003. In addition, Australia Post proposes to dter the requirements for some categories of
busness mall, incuding introducing a new mail category, ‘Clean Mall’.

In its draft notification, Audraia Post argues that the profitability of providing letter services
is declining as a reault of fdling volume growth and fewer opportunities for improving
productivity. It aso points to the fact that its Community Service Obligations (CSO) impose
adgnificant annud cogt, and the ongoing need to earn acommercid rate of return.

The Commission’s preliminary view is to not object to the increase to the basic podtd rate
or the introduction of Clean Mail and unbarcoded residue rates; but to object to the other
proposed increases including bulk PreSort rates, large letters and some locd delivery
services. The decision is expected to add around $53 million to Audtrdia Pogt’s revenue in
2003/04, the firg full year in which the increased charges will apply, which is dightly more
than haf of the $91m sought by Austrdia Post.

The Commisson's preliminary view is that the prices not objected to should provide
Audrdia Post with a reasonable return over the five year period to 2006/07. Maintaining a
price freeze (a these gpproved levels) provides Audralia Post continued incentives to
reduce costs and grow volumes. In addition it provides price certainty to Audrdia Pogt’s
customers and facilitates business planning.

The Commission’'s preiminary view recognises that some price increase may be warranted
given expectations of dower volume growth and generd increases in the cost of inputs.
However, the Commission has some concerns about the rate of return Audtralia Pogt is
seeking from its regulated services. The Commisson aso notes that Audrdia Podt's
forecast volume growth may be somewhat conservative. While dower rates of volume
growth may inhibit the rate of future productivity growth, as Audtrdia Post suggests, the
Commission consders that there may be some scope for Audralia Post to explore cost
savings beyond 2004/05.

The preiminary view implies a price dructure between bulk and non-bulk mail that is
different to that proposed by Audrdia Post. However, the case for price increasss is
stronger in relation to the BPR than for other rates, as ordinary letters gppear to be currently
priced below cogt. In contrast, PreSort mail appears to be very profitable. As aresult, there
isacross-subsidy from bulk mall usersto ordinary mail users.



The Commisson has some concerns about this current low margin between the BPR and
bulk prices. Maintaining a narrow differential, as proposed by Audrdia Pog, limits the
scope for effective competition to Audrdia Post in providing some services. For example,
the potential for mail aggregation businesses to develop, as has occurred in oversess
markets such asthe US, would be hampered.

An increase to the BPR may aso increase the potential for Australia Post to extend the retall
digribution of stamps through parties such as newsagents. This could provide increased
convenience and accessibility to consumers.

The Commission sees some merit in introducing the Clean Mail product and the unbarcoded
residue rates, as these shield some users from the proposed increase to the BPR. However,
these new products dso have the potentia to limit the scope for mail aggregetion if there is
inaufficient margin over the price of PreSort mall. This effect may be avoided if the
Commission objects to increases in PreSort rates.

The Commission’s process

In reaching its prdiminary view on the draft proposa the Commisson has carried out an
extengve public consultation process. In May it reeased an issues paper seeking
submissons. The Commisson received a totd of 26 submissons from mgor mail users,
other businesses and members of the public. In June the Commission held a series of public
forums around Audrdia, and in July a technicd discusson forum in Mebourne. Public
forums were held in Brisbane, Townsville, Sydney, Adelaide, Perth, Hobart, Melbourne,
Tamworth, Canberra and Darwin.

The Commission aso obtained advice from the following externd consultants:
» Professor Kevin Davis, on cost of capita; and
= Meyrick & Associates, on Audrdia Pogt’s productivity.

These reports are available on the Commission’ s website at http://www.accc.gov.au.

The Commission is now seeking submissions in response to its preliminary view.
These should be provided by close of business 27" September 2002. It ams to
release afina decison in late October.

Submissions should be forwarded to the following address by COB Friday 27"
September 2002:

Margaret Arblaster

General Manager

Trangport and Prices Oversight

Augtralian Competition and Consumer Commission

PO Box 520J Méebourne, Victoria 3001

Fax 03 9663 3699



E-mail: margaret.arblaster@accc.gov.au
or richard.home@accc.gov.au

Australia Post’ s proposal

Austrdia Post provided its estimate of the average price changes as summarised in Table A
below. The average price increase proposed is around 5 per cent.

Table A: Current and proposed postal char ges*

Service Averagerate per unit — Averagerate per unit — Change
current prices proposed prices

Ordinary letters

Smadl $0.45 $0.50 11.2%
Large $1.19 $1.21 19%
Average —ordinary letters $0.57 $0.62 7.9%
Bulk letters
PreSort $0.41 $0.43 5.0%
Clean Mail $0.45 $0.45 0.0%
Local delivery $0.42 $0.47 11.9%
Average —bulk letters $0.42 $0.44 3.5%
Total Letter Services $0.47 $0.49 5.1%

*Prices are GST-inclusive

An overview of Audrdia Post’s approach is provided in Chapter 1. A full lig of dl the
proposed price changesis provided in Appendix A.

Submissions from interested parties

The Commission has recelved submissions from mail user associations such as the Mgor
Mail Users Association (MMUA) and Audrdian Direct Marketing Association (ADMA);
businesses including mail houses, newsagents, printers, mail aggregators and retalers, and
individuds. (see Appendix B for full lig and summary of submissons received. The
submissions are dso available from the Commisson’swebsite at http://www.accc.gov.au.)

Most, but not al, submissions oppose the proposed increases. It was suggested in some
submissions supporting the proposa that increased prices were necessaxy to improve
licensees margins and to enable existing networks to be maintained.

However, the mgority of submissions are againg the proposd. Reasons given include the
lack of information trangparency of Audrdia Podt’s figures, questions regarding the forecast
decline in volumes, perceived opportunities for further productivity improvements, current
problems with quaity of service; and issues surrounding Austrdia Post’s CSOs. A number
of concerns about the potential impact on mail users - both individuds and businesses -
were aso raised. These comments noted the effects of the remova of Adpost and the
phasing out of discounts for unbarcoded mall.



A number of retailers also raised issues with Audtrdia Pogt. In particular, these focussed on
the extent to which Audrdia Pod’s retail services are cross-subsidised by its monopoly
activities, and the lack of commisson paid by Audrdia Pos for the retailing of stamps.
Other submissions aso raised concerns about cross-subsdisation.

Regulatory framework

‘Reserved’” postad services are defined under section 29 of the Australian Postal
Corporation Act 1989 (APC Act), which gives Audrdia Post the exclusive right to ddliver
letters and perform other functions related to their ddivery within Audtrdia whether they
originate in Audtrdia or overseas. Reserved services are declared under section 21 of the
PS Act and Audtrdia Post mugt notify the Commission if it wants to increase prices.

Other services provided by Audtrdia Post are not reserved, and are open to competition
from other businesses.  Such exceptions include letters weighing more than 250g and |etters
that are carried for a charge more than four times the basic postage rate, as well as non-mail
services such as retailing and financid services. The prices of these services are not subject
to the provisons of the PS Act.

In assessing price notifications submitted to it, the Commission is required to meet certain
datutory obligations under the provisons of subsection 17(3) of the PS Act. The
Commission gppliesthislegd framework according to the concepts and procedures outlined
in the Draft Statement of Regulatory Approach to Price Notifications.

Within this lega framework, the Commission broadly ams to ensure the proposed prices
are consgent with the following principles:

= the cost base underlying the proposed chargesis efficient;
= the service provider faces gppropriate Sgnas for new investment decisons,

» sarvice users receive appropriate signas for the efficient use of declared services,
and

= the provider earns a reasonable rate of return which does not reflect monopoly
rents.

Section 20 of the PS Act provides that the Minister may direct the Commission to give
gpecid condderation to certain other matters.  Direction 11, made under this provison,
requires the Commission to give consderation to:

= Audrdia Pog’'s obligaion to pursue a financid policy in accordance with its
corporate plans as set out in the Audtrdian Postal Corporation Act 1989 (APC
Act); and

» The functions and obligations of Audrdia Pogst as set out in the APC Act and
under any directions or natifications given to Audtrdia Post by the Minigter.

10



Application of the regulatory framework

The Commisson generdly attempts to assess the efficiency of the declared firm's cost base
and the rate of returr? the company is seeking. In other words, the Commission will balance
Audraia Post’s dedre to increase profits with the need to ensure that it does not increase
prices over and above alevd that is economicdly efficient.

In order to assess the efficiency of the cost base, the Commisson will usualy undertake a
detaled andysis of the declared firm’'s costs. However, Audrdia Podt’s initia submission
did not provide sufficient information to properly assess these issues and, insteed, provided
information about changes in activity levels and productivity growth which it damed would
affect its future cogts. The Commisson consders that these factors are not, in themselves,
aufficient to judtify a price increase especidly if the company is dready earning sufficiently
high returns.

The Commission has therefore undertaken its own andyss of the profitability of providing
reserved services. In doing 0, it has separated costs and profits relating to reserved
sarvices and other Audrdia Post services. The andyss seeks to estimate how much
revenue Audtralia Post needed to earn a high enough rate of return to enable it to continue to
provide the services.

This profitability andysis draws together the various factors congdered dsawhere in this
document. These include: the demand for postal services, costs — both capitd and operating
—and Audtrdia Post’s CSOs.

Demand for postal services

A key dement of Audrdia Pogt’s case for price increases is its argument that growth in mail
is dowing over the next 5-10 years, with its overal estimate representing an average growth
rate of 0.2% per anum from 2001/02 until 2006/07. Audrdia Post clams that letter
volumes will become increasingly affected by substitution, consolidation and rationdisatiort
over coming years. The Commisson’'s prdiminary view is tha such developments are
possble, and that Austrdia Post’s predictions gppear to be supported by internationd
experience.

However, severd submissions argue that this is a pessmigtic view, and tha the forecast
declineislikely to be related to the price increases currently proposed.

The Commission has reached the preliminary conclusion that demand for reserved services
is likely to be reaively price indadtic. That is, a price increase is unlikdy to result in a
ggnificant reduction in user demand. Of the three |etter ssgments identified by Austrdia Post

3 Rate of return means return on investment. That is, the profit as a percentage of assets or capital. It
does not mean profit overall.

4 Substitution means that instead of post, other methods, particularly electronic methods of
communication will be used. Consolidation and rationalisation includes methods used to reduce the
volume of mail such asincluding more information in one letter or reducing the frequency with which
bills or invoices are mailed out.
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—socid, transactiond and promotiona — the Commission expects that the price dadticity of
demand for socid and transactiond mail will be relaively low over the range of prices under
congderation. The Commisson is of the view, however, that promotiona mail users will be
more price senditive.

For the purposes of this preiminary view, the Commission has accepted Audrdia Post’s
forecasts and assumes that they dready reflect the anticipated effect of the proposed price
increases. Furthermore, while it is possble the increases may lead to some short-term
effects, an expected decline in red prices over the medium-term will mitigate the extent to
which volume reduction is a concern.

Productivity

Another key reason cited by Augtrdia Post for an increase in prices is the projected decline
in productivity growth to levels below those achieved in recent years. Audrdia Pogst dlams
that throughout the 1990s it achieved superior productivity gains through the introduction of
new technology, rationdisation of labour and changes in employment practices. Audrdia
Pogt contends that it will be unable to sugtain these growth rates particularly given its
forecast decline in letter volumes and reduced opportunities for labour and capita
productivity improvements.

Augrdia Post’s submission focussed on labour productivity. However, this is a patid
measure only, and if labour use has been reduced as a result of increased use of capitd, it
may overstate actua productivity performance. The Commission has therefore looked also
a measures of totd factor productivity, with the ad of independent consulting advice from
Meyrick & Associaes. This andyss has informed its assessment of the reasonableness of
Audtralia Podt’ s current and projected operating costs.

With regard to past productivity growth, the Commission’'s view is that Audrdia Post has
achieved dgnificant productivity gains over the 1990s. The Meyrick study found that
Ausdraia Pogt (as a whole) has improved totd factor productivity (TFP) by an average
3.5% p.a. over the past ten years. In focussing on just the reserved services, a smilar result
is obtained. This suggests that the current level of operating and maintenance codts are a
reasonable starting point for an andyss of Audtralia Pogdt’ s profitability.

The Meyrick results suggest that a significant subtitution of capita for labour has occurred
in recent years, a result that would be expected given the implementation of the FuturePost
program. This subgtitution explains the lower rate of growth in TFP compared to labour
productivity.

The higorica results dso show that a significant driver of past productivity growth has been
growth in output. It follows that forecasts of lower volume growth adso suggest lower rates
of productivity growth. Looking a the extent to which Audrdia Pogt is factoring in
productivity gainsin the future, it gppears thet thisisin fact the case. A reasonable reduction
in inputs is forecast, but anticipated volume growth is much lower. That sad, it is not clear
that Audrdia Post has fully explored the potentid for cost reduction in the years beyond
2004/05.

12



Rather than prescribing a reasonable level of projected operating and maintenance costs,
however, the Commisson’s emphasis is to encourage Austraia Post to continue to seek out
possible cogt reductions by providing it with suitable incentives. The previous price freeze
for the basic stamp (prevailing from 1992) appears to have been successful in providing
Audrdia Pogt with the incentive to reduce costs and pursue productivity gains. The
Commission consders that such an incentive could be replicated if Audtrdia Post adopted a
amilar pricing policy over the medium-term.

Community Service Obligation

The gatutory requirement that Austraia Post collect and ddliver “ standard postd articles’ at
a uniform rate throughout Australia means that it cannot operate in a purely commercid
manner. Audrdia Post dso has a requirement to provide a reasonably accessble and
equitable sarvice to dl people in Audrdia These requirements give rise to community
service obligations (CSOs).

The Commisson acknowledges that the impostion of these CSOs mean tha Audrdia
Podt’s costs will be higher than those that would be found in a purely commercid service
provider. Similarly, it accepts that the policy of providing services & a uniform rate
throughout Audrdia means that there will be some cross-subsidisation from profitable mall
routes to those routes on which the cost of providing services is greater than the price
charged. The costs associated with CSOs have therefore been incorporated into the
Commisson’s profitability andyss.

Cost allocation

A number of submissons expressed concern about the possibility that Austraia Post’'s
reserved services cross-subsidise competitive services, thereby providing Austrdia Post a
consderable advantage in the provison of the latter. The concern arises because Audrdia
Post incurs arange of costs which are common to the provision of both groups of services.

For the purposes of its profitability modeling, the Commisson sought to identify costs
rdevant only to reserved sarvices, including the dlocation of common costs between
reserved and non-reserved services. Addressing this issue necessitated an examination of
the manner by which Audtrdia Post dlocates costs between the two categories.

Austrdia Post uses a complex activity based cogting system to alocate codts to its different
products. Thisis referred to as its product costing system (PCS). Essentidly the sysemisa
form of fully distributed costing, which ensures that dl operating and depreciation codts are
alocated. The system does not, however, dlocate financing or tax codts.

Products in the PCS are not separated to the same level of detail as Audrdia Post’'s
Separate pricing categories. However, the product categories in the system clearly
diginguish those tha are reserved from those that are not. Consequently, while the
Separation between reserved and non-reserved services is reasonably well-defined, the
separation of costs between separate reserved servicesis less precise.

13



The Commisson's prdiminary view is that the principles of activity based coging are
reasonable for the purposes of assessing an appropriate level of prices across reserved
sarvicesasawhole.

Given that the principles of Australia Post’s costing methodology are acceptable, a critical
question arises as to how they are implemented. In the limited time avalable for its
assessment, it was not feasible for the Commission to examine in detail the quantification for
al the cogt driversthat are used to implement these principles.

The Commisson has, however, undertaken some sampling of Audrdia Post’s cost
alocation model. No significant problems became gpparent through this process.

Accordingly, for the purposes of assessng the draft notification, the Commission has
adopted the cost dlocations provided by Austrdia Post.

Asset valuation

Part of the Commisson’s profitability andyss entails an examination of the vaue of assats
employed in providing reserved services.

The vauaion of assets is important in two respects. Firg, it is the basis for determining the
amount of revenue that an investor in Audtralia Post would require to recover its investment
in the assets required to provide the regulated services. This amount, the return of cepitd, is
commonly thought of as the depreciation component of regulatory pricing models. Secondly,
arate of return measure is applied to the depreciated asset value to determine an amount of
revenue that Australia Post requires in order to compensate it for the opportunity cost of
funding those asts, givenitsreative leve of risk.

Two distinguishing festures of Audtrdia Post’ s asset base are:
» the generdly non-specidised nature of its assets, and
= the generdly non-sunk nature of its assets.

These characteristics suggest that the issue of asset vauation is less problematic for Audtrdia
Pogt than in other regulatory contexts. The Commission’s preiminary view is therefore to
adopt the asset vaues provided by Austrdia Pogt as the basis for assessing its proposed
prices.

Audtrdia Pogt dlocates assets to particular business sections rather than specific products
which means that assets alocated to the letters business are likely to be used for some
unreserved large letter services. The profitability andyss takes this into account by reducing
the amount of revenue to be recovered through prices for the reserved services.

As at 30 June 2002, the value of fixed assets for the letters business was $1203m.

14



Weighted Average Cost of Capital

The return on capita component of the Commission’s profitability analyss also requires an
estimate of the required rate of return on capitd. The Commission estimates parameters to
determine both the cost of debt and the cost of equity capitd. It then weights these
according to the capitd dructure to determine the Weighted Average Cost of Capitd
(WACC). The andyss ams to ensure that an investor in the regulated business earns an
adequate post-tax return on equity.

On the basis of the parameters proposed by Audraia Pog, its post-tax nominad WACC
would be 9.4%.5 Thisis the equivdent to a post tax nomind return on equity of 10.8%. The
Commission, however, took a different view of the appropriate vaues for the risk-free rate,
the market risk premium and imputation credit parameters. As a consequence, the
Commission’s view is tha the appropriate nomind WACC is the lower vaue of 8.7%,
which corresponds to a post tax nomina return on equity of 9.9%.

Financial modelling

The Commission has moddled the amount of revenue required to cover the tota codts of
providing reserved letter services. The modd takes into account operating and maintenance
costs, depreciation on fixed assets; return on capitd; other capita charges, and income tax.
While the PS Act provides no fixed rule about the period of time that should be considered
in pricing decisons, the Commission consders that in this case, it was appropriae that the
model should cover a5 year period.

The Commission invited Audtraia Pogt to provide its own financid moded - showing how the
proposed prices reflected costs, volumes, efficiency and required rates of return - to support
the arguments raised in itsinitid submission. Although Audtrdia Pogt did not provide such a
modd, it did provide data showing forecasted levels of volumes, asset vaues, operating
costs, revenues and profits for the 5 years to 2006/07.

The Commission has gpplied Audrdia Post’s own cost deta in the financia modd, together
with the WACC considered by the Commission to be more appropriate. 1t concludes that
Austraia Post’s proposed price increases would raise more revenue than is necessary to
cover its cogts (over the five year period considered).

The following tables show the comparison between moddled costs and the revenues that
would be generated from Australia Post’s proposed pricing over the period 2002/03 to
2006/07.

5 The measure referred to here represents the nominal vanilla WACC. For a more detailed discussion,
refer to Chapter 9.
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Table(i): ACCC financial modelling results

[$m] 2002/03 2003/04 2004/05 2005/06 2006/07

Volume (million letters) 4,163 4,189 4,205 4,205 4,184
Average Assets $1,216 $1,208 $1,192 $1,194 $1,184
Return on capital $75 $74 $73 $73 $73
Depreciation (current prices) $119 $126 $129 $132 $133
Total capita charge $193 $200 $202 $205 $206
Operating costs $1536  $1579  $1,600  $1649  $1,707
Total Costs $1,729 $1,778 $1,802 $1,854 $1,912
Plus Tax Liability $19 $20 $21 $22 $23
Less Dividend Imputation Credit -$9 -$10 -$10 -$11 -$11
Required Revenue $1,739 $1,788 $1,813 $1,865  $1,923
Revenue at existing prices $1,767 $1,778 $1,785 $1,785 $1,776
Revenue at AP proposed prices $1,807 $1,869 $1,870 $1,864 $1,849
Exidting less required revenue $28 -$10 -$28 -$80 -$147
Proposed |ess required revenue $68 $30 $57 -$1 -$75
Unit revenue - required (%) $0.418 $0.427 $0.431 $0.443 $0.460
Unit revenue - exigting prices (%) $0.424 $0.424 $0.423 $0.422 $0.420
Unit revenue - AP proposed prices (%) $0.434 $0.446 $0.445 $0.443 $0.442

In light of the findings from this financid andyss, the Commisson has consdered severd
dternative options available under the PS Act.

Pricing options

In consdering what prices might bring Audtrdia Post's prospective revenues to a more
aopropriate leve, the Commission has examined the following options generd:

= object to some of the proposed increases but not others,

= object to al proposed increases but not object to lesser increases,

= recommend Audtralia Post delay the introduction of some of the proposed

increases; or

= acombination of the above.

This requires some consderation of the feasibility of certain options. For example, asthe 5
cent coin is the smallest denomination in the Audtralian currency, it is more practica thet the
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cost of stamps be amultiple of 5 cents. The proposed increase of the basic posta rate from
45¢ to 50c is therefore the most practical even if acost increaseto 47c iseasier to judtify.

The Commisson’s andyss dso suggests that the margin between full rate post and PreSort
rates is, if anything, insufficient. Austrdia Post recovers a rdatively low return in reation to
costs on ordinary full rate services and a rdatively high return on PreSort services. On this
basis it would represent a reduction in efficiency to further narrow the gap between these
classes of services. Indeed, by increasing the current margin between full rate and bulk
mail, more competition between mail aggregators — and hence more efficient outcomes -
might be fostered.

The Commisson’s preliminary view is that it would be more economicdly efficient if the
price for ordinary small letters is increased (basic postd rate) but the prices for bulk mail
(PreSort) remains unchanged. The Commission adso consders the introduction of Clean
Mail and unbarcode residue rates acceptable.

This response would creste a better dignment between cogts and revenues than is currently
the case. It may aso minimise any welfare losses caused from price increases due to the
lower degree of demand sengtivity of full rate mail. Further it may encourage longer term
dynamic efficiency by lending greater confidence to those consdering investing in markets
related to, and dependent upon, the services reserved to Austraia Post.

Preliminary view

The Commission considers that Austraia Post’s proposed price increases would appear to
result in Audrdia Post earning excessve revenues in the immediate future and that this is
contrary to the requirements of the PS Act.

The Commission’s preiminary view isthat it does not object to the proposed increase in the
basic postage rate, but that it does object to the proposed increases in Barcode PreSort,
large letter and some locd delivery rates. It has dso formed the preiminary view that it
would not object to the proposed increase relaing to Clean Mail and the unbarcoded
resdue rates.
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The Commission’s preliminary view is to not object to the posta charges proposed by
Audrdia Pogt for the services set out in Table (ii).

The Commisson’s prdiminary view isto object to dl the other increases in postd charges
for reserved services proposed by Australia Post.® A full set of Audrdia Post's proposed
pricesis contained in Appendix A.

A number of the price changes proposed by Australia Post represent price decr eases.
Austrdia Pogt has no requirement to notify these changes and as such, the Commission does
not object to them.

In light of the priminary views expressed here, the Commission notes that Audtrdia Post
may wish to re-consider its proposed pricing and structure, in particular, for barcoded pre-
sort letters. The Commission is prepared to condder such proposds, but emphasises its
concerns regarding overdl price levels and the extent to which re-structuring might deter
mall aggregation. In generd, Audrdia Post should demondtrate that the re-structure would
not lead to increases in average prices beyond those represented in this preliminary view.

While not dl of Audrdia Post’'s increases were gpproved, the increases that would be
dlowed should provide sufficient returns to Audrdia Post over a5 year period. This will
provide positive incentive effects in rdation to investment, stimulus to volume growth and an
incentive for Australia Post to continue to reduce costs through productivity improvements.

5 A number of the price changes proposed by Australia Post relate to services not reserved to Australia
Post, and thus not declared for the purposes of the PS Act. These comprise large letters weighing
more than 250g. Australia Post has no requirement to notify these changes and as such, the
Commission does not object to them.
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Table (ii): Commission preliminary view — postal charges not objected

Service Current price® Proposed price
Small letter — ordinary $0.45 $0.50
Small letter — Clean Mail - $0.45
Small letter — seasonal greeting $0.40 $0.45
Small letter — barcoded and metered $0.43 $0.48
Local delivery —small letter up to 125g $0.41 $0.46
Prepaid Envelopes
Small (DL & C6)
Single $0.54 $0.60
1-4 Packs of 10 $5.13 $5.85
5+ Packs of 10 $4.86 $5.70
Small Window Faced (DL & C6)
Pack of 50 $25.55 $29.70
Pack of 500 $244.50 $286.00
Clean Mail
Medium Letters — 5mm Max®
Upto 125g - $0.70
Large Letters
Upto 125g - $0.98
Over 125 up to 250g - $1.43
Over 250 up to 500g - $1.98
1. GST-inclusive

2. Provided Australia Post elects to offer this pricing category.
3. Where no current price is specified (because the service does not currently exist), the appropriate
comparator isthe full rate price that would apply in the event the new price was not approved.
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Table (i) (cont.): Commission preiminary view —postal charges not objected*

Service Current price® Proposed price

Unbarcoded Residue Rates— Regular Ddlivery

Small Letters

Up to 125g - $0.450
Charity Mail - $0.450
Medium Letters - 5mm Max®

Up to 50g - $0.700
Over 50 up to 1259 - $0.700
Medium Letters - 20mm Max

Up to 50g - $0.803
Over 50 up to 1259 - $0.803
Over 125 up to 2509 - $1.034
Large Letters

Up to 50g - $0.980
Over 50 up to 1259 - $0.980
Over 125 up to 250g - $1.430
Over 250 up to 500g - $1.980
Unbar coded Residue Rates— Off-Peak Ddlivery

Small Letters

Up to 125g - $0.435
Charity Mail - $0.435
Medium Letters - 5mm Max®

Up to 50g - $0.671
Over 50 up to 1259 - $0.671
Medium Letters - 20mm Max

Up to 50g - $0.759
Over 50 up to 1259 - $0.759
Over 125 up to 2509 - $0.946
Large Letters

Up to 50g - $0.957
Over 50 up to 125g - $0.957
Over 125 up to 250g - $1.353
Over 250 up to 500g - $1.815
1. GST-inclusive

2. Provided Australia Post elects to offer this pricing category.
3. Where no current price is specified (because the service does not currently exist), the appropriate
comparator isthe full rate price that would apply in the event the new price was not approved.
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1 Introduction

1.1 Australia Post

Audrdia Pogt is a business enterprise fully owned by the Commonwedth Government. It
was corporatised in 1989 and its activities and respongbilities are set out by the Australian
Postal Corporation Act 1989 (the APC Act).

Australia Post’ s obligations are defined by sections 25-28 of the APC Act. Firdly, Austraia
Pogt has an obligation to, asfar asis practicable, perform its functionsin a manner consistent
with sound commercid practice.

Secondly, Audtralia Post has a universal service obligation. This means that it must carry and
deliver sandard letters at a uniform postage rate - currently 45c - to anywhere in Audrdia
This obligation is known as the Community Service Obligation (CSO) and reflects the socia
importance of the letter service. Under this obligation, Australia Post is required to ensure
that the service is reasonably accessible to al Audrdians on an equitable bas's, irrespective
of where they resde. Furthermore, Audrdia Post must ensure that the performance
standards for the letter service reasonably meet the socid, industrid and commercia needs
of the Augtralian community.

Findly, Audrdia Pos is required to pay heed to generd government obligations (including
obligations under conventions to which Audrdiais a Sgnatory), any directions given by the
Minigter, and any generd policies of the Federd government of which the directors are
notified under the Commonwealth Authorities and Companies Act 1997.

In 1998, the NCC described Australia Post as follows;

Australia Post is one of Australia’s largest companies. It has outlets in almost every
suburb and town in Australiaand is very likely to be used by every Australian. Thereare
over 20,000 posting facilities and Australia Post services nearly eight million delivery
points. ... it ranks among Australia’s largest businesses in terms of revenue, profit and
employment.’

The NCC described Audrdia Post as operating within the Communications Services
Market as this market includes podad services and telecommunications®.  However,
Audrdia Pogt identifies five mgor “markets’ in which it operates’. These services may or

7 National Competition Council (NCC), Review of the Australian Postal Corporation Act, Final Report,
Volume 2, 1998, p. 51.

8 NCC 1998, p. 7.

9 AustraliaPost Annual Report 2000/01, p. 8.
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may not be provided in a competitive environment and are not dl within the communications
market. They are:

» Letters collection, processng and digtribution of letters to the whole Audtrdian
community and between Australia and oversess,

» Pacds providing an Audrdiawide parcd sarvice including a number of
categories of parcel post;

» Logidics providing an integrated business logistics service which provides end-
to-end sarvices induding warehousing, inventory management, order picking,
assembly and consolidation, kitting, scan packing, returns management and
ddivery,

* FHnancid sarvices providing access to a wide range of financia services through
its retall and dectronic networks, for example Billpay, giroPost and money
orders, and

» Rdall: offering a range of products that are complementary to postd services
through the post office network.

It dso offers other services including customised services such as Messenger Pogt; ddivery
of Coles Online groceries, courier services, and other Mailroom Solutions.

Under the APC Act, certain postal services are ‘reserved’ to Audtrdia Post. This means
that Audtralia Post has the exclusve right to provide these services. In particular, Audrdia
Pogt has an exclugve right to deliver letters within Audradia and an exdusive right to issue
postage stamps.

There are a number of exceptions to the reserved services. Most notably, letters weighing
more than 250g are not reserved, nor are letters that are carried for a charge more than four
times the basic postage rate. Since the current postage rate is 45c, this means that |etters
caried for a fee of over $1.80 are not reserved. Other services which are not reserved
include sarvices include parcd ddivery, outgoing internationd mail, mall holding or mail re-
direction, logidtics, financid services and retall services.

1.2 Market for postal services

Size of the market

Audtrdia Pogt reported $3,732.6 million in revenue in the year ending 30 June 2001 and
$274.5 million in profits after tax. Reserved mail services represent a Significant component
of the services provided by Audtrdia Post in terms of revenue (see Figure 1-1) but a small

10 Australia Post Annual Report 2000/01, p. 7.
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proportion of Audrdia Post’s profits (see Figure 1-2). On the bads of these figures,
reserved mail services generated $1680m revenue and $41m profit after tax in that year.

Figure1-1: Proportion of Revenue Received from Reserved Services 2000/01

Reserved

7 45%
Non
reserved \/

55%
Source: Australia Post Annual Report 2000/01 p.8

Figure 1-2: Proportion of Profit Recelved from Reserved Services 2000/01

Reserved
15%
Non
reserved
85%

Source: Australia Post Annual Report 2000/01 p.8

Thelettersbusiness

Reserved mail services come within Audtrdia Post “letters busness.  The letters business
comprises that part of Australia Post’s operations covering the delivery of addressed |etters
within Augtrdia  The letters business includes large letters (letters grester than 250g are not
reserved to Audtrdia Post) but not publications (Print Post) or unaddressed letters. Other
business units in Audrdia Post include Parcds, Retail, Financia Services and Logidtics.
Figure 1-3 compares the size of the letters business rdative to Audrdia Post’s other
businesses.

‘Letters market’ is a more generic term used to refer to the domestic addressed |etters
market (including letters up to 500g) and includes letters ddlivered by other carriers. The
Commission is only required to assess price changes to reserved letters. However, it should
be noted that Austrdia Post’s submission discusses the characteritics of the letters market
as awhole rather than the reserved letters market or those segments of the reserved |etters
market which will be affected by the proposed price increases.
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Figure 1-3: Letters Business Share of Revenue 2000/2001

Letters
Non Letters Business
Businesses \ / 46%
54%

Source: Australia Post Draft Notification of Change in Letter Pricing —Basic
Postage Rate and Associated Services, (Revised on 28 May 2002), p.5.

The non-reserved letters component of the letters business mainly comprises ordinary and
bulk letters in the 250g to 500g category. Non-reserved letters represent approximately
1% of totd letters business volume and gpproximately 4% of totd |etters business revenue.
Incoming internationd letters are reserved letters but are not the subject of the current draft
notification. Outgoing internationd letters are not reserved.

For pricing purposes, Audtrdia Pogt digtinguishes between ordinary letters and bulk mall
(whether reserved or unreserved) which includes loca delivery, barcode PreSort |etters and
Clean Mail. Each of these segments are further divided into different *price points. For
example, ordinary letters includes the smdl letters sent by ordinary post service which
attracts the BPR, exceptionaly smdl letters and seasond greeting cards which are charged
below the BPR and large letters which are charged higher than the BPR.  Similarly, PreSort
offers to customers who have at least 300 letters to send and who sort and barcode their
letters before lodgement different charges based on the level of pre-lodgement sorting and
whether the letter isto be sent by regular ddlivery or by off-pesk delivery.

Audrdia Post dso makes a didtinction between socid, transactiond and promotional mall.
This grouping reflects the reason the letter is being sent. Socia mail includes household to
household mail. Transactiond mail includes mail from business to households, from
households to business and from business to business. Promotiond  mail consists of direct
mall and includes promotiond mail, brochures and other addressed promotiond mail that
satidfies the smal letter category sze and weight requirements. Socid mall istypicdly sent at
ordinary rates whereas mail emanating from businesses may be sent at ordinary rates or may
qudify for discounts available to bulk mailings such as PreSort. Demand for postdl services
in each of these categories is affected by different factors and is explored more fully in
Chapter 4. The relaive importance of these categoriesisrepresented in Figure 1-4.
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Figure 1-4: Letter Segments by Volume 2000/01
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Source: Australia Post Public Submission “Impact of the Proposed Price Increases on Letter Volumes”,
July 2002, page 1.

1.3 Reserved services and related markets

The dgnificance of having reserved sarvices is that it dlows Audrdia Post to operate the
sarvice as a regulated monopoly.  This means that there is no direct competition in the
supply of reserved services.

Audrdia Pog’ s draft notification relies heavily for its justification on its assartion that growth
in demand for reserved sarvicesis declining partidly because of the availability of substitutes
such as dectronic mall. This clam is explored and partidly confirmed in the NCC Report
and, as evidenced by a World Bank report, is not confined to Audtrdia

However, it would be wrong to conclude from the availability and apparent growth of
subgtitutes that the extent of Audralia Post’s monopoaly is limited. Audrdia Post’s market
power is therefore kept in check by government regulation. In addition to prices
aurvelllance, which is discussed in more detail below, these satutory congtraints, which are
more fully described in Chapter 2, generaly have the effect of seeking to ensure that specific
socid objectives can be met. Of particular importance in this context is Audtrdia Post’s
obligation to carry and deliver sandard |etters at a uniform postage rate — currently 45c - to
anywherein Audrdia

Clearly, the letters service is a distinctive service and, while there may be other areas within
the communications market that are increasing market share relative to letters, these are not
perfect subgtitutes for the letters service,

Partidly because of its market power and despite the presence of substitutes, the NCC
recommended that the Austrdia Post’s control over reserved services be substantialy but
not completdy dismantled. It recommended that Austrdia Post still have a monopoly over
household mall; that the uniform rate of postage be retained (but that Austrdia Post could

! Referred to in the NCC Report, p. 15.
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lower the rate of postage below that rate); and that Australia Post should sill meet the
Universd Service Obligations regarding letter delivery?.

The NCC's views remain current. In its annua assessment, the NCC further recommends
that, in order “to maintain and, if possible, enhance the socia obligation of Audtrdia Post ...
[legidative reformg] should facilitate the emergence and growth of competing firms in the
postd services indudry in the interests of the Audtraian community.”*

However, legidation to facilitate improved access Audtrdia Post’s network (introduced into
Parliament in response to the NCC's findings*) was withdravn in March 2001. The
dtuaion therefore remans one in which Audrdia Pog is a monopoly provider of mall
services, which may provide it with a competitive advantage in relaion to related services.

Reserved posta services are declared under the Prices Surveillance Act 1983 (PS Act).
This means that, despite its market dominance, statutory congtraints mean that Australia Post
is not totaly free to set prices. The regulatory framework is discussed in gregter detal in
Chapter 2.

Audrdia Post’s monopoly over reserved services and its pricing policies has an effect on
commercial users of Audtrdia Post’s services and on upstream and downstream markets
within which other providers operate and in which Augtrdia Post may or may not compete.
Appendix F provides a ligt of the areas in which businesses interact, or even compete with,
Austraia Post.

The issue of the effect of Audralia Post's pricing policies on upstream and downstream
competitors was raised by the MMUA using the fate of GoMail, a mail aggregeator, as an
example. It clamed that Audrdia Podt’s ability to impose its own terms and conditions
under section 32 of the APC Act led to the closure of GoMail and that this was an abuse of
Australia Post’ s monopoly powers'.

It was als0 raised in submissions from newsagents who are licensed to sell samps. Audrdia
Pogt pays a commission to post office licensees and agents and to Postpoint operators and
restricts licences to other slamp vendors to protect those interests. Licensed stamp vendors
do not receive a commission on the sde of slamps (the licence gives them the right to buy
and sl stamps at face vaue) and are affected by redtrictions on the number of licences
avaladle.

The way in which prices set by Audrdia Pogt can affect the ability of firms to enter and
compete in these aress is discussed further in Chapter 11.  However, the effect of other
policies of Audtralia Post, such as the determination of terms and conditions for access to its
reserved services, is outside the terms of thisreview.

12 NCC 1998, p. 254.

18 NCC, Assessment of Governments' Progress in Implementing National Competition Policy and
Related Reforms, June 2001, p. 253.

14 Postal Services Legislation Amendment Bill 2000.

15 ibid., pp. 13-14.
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By way of summary, Figure 1-5 provides a schemdic representation of some of the
processes and activities associated with mall. It tracks the different stages aletter must pass
through between its origina conception by the originator or sender to the point a which it is
delivered to the intended recipient. This Figure only tracks letters that are processed by
Audrdia Pos a some stage in thelr journey. It does not include letters which are ddlivered
by competitors such as couriers or document exchange services'.

Fgure 1-5 dso demongtrates the functions that can be provided by Australia Post or by an
upstream or downstream competitor. Highlighted boxes on the figure represent areas where
other firms operate or where bulk customers may perform certain functions themselves in
order to obtain adiscount. Audtralia Post itself operates in some of these aress.

16 There is aspecific exemption in the Australian Postal Corporation Act 1989 for document exchange
services at paragraph 30(1)(ma), and couriers may pick up and deliver letters under the exemption, at
paragraph 30(1)(e) for cases where the charge is more than four times the cost of an ordinary letter.
Similarly, other upstream and downstream competitors may aso rely on exemptions under
subsection 30(1).
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Figure 1-5: Opportunitiesfor competition in process of letter delivery from conception to delivery
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Further description on some of these services is contained in

Appendix F.
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1.4 Thecurrent draft notification

On 30 April 2002 Audtrdia Post provided the Commission with its Draft Notification of Change
in Letter Pricing — Basic Postage Rate and Associated Services’. Austraia Post intends to
increase the price of assorted posta services, including the price of the basic postage stamp, pre-
sorted mail, greeting cards and large letters, effective January 2003. In addition, Austraia Post
proposes to introduce a new bulk mail category, Clean Mall, priced a a discount to the basic
postage rate. The individua price changes proposed are set out in Appendix A to this preliminary
view.

The draft proposal relates to changes in both the price structure and levels of charges for reserved
postd services.

Australia Post’ s proposed changes include:

= ab cent increase to the basic postage rate (increasing it from 45 cents to 50 cents) and
increases to large letter, local, seasond greetings and prepaid envelope rates to maintain
goppropriate relativities to the new basic postage rate;

» anincreaseto PreSort rates of around 2 cents per article;

» introduction of a Clean Mail sarvice for lodgements of 300 or more machine addressed
|letters,

» the replacement of the ‘90/10 barcoding rule (requiring 90% of PreSort lodgements to
be barcoded), which expired at the end of June 2002, with specific residue rates for
letters that cannot be barcoded through the Address Matching Approva System process,

» introduction of a new PreSort medium letter category to dign with Austrdia Post’s small
letter processing capabilities, and

= acombination of the existing 0-50g and 50-125g weight categories into a single 0-125g
category for PreSort medium and large letters.

The full details of proposed charges, and a comparison with exising charges, are set out in
Appendix A.

Audraia Post states that a number of factors have contributed to the need to incresse prices. These
indude diminishing volume growth and diminishing opportunities for productivity gains. As aresult of
this, Audrdia Post argues that the profitability of providing letter services is declining and will
continue to decrease.

17 Australia Post, Draft Notification of Changein Letter Pricing — Basic Postage Rate and Associated Services,
(revised on 28 May 2002), is avalable on the Commission's website at
<http://www.accc.gov.au/post/post.html>.



Audrdia Post dso clams that the proposed price changes will result in ongoing profitability and
compliance with its gatutory obligations to fund Audtrdia Post’s CSO and to generate commercid
returns.

A more detailed summary of Audrdia Pogt’s arguments follows:
Volume

Austrdia Post argues that the letter volume growth rate has been in decline since 1994/95, with the
exception of 1999/2000 when additional mailings related to the introduction of the GST and a
nationa referendum resulted in volume growth of 6.3%.

Audrdia Pog clams that the mgor factors contributing to the decline in letter volume are;
» adeclinein discretionary letter volumes (caused by a depressed advertisng market);

» adeclinein GST related matters;
= thetake-up of mobile phones, and

» thetake-up of credit cardg/loyalty cards.

A study by Diversfied Specifics for Audrdia Post suggests that economic activity is no longer a
primary driver of letter volume and that the divergence between GDP (non-farm) and postd service
growth rates is expected to continue.

Audrdia Pog predicts a continued decline in letter volume growth leading to actud decline (in
absolute terms) within the next five years.

Revenue

Australia Post argues that the average unit revenues from Audrdia Podt’s letters business has been
dedining.

Audrdia Pogst clamsthat factors contributing to this trend include:
= the price freeze on the basic postage rate since 1992;
= the absorption of GST since July 2000; and

= thegrowth in lower priced PreSort Letters.

Productivity

Audrdia Post clams that cumulative labour productivity growth between 1991 and 2001 was 67%,
compared with the Australian average of 28.7%.
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Audrdia Pogt argues that it has implemented a number of initiatives to enhance productivity. In
particular, it has significantly invested in technology and implemented a range of labour reforms.

It should be noted that |abour productivity is the only measure of productivity proposed by Audtrdia
Podt in their submisson.

Pr ofitability

Audtrdia Post argues that there is a declining growth trend in the letters business of Audrdia Podt.
Furthermore, it suggests that profitability has only been maintained in recent years due to sgnificant
productivity improvements and volume growth.

AudrdiaPog clamsthat if the basc postage rate and PreSort rates remain a their current levelsthe
profitability of the posta service business may decline with the likdihood of risng costs, moderate
volume growth and a decline in productivity growth.

Service standards

Audrdia Pogt argues that it has sgnificantly improved its letter ddivery performance. In 1991, 91%
of the letters were on time and in 2001, 94.1% of the |etters were on time.

Audrdia Post argues that, despite Audtrdia's large sze and highly dispersed population, it ranks
amongst the best postal services in the world.  Austrdia Post claims that it has a high standard of
ddivery with opening hours and intrastate and interdate ddivery times (days) that compare
favourably with countries such as the United State(US), United Kingdom(UK), Canada and New
Zedand (NZ). A comparison of Audrdia Post’s standard of delivery with these countries is
provided in Table 1.1.
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Table 1.1: Service standards, demogr aphics and mail density

Audgralia  Canada USA UK NZ
Cloang time 6pm 5pm 5pm 530pm  5-6pm
Intrastate delivery (days):
- metro/metro 1 2 1 1 1
- country/metro 2 3 2 2 2-3
- country/country 2 3 2 2 2-3
Interstate delivery (days):
- metro/metro 2 4 2-3 N/A N/A
- country/metro 3 4 3 N/A N/A
Population (m) 19.4 31 285 60 3.9
Area (million square kms) 1.7 9.2 9.2 0.24 0.27
Persons/square kms 24 34 30.9 250 14.4
Annud mail items per capita 229 363 663 278 190

Source: Australia Post draft notification

1.5 Australia Post’ s consultation

Augrdia Pogt informed the Commisson that in March and April of this year, it undertook
stakeholder consultation in relation to the proposed price changes. Specificdly it held discussons
with the MMUA and the ADMA.. The changes that occurred as aresult of these discussons were:

* reddfinition of the Medium Letter category to aign with the Multi Line Optical Character
Readers and Bar Code Sorters processing capabilities,

» introduction of Clean Mail ratesfor Large Letters, and

» introduction of unbarcoded residue rates for PreSort to effectively extend the concept of
Clean Mail to unbarcoded components of barcoded PreSort lodgements which might not
comply with the enveloping and addressing conditions of the Clean Mail sarvice.

Audrdia Pogt dates that these discussons have resulted in a reduction in the annua revenue impact
of the proposed package from $94.0 million to $91.3 million.
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1.6 Therole of the Commission

Reserved postd services are declared under Declaration 75 made under subsection 21(1) the
Prices Surveillance Act 1973 (PS Act). This means that Audtrdia Post mugt notify the Commission
—which has the role of assessing the proposed price increases - before it can increase the prices of
these services.

Section 17 of the PS Act gives the Commisson responshility for reviewing proposed price
increases for declared services. The Commission can object to the proposed increase but not
object to a lower, specified increase (which can dso include no increase) or it can decide to not
object to the proposed increases. Not al reserved services are covered by the draft notification: for
example, incoming international letters are not affected by the proposed price increases.

It is important to note that many services provided by Audrdia Post are not regulated by the
Commission. Non-regulated services include parcd ddlivery, outgoing internationa mail, mail holding
or mail re-direction, financid services and retall services. Should Audtrdia Post wish to increase the
prices for any of these sarvices, they could do s0 a any time without giving notice to the
Commission. The regulatory framework is discussed in more detail in Chapter 2.

In addition to the Commission’s role in assessing any proposed price rises to reserved services,
Audrdia Pogt is adso required (by the APC Act) to give the Miniger for Communications,
Information Technology and the Arts written notice of any intention to vary the price of the postage
gamp. The Minigter then has 30 daysin which to give Audtrdlia Post written notice disgpproving it.

1.7 The Commission’s assessment process

In reaching this preliminary view, the Commission has consulted with mgjor sakeholders of Audtrdia
Post and sought submissions from other parties and the public on Audtrdia Post’s proposals. The
Commission recelved submissons from a number of parties incduding the Mgor Mail Users
Asociation (MMUA), Readers Digest and the Austraian Direct Marketing Association (ADMA).
A summary lig of individuds and organisations which contributed is provided in Appendix B.
Copies of al submissons received by the Commission are available on the Commisson’s website at
http://www.accc.gov.all

In late June, the Commission conducted a series of Public Forums across the country under the
chairmanship of Commissioner John Martin. These forums were attended by community groups and
other interested parties and discussed the possible effect Audtrdia Post’s proposas might have on
users of posta services. A further forum was held in Mdbourne on 11 July 2001 to discuss technica
issues associated with Audtrdia Post’s proposd, including issues relating to the demand for postal
sarvices, efficiency of Audrdia Post, and costs and cross-subsidies. Transcripts from these forums
are avallable on the Commission’ s website at http://www.accc.gov.aul.

34



Audrdia Pogt and other interested parties will be given an opportunity to respond to this initid view
as part of the consultation process. Following the reease of the Commisson’sinitia view interested
parties are encouraged to make submissions on the preiminary conclusions.

Submissions should be forwar ded to the following address by COB Friday 27" September
2002:
Margaret Arblaster

General Manager

Transport and Prices Oversight

Australian Competition and Consumer Commission
PO Box 520J Mebourne, Victoria 3001

Fax 03 9663 3699

E-mail: margaret.arblaster@accc.gov.au

and richard.home@accc.gov.au

Unless a submission is marked confidentid it will be made avallable to any person or organisation on
request. Sections of submissions that are confidential should be clearly identified.

The Commission ams to assess the submissions and releaseits final decision by late October 2002.

Table 1.2 provides a summary of the Commission's assessment timetable.

Table 1.2: Commission’s assessment timetable

Date Process

30 April 2002 Audrdia Pogt lodged draft notification with the
Commisson.

10 May 2002 The Commission released an Issues Paper seeking
comment from interested parties.

June 2002 Submissions on draft notification received.

17 June — 28 June 2002 Holding of Public Forums across Audraia®.

11 July 2002 A Technical 1ssues Forum held in Mebourne.

Early September 2002 Release of the Commisson's Priminary View and
cdlsfor comments.

27™ September 2002 Clogng date for comments on Prdiminary View.

October 2002 Release of find decison.

18 Full details of the Australia Post Forums are provided in Appendix E.
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The Commisson has dso recaved advice from the following consultants in its assessment of
Australia Post’s proposal:

» Professor Kevin Davis, onissues rdating to Austrdia Post’ s cost of capitd;
= Meyrick & Associates, on measures of Australia Post’ s productivity.

Copies of the advice recelved are available on the Commisson's webste. The Commisson has
taken into account the consultancy reports, submissons from interested parties and the forum
discussonsin reaching itsinitid view.

1.8 Past notifications
In recent years, the Commission has received a number of notifications from Augtrdia Pogt.

In 1997 Audrdia Pogt notified the Commisson of its intention to introduce barcoded letters by
October 1999, with the phasing out of unbarcoded letters (bulk PreSort) by October 2000. The
Commission did not object to the proposa.*®

In April 1999 Audraia Post proposed to make changes to the lodgement requirements for bulk
mail, reduce the AdPost discount in October 1999, increase the discount offered to metered letters
and postpone the phasing out of non-barcoded bulk PreSort mail until the end of June 2002. The
Commission did not object to the proposd, but did recommend that Austrdia Post postpone the
reduction in the AdPost discount until October 2000.

In early March 2000, Audrdia Post notified the Commission of changes proposed within the
declared posta services to accommodate the imposition of the New Tax System. In late March
2000, Audrdia Post submitted another notification to cover additional declared services such as
Pogtage PrePaid envelopes and Reply Paid services. The notifications alowed for the Government
requirement for Audtradia Post to absorb the cost of the GST on the 45 cent ordinary smdl |etter.
The Commission did not object to either of the proposed increases.

In November 2001, Australia Post notified the Commission of a two-stage process to phase out the
AdPogt discount. The first stage involved a 10% increase in AdPost prices from 1 July 2002 and
the second stage involved the discontinuation of the AdPost service from 1 January 2003. The
Commission did not object to the proposdl.

® The phasing-out was subsequently deferred to 1 July 2002.
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2 Theregulatory framework

This chapter sets out the legidative framework and discusses the principles that guide the
Commission’s assessment of Audtraia Post’s proposal. Copies of rlevant legidative instruments are
contained in Appendix C.

2.1 Legidation

The Prices Surveillance Act 1983

The PS Act provides that the Minister may declare goods or services to be ‘notified goods or
services and declare a person to be a ‘declared person’ for the purposes of the Act (subsection
21(2)).

Under Declaration 75*° certain posta services have been declared to be notified services, and
Audrdia Pog is a declared person in reation to the provison of those services. The natified
services are?:

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.

As Audrdia Pogt is a declared person it mugt notify the Commission if it proposes to increase the
price of a notified service. It must aso notify the Commission if it proposes to introduce a new
sarvice which fals within Declaration 75.

The PS Act requires the Commission to consider notifications from declared persons in relation to
the price of notified services and to take such action in accordance with the Act as it consders
appropriate (paragraph 17(1)(a)). Upon receiving a natification, the Commission may:

* serve a notice gating it has no objection to the person supplying the relevant goods or
services on the proposed terms at the proposed price;

* sarve a notice gating it would have no objection to the person supplying the relevant
goods or services on the proposed terms at a specified price, being a price that is lower
than the proposed price; or

* not serve any notice.

2 Declaration No. 75 made under Prices Surveillance Act 1993, section 21, 5 February 1992, published in the
Commonwealth of Australia Gazette No. GN 6 of 12 February 1992.
2Libid., Declaration No. 75, paragraph 2(a).
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The Australian Postal Corporation Act 1989

The APC Act empowers the board of Australia Post to determine the terms and conditions of postal
services (section 32). However the Board's power is not unfettered. Subsection 32(5) provides:

This section [empowering the Board to determine terms and conditions] has effect subject to
section 33 of this Act and to the Prices Surveillance Act 1983.

Section 33 of the APC Act requires Audrdia Pogt to notify the Minister of any determination fixing
or varying the rate of postage for the carriage within Audraia of standard posta articles by ordinary
post. The Minister may disapprove any such determination.

As noted above, the postal services declared for the purposes of section 21 of the PS Act include
the provision of letter services reserved to Audtraia Post under Division 2 of Part 3 of the APC Act.
Section 29 of the APC Act provides:

Servicesreserved to Australia Post etc.

(1) Subject to section 30, Australia Post has the exclusive right to carry letters within Australia,
whether the |etters originated within or outside Australia.

(2) Thereservation of servicesto Australia Post under subsection (1) extends to:
(a) thecollection, within Australia, of lettersfor delivery within Australia; and
(b) thedelivery of letterswithin Australia.

(3) AustraliaPost also has the exclusive right to issue postage stamps within Australia.

The APC Act further provides that certain services that might otherwise fal within the section 29
definition are not reserved services. Section 30 provides:
Exceptionsto reserved services

(1) Thereserved services do not include any of the following:

(@) the carriage of a letter weighing more than 250 grams unless the letter consists of an
envelope, packet, parcel, container or wrapper containing 2 or more separate | etters;

(b) the carriage of aletter relating to goods that is sent and delivered with the goods;

(c) the carriage of a newspaper, magazine, book, catalogue or leaflet, whether or not directed to
aparticular person or address and whether or not enclosed in any sort of cover;

(d) thecarriage of aletter otherwise than for reward,;

(e) thecarriage of aletter within Australiafor acharge or feethat is at least 4 times the then rate
of postage for the carriage within Australia of a standard postal article by ordinary post;

(g) thecarriage of aletter by the sender or an officer or employee of the sender;
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(ga) the carriage of aletter from an office of the individual or organisation sending the letter to
another office of that individual or organisation;

(h) the carriage of aletter to or from:
(i) thenearest office of Australia Post;
(ii) another office of Australia Post authorised by it;

(ha) the carriage of a letter to an office of Australia Post where it is then lodged for delivery
under a bulk interconnection service (within the meaning of section 32A);

() thecarriage of aletter on behalf of Australia Post under an agreement with it;

(k) the carriage of aletter that, under the terms and conditions on which Australia Post supplies
postal services, isnot apostal article;

(m) the carriage of writs, warrants or other documents required or permitted to be served, given
or sent under the practice and procedure of any court or tribunal;

(ma) the carriage of aletter, in the course of a document exchange centre:
0] from one service centre of the service to another service centre of the service;
(i)  within aservice centre of the service;

(n) the carriage of aletter solely by any electromagnetic or other non-physical means;

(p) the carriage of letters by or on behalf of aforeign country under a convention;

(q) any servicethat, under the regulations, is not reserved to Australia Post.

Relevant in the present context is the excluson from the scope of the reserved services of letters
weighing more than 250 grams (paragraph 30(1)(a)).

2.2 Principles

In performing its functionsin rdation to Ausgtrdia Post’s pricing proposd, the Commisson must have
‘particular regard’ to the matters in subsection 17(3) of the PS Act and give ‘specid consderation’
to any relevant directions issued by the Minister under section 20 of the PS Act. The Commission
may take into account any other relevant matter.

Principles emerging from subsection 17(3) of the Prices Surveillance Act 1973

Subsection 17(3) of the PS Act provides:

In exercising its powers and performing its functions under this Act, the Commission shall, subject to any
directions under section 20, have particular regard to:

(a) the need to maintain investment and employment, including the influence of profitability on
investment and employment;
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(b) the need to discourage a person who is in a position substantially to influence a market for
goods or services from taking advantage of that power in setting prices; and

(c) the need to discourage cost increases arising from increases in wages and changes in
conditions of employment inconsistent with principles established by relevant industrial tribunals.

The notion of ‘paticular regard means the Commisson must have regard to the factors in
subsection 17(3) as a Sgnificant eement of its reasoning.

The meaning and scope of these criteria are discussed at length esewhere? Briefly, the Commission
consders that, in relaion to the firgt two criteria, an important consideration is thet, in an open and
competitive economy, efficient provison of services underpins invesment and employment
opportunity. Investment and employment in the nationd economy will be promoted when firms
produce goods or services efficiently and charge prices which correspond as closdy as possible to
competitive levels.

Monopoly suppliers do not necessarily produce goods or services a efficient cost levels or a
competitive prices. If higher than efficient prices are passed on to the compstitive part of the
economy, there is a resultant loss in dlocative efficiency and potentidly a loss of investment and

employment opportunity.

The Commission consders that encouraging efficient pricing outcomes in line with more competitive
conditions implies that prices should sem from a cost base which is efficient and involve appropriate
margins.

Thus the Commission consders it gppropriate, when having regard to the matters referred to in
subsection 17(3), to examine:

» theefficiency of the cost base the company isworking from to earn areturn; and
» the reasonableness of the rate of return the company is seeking.

The third criterion outlined in subsection 17(3) no longer appears to be directly relevant to price
notifications because of changesto industrid relations legidation and wage determination practice.

Direction 11 issued under section 20 of thePrices Surveillance Act 1973

Section 20 of the PS Act provides that the Minister may direct the Commisson to give specid
congderation, in exercigng its powers and performing its functions under the PS Act, to certain
specified matters. Direction 11, issued under section 20 of the PS Act, directs the Commission as
follows®:

2 ACCC, Sydney Airports Corporation Ltd — Aeronautical Pricing Proposal: Decision, May 2001, p.41-9;
ACCC, Draft Statement of Regulatory Approach to Price Notifications, April 1998.
2 Direction No. 11 made under PS Act section 20, 19 September 1990.
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(i) In exercising its powers and performing its functions under the Act in relation to prices charged
by the Australian Postal Corporation (Australia Post) in respect of the transmission within
Australia by ordinary post of standard postal articles and registered publications, to give special
consideration to the following matters:

= AustraliaPost’s obligation to pursue a financial policy in accordance with its corporate plans
as set out in sections 35 — 41 of the Australian Postal Corporation Act 1989 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 set out in sections 14 — 16 and 25 — 28 of
the Australian Postal Corporation Act 1989 and to such directions or notifications given to
Australia Post by the Minister for Transport and Communications under that Act as may from
timetotimebein force.

(ii) To provide, where appropriate in confidence, advice to the Government on the appropriateness
of pricing targetsto 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.

Financial targets

Direction 11 directs the Commisson to give specid consderaion to Audrdia Post’s obligation to
pursue a financid policy in accordance with its corporate plans (made under section 17 of the
Commonwealth Authorities and Companies Act 1997) # as set out in sections 35 to 41 of the
APC Act, paticularly the pricing and financid targets. Most of these provisions have been revoked,
50 that only sections 38 and 40 remain operative.

Section 38 directs Audtrdia Pogt to have regard to certain matters when setting afinancid target for
incluson in its corporate plan. Theseinclude:

= the need to earn areasonable rate of return (section 38(a));

= the Commonwedth’s expectation that Australia Post will pay a reasonable dividend
(s 38(c));

= AudrdiaPod’sfinancid viahility (section 338(d));
= the need to maintain areasonable level of reserves (section 38(e);
» such commercia matters Austraia Post considers appropriate (section 38(f)); and

= the cost of carrying out Augtralia Post’s CSOs (section 38(Q)).

2 Australia Post is a government business enterprise (Commonwealth Authorities and Companies Regulations
1997, reg 4) and must, under section 17 of the Commonwealth Authorities and Companies Act 1997,
annually prepare a corporate plan and give it to the responsible Minister. The plan must include (among
other things) details of financial targets and projections, CSOs and the authority’s strategy for carrying out
those obligations, and price control and quality control strategies for goods or services supplied by the
authority under amonopoly.
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Section 40 provides the Miniger may direct Audrdia Post to vary the financid target in its
corporate plan and the strategies and policies under which Australia Post proposes to carry out its

CSOs.

Audtrdia Post states:

[Australia Post] has a financial target whose level is governed by legislation. The relevant
Minister will either accept the rate of return proposed in each corporate plan, or replace it with an
aternative.

Australia Post understands that the ACCC has an established process and set of models for
determining price notifications. However the existence of afinancia rate of return target with legal
underpinning does raise some question over the appropriateness of the application of these
modelsto Australia Post.

Based on the above financial requirement, Post considers that the ACCC does not have the same
ability to apply a general al-purpose model to Post when thereis Ministerial approval of a specific
rate of return as applicable to the Corporation.®

In ng Audrdia Pogt’ s draft notification, the Commisson must give specid consderation to the
financia targetsin Audtralia Post’ s corporate plan. However, it is dso hecessary to bear in mind the
following metters

Although the Commission must give specid consderation to these financid targets, it is
not the sole consderation the Commission is required to, or may, take into account.

The corporate plan is prepared by Austraia Pogt, dthough the Minister may direct the
Board to vary the plan (APC Act section 40). Austrdia Post mugt, inits Annua Report,
include an assessment of its progress in achieving financid targets in the corporate plan
(APC Act sections 43 and 44). Audtrdia Pogt therefore has some influence over the
target determined.

Direction 11 envisages tha the Commission will advise the Government on the
appropriateness of the pricing targetsincluded in the corporate plan. However the
Commission has not had any input into the current corporate plan.

The corporate plan refersto a‘ return on average assets of 14.1 percent’. Thisisone of a
number of financid targets. Thetarget isfor the whole of AudrdiaPost’sbusnessand is
not necessarily appropriate for assessing the rate of return for assets used to provide
reserved services, over which Audtrdia Post has a statutory monopoly.

The target could be interpreted as being an incentive device for the management of
Ausdrdia Pog, rather than a measure which facilitates economicaly efficient pricing.

Although the pricing proposa may lead to Audtralia Post achieving the return on assets
target in the corporate plan it is not necessarily the only strategy by which Austrdia Post

% Australia Post, Information provided to ACCC on 12 June 2002, p. 18.
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may dtain that target. The Commission should not ignore the possibility of dternaive
means of attaining the desired leve of return, such as restructuring prices or reducing
costs.

Australia Post’ s functions and obligations

Direction 11 directs the Commission to give specia condderation to the functions and obligations of
Audrdia Post and to any Minigerid directions given to Audrdia Post.  The primary function of
Audrdia Pogt isto supply posta services within Austrdia and between Audtrdia and places outside
Austrdia (APC Act section 14). A subsdiary function isto carry on, outside Audtrdia, any business
or activity relating to posta services (APC Act section 15). Audrdia Podt’s functions aso include
the carrying on of businesses or activities that are incidentd to its primary and secondary functions
(APC Act section 16).

Australia Post’ s obligations are set out in sections 26 to 28 of the APC Act asfollows:.

26 Commercial obligation

Australia Post shall, as far as practicable, perform its functionsin a manner consistent with sound
commercial practice.

27 Community service obligations

(1) AustraliaPost shall supply aletter service.

(2) Theprincipal purpose of the letter serviceis, by physical means:
() to carry, within Australia, letters that Australia Post has the exclusiveright to carry; and
(b) to carry letters between Australia and places outside Australia.

(3) Australia Post shall make the letter service available at a single uniform rate of postage for the
carriage within Australia, by ordinary post, of lettersthat are standard postal articles.

(4) AustraliaPost shall ensure:
(@) that, in view of the social importance of the letter service, the service is reasonably
accessible to all people in Australia on an equitable basis, wherever they reside or carry

on business; and

(b) that the performance standards (including delivery times) for the letter service reasonably
meet the social industrial and commercia needs of the Australian community.

General governmental obligations

Australia Post shall perform its functionsin away consistent with:

(@) any genera policies of the Commonwealth Government of which the directors are notified
under section 28 of the Commonwealth Authorities and Companies Act 1997;
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(b) any directions given by the Minister under section 49;% and

(c) Australia s obligations under any convention.

Audrdia Podt’s obligation to act in a commercia manner (APC Act section 26) is condstent with
the principles which fal from subsection 17(3) of the PS Act. The Commisson consders proper
commercid behaviour involves operating an efficient asset base and recovering a reasonable rate of
return,

Ausgtrdia Post’s CSOs (APC Act section 27) do not conflict with subsection 17(3) of the PS Act.
However the reference to these obligations in Direction 11 means the Commission should have
regard to the fact that Australia Post is required to provide a letter service at a uniform rate which is
reasonably accessible to dl people in Audrdia on an equitable bass and which meets the socid,
industrid and commercid needs of the community.

The Commission is not aware of any generd governmenta obligations imposed on Audrdia Post
under section 28 of the APC Act or directions or notifications under the APC Act that are rdevant
to the Commission’s assessment of Austraia Post’ s draft notification.

Other matters

In addition to the matters consdered above, the Commission may have regard to any other relevant
matters.

One such matter is the rationde underlying the regulatory oversght of certain Australia Post prices.
As noted above, the Board's power to determine prices is subject to the PS Act and to Ministerid
oversght under section 33 of the APC Act. The purpose of this provison was described in the
explanatory memorandum as follows:

These provisions are retained to allow appropriate scrutiny of the delivery of reserved services to
ensure that it does not cross-subsidise the competitive elements of Australia Post’ s business.?’

Commission’s obj ectives

In light of the foregoing, the Commission consders that as far as possible its assessment of Audrdia
Pogt’ s proposed price increases should be guided by the following principles.

» The cost base underlying the proposed charges should be efficient;

= AudrdiaPog should face gppropriate sgnas for efficient new investment decisons;

% Section 49 provides that the Minister may make such directions in relation to the performance of Australia
Post’s functions as appears necessary in the public interest but not directions in relation to the rates of
postage or the amounts to be charged for services.

2" parliament of the Commonwealth of Australia House of Representatives Australian Postal Corporations Bill
1989, Explanatory Memorandum, p. 3.



»  Usersshould receive gppropriate sgnals for consumption of Austrdia Post’s services; and

=  Audrdia Post should earn a reasonable rate of return which is sufficient to enable it to
meet its CSOs and does not reflect monopoly rents.

These objectives encourage the economicdly efficient use of and invesment in Audrdia Post’s
infragtructure. They address the following dements of efficiency:

= Dynamic efficiency, which occurs when firms have gppropriate incentives to invest and
innovete over time;

» Productive efficiency, which occurs when firms have appropriate incentives to produce
sarvices at least cost; and

= Allocetive efficiency, which occurs when firms employ resources to produce the goods
and sarvices that provide the maximum benefit to society.
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3 Application of theregulatory framework

3.1 Australia Post’s submission

As noted in the previous chapter, the Commisson considers thet in reviewing price notifications from
monopoly companies, the criteria set out in paragraphs 17(3)(a) and (b) of the PS Act dteer it
towards an assessment of the efficiency of the declared company’s cost base and the rate of return
the declared company is seeking.

By contradt, Audrdia Podt's draft notification contained little information on these issues. Rather, it
focussed on the generd arguments that volume and productivity growth rates were forecast to
decline, and that price increases were therefore necessary to ‘postion the Letters Business for
ongoing profitability and compliance with its datutory obligations?. However, Australia Post
provided little information on its profitability, either for the specific services under consderation or
the business as a whole. The draft notification therefore provides only a partid andyss of the case
for price incresses.

It is generdly the case, at least in part, that declared companies lodge price notifications because the
higher prices are expected to increase profits. This is a commercia obligation that most declared
companies have to their shareholders. However, these declared companies are not operating in
competitive markets but are monopoly providers of the services subject to declaration. Accordingly,
there is some tenson between the incentive to maximise profits and the Commission’'s broader
objectives of economic efficiency outlined in Chapter 2. Furthermore, the nature of the PS Act is
such that the Commission has little role in assessing or reviewing prices in the intervening periods
between such noatifications. As a consequence, it may be the case that the declared company is
earning mor e than sufficient profits at current price levels to provide sufficient incentives to invest in
and grow its business. Such ‘above normd’ profits represent a potentia abuse of market power.

In these circumatances, expected changes to activity levels and productivity are not in themselves
sufficient arguments for price increases. Indeed, in previous decisons the Commission has noted that
the extent to which price increases can be judtified on the basis of a contraction in overal market
demand depends sgnificantly upon the expected duration, timing and Sze of tha reduction in
demand.®

Where exigting prices are dready providing a declared company with sufficiently high profits, price
increases may have deeterious effects upon the broader economy. For example, users of the
services in question will not face gppropriate sgnas upon which they base their usage decisions.

2 Australia Post, draft notification, p.3.

2 Australian Competition and Consumer Commission, Preliminary View: Airservices Australia Proposed Price
Increase, June 2002. This decision is avalable on the Commission's website at
http://www.accc.gov.au.airport/airserv.html. Note that Airservices did not provide sufficient information to
enable an assessment of efficiency.
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This gives rise to dlocative inefficiency, where resources are not directed towards the areas in which
they provide the greatest vaue to society as a whole. Similarly, the monopoly provider may have
incentives to over-invest in the provison of the regulated services. Such outcomes could be
incongstent with the criteria set out in subsection 17(3) of the PS Act.

So while Audrdia Post’ s arguments regarding forecast activity and productivity growth are relevant
factors to condgder in reviewing the proposed price increases, they should not be considered in
isolation from an andysis of the profitability of providing reserved sarvices. Indeed, Audraia Post
itself emphasises that profitability is akey factor underpinning the draft notification.

In this respect, the Commission’s assessment of the proposd is frustrated by the fact that Audtrdia
Post has not provided a more holigtic case to support its proposd; in particular, that the relationship
between the proposed prices, volumes, productivity and profits has not been clearly demonstrated in
its submission. In generd, the Commisson would expect such analyss to be provided for a
notification of such sgnificance. Furthermore, the analys's should be conducted over a time horizon
samilar to that over which the volume and productivity arguments apply; ie, around 3-5 years.

3.2 The Commission’s assessment approach

In its assessment of Audrdia Post’s proposd, the Commission has in the firgt instance considered
the merits of Audrdia Post’s clams regarding volume and productivity. These issues are discussed
in more detall in Chapters 4 and 5.

The Commission has undertaken considerable additional work, however, to place these issuesin a
broader context, through a detailed examination of the costs and profitability of the services in
question. Chapters 7 to 10 sat out this andyssin more detall. This has dso necessitated a Sgnificant
number of requests to Audrdia Post for evidence and information, much of which might reasonably
be expected to have been provided a the time of lodging the draft price notification. This
information has been provided progressvely over the course of the Commisson’'s assessment
process, much of it on a confidentia basis.

The cogt and profitability data have been tested by the Commisson againg a number of the
economic cost principles established in previous regulatory decisons and, in particular, principles
goplied to other indudtries subject to prices survellance under the PS Act. In making this
assessment, certain factors specific to Australia Post, such asits CSOs, have been considered.®

In recent times, a number of sgnificant price notifications under the PS Act have been assessed in
the context of a detalled andyss of the declared company’s cods. For example, in its price
notification in October 2000, Sydney Airport presented the Commission with a highly integrated
submission in support of its case for higher prices. Prior to the remova of prices surveillance of

% Note that Australia Post is not the only regulated business that has CSOs. Other GBEs are declared persons
and, as such, have various CSOs imposed by their shareholder. Further, as noted by the Commission in the
Airservices Australia decision, CSOs can be likened to externalities which are, more or less, imposed on
business or voluntarily assumed.
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arports, price regulated arports such as Brishane Airport and Mebourne Airport used smilar
economic models to support price increases for necessary new investment.

More recently, in its decison relaing to Airsarvices Audrdia, the Commisson's assessment
focussed on economic notions of cost in considering the proposed price increases.

These decisons have generdly evaduated a reasonable level of profitability for declared services.
The Commission’s gpproach to measuring profitability is discussed in more detail below.

3.3 Analysing profitability

A forward-looking model

The Commission's preferred profitability/financia anayss caculates the amount of revenue required
in future yearsto cover the tota costs of an efficient service, based on the following formula

RR=0&M +D+ROC+T

Where: RR = required revenue
O&M = operating and maintenance expenditure (including adminigtrative costs).
D = depreciation or return of capital
ROC = return on capital = WACC * WDV
WACC = weighted average cost of capital (post-tax);
WDV = written down (depreciated) average vaue of the asset base™
T = corporate tax, less benefit of dividend imputation

The return on capital covers both interest on externa debt and return on equity. The WACC isa
weighted average of the return on debt and equity, weighted by the proportions of debt and equity
used to finance the asset base. By dlowing the service provider a reasonable rate of return on
capitd employed, this addresses the firgt criterion of s17(3) of the PS Act of mantaining investment
in the service provider’ sindustry. At the same time, by discouraging prices based on returns above
the WACC, it addresses the second criterion of s17(3) of discouraging the provider from taking
advantage of its market power to make excessve profits and restrict supply a the expense of
consumers and users.

Another way in which a provider could take advantage of its market power and lack of competition
is by dlowing cods to inflate to unnecessary or inefficient levels. Hence the andyss should be
based where possible on an efficient cost-base, not necessarily the provider’s actua codts.

31 Average asset value over the year is (Opening value plus Closing value)/2.
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Audtrdia Post has suggested that:

...such a theoretical exercise removed from the actual costs of the business being assessed is
considered to be inappropriate for Australia Post. This is because Australia Post’s business is
subject to specific statutory obligations that require it to operate in a different manner than a
purely commercial enterprise (for example, the CSO obligations and financial target requirements).*

The Commisson disagrees with this view, and considers that these congderations can be
incorporated into the above profitability andyss. Smilar issues recently arose in the price notification
submitted by Airservices Audraia but did not preclude the application of a financia assessment.*
The Commisson’s view in reaion to Audrdia Podt’s financid targets — particularly in light of the
requirements of Direction 11 — is discussed in Chapters 2 and 9. The Commission’s views on
Audrdia Pog’s CSOs and the impact this might be expected to have on incentives and cods is
discussed further in Chapters 5 and 6.

The Commisson aso notes that there are well known incentive problems that may arise as a
consequence of aregulator evaluating prices smply on the bass of actud cogts of the regulated firm.
In these circumstances the regulated firm effectively loses its incentive to provide services a the
lowest possible cogt, as any profits forgone as a result of cost increases can smply be recovered
through higher prices and revenue.

Chapters 8 and 9 address two other key inputs to a profitability andyss, namely the vauation of
assets and the gppropriate rate of return to dlow Audtrdia Post to recover through its pricing of
reserved services. In Chapter 10, the various dements of the Commisson’s assessment are brought
together, and the prdiminary results of the analyss are set out.

Separ ating reserved services

Given that the Commisson condders profitability andyss an important consderdion in its
condderation of Audraia Podt’s draft notification, an additiond issue arises in its implementation.
Two possble methods are the so-caled ‘single till’ or ‘dud till' goproach. Under the single till
gpproach an organisation is consgdered in its entirety and on this basis the inputs into required
revenue caculations are the total assets and the total operating and maintenance costs required for
the provison of al services. In contrast, a dud till approach separates regulated and non-regulated
sarvices. It then determines the required revenue for the regulated services by reference to those
assats used for the provison of that service and costs directly atributable to the service, plus an
alowance for joint costs.

Given its extensve non-regulated activities, the choice between asingle till and adud till gpproach is
an important one in the case of Audrdia Pos. Importantly, however, the scope of the regulated
activities matches the legidated monopoly held by Audrdia Post over postd services. While the
extent of Audradia Pos's market power may not precisdy correspond with the definition of

%2 Australia Post, draft notification, p. 33.
3 ACCC, Preliminary View: Airservices Australia Proposed Price Increase, June 2002.
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reserved services, the non-regulated services such as parcds, financia services and transport are
generdly open to competition. Such aSituation is Smilar to that of arports, which provide a range of
contestable unregulated services, such asretailing.

The Commission considered the relative merits of the dud till and singletill inits May 2001 decison
on pricing a Sydney Airport.®* That decison noted the superiority of the dud till gpproach in terms
of economic efficiency, in particular on the incentives for new investment. For the reasons outlined in
that decison, the Commisson has adopted a dud till approach to evaluating Audrdia Post’'s
prafitability.> Thus the Commission has not andysed the profitability of unregulated services, but has
examined the dlocation of costs between Audtrdia Post’ s regulated and non-regulated services. This
issueis discussed in more detal in chapter 7.

Historical changesin costs

Some of Audrdia Post’s evidence focused on movements in productivity, taxes and prices since
earlier inquiries. In Prices Survelllance Authority decisions in earlier years, past movements in costs
were commonly the basis for decisons. Allowing an increase in prices in line with cogt increases
gnce a particular date implies that the initid profit margin was gppropriate, and that the origina and
subsequent cost increases were necessary.

However, such past movements are largdy subsumed in the Commission’s financid andysis, and do
not need separate treetment. The analysisis basicaly forward-looking and starts with the cost base
and appropriate rate of return in the current period. All past cost movements are implicitly reflected
in the current cost base. Having established an acceptable current rate of return, future movements
in costs beyond the regulatory period can in some circumstances be taken as an indicator of the
need for future price changes. Thisis, however, subject to the desirability of incorporating incentives
for cost control into the regime.

Notwithstanding the current base approach adopted, information on past cost and price movements
may gill provide useful checks on the reasons for how the current Situation has developed, and as a
guide to future trends.

Period of analysis

Adopting aforward looking analys's necessitates consideration of an appropriate horizon over which
to consder prices. There is no fixed regulatory period for assessments under the PS Act. However,
5 years is a common period for regulatory horizons in industries such as gas and eectricity, and
recently was applied by the Commission in assessment of charges a Sydney airport.

3 Australian Competition and Consumer Commission, Sydney Airports Corporation Ltd Aeronautical Pricing
Proposal: Decision, May 2001. This decision is available on the Commission’ s website at www.accc.gov.au.

% This is subject to some qualification in relation to the Commission’s assessment of the profitability of non-
reserved large letters and PrintPost services. See chapter 8 for some further discussion on thisissue.
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The gppropriate regulatory period is a balance between competing demands. A short period, such
as one year, generates excessve codts for frequent notifications and regulatory inquiries, and
perhaps adminigtrative codts for adjustment of prices. Further, if frequent assessments are held in
which prices are adjusted for movements in the cogts of the regulated company, perverse incentives
can be established. Such a regime tends to pass cost inflation on to consumers automaticaly in
higher prices, and provides little incentive for the regulated company to improve performance if cost
increases are compensated by price increases. Hence in some other regulated industries, an
incentive gpproach such as“CPl minus X”* price caps has been adopted which alow the company
to keep part or dl of the gains from cost reductions over a period of some years. This option is
generdly provided for under a specific government regulatory framework, however, and is not
explicitly avalable under the PS Act in the case of Audrdia Pog.

Too long a regulatory period, on the other hand, means that forecast data for the later years
becomes increasingly uncertain. In some industries, a5 year period may give an acceptable leve of
certainty. In the current assessment, however, the uncertainty of the forecasts beyond 3 years
became apparent to the Commission through the course of the andyss, as is discussed in the
chapters addressing forecast volume and productivity. Nevertheless, in the interests of a longer
period of regulatory certainty, the Commission favours a 5-year horizon.

There are dso specific reasons in this assessment for seeking a price outcome that remains vigble
over severd years. Frequent price changes to the basic postage slamp are likely to be more costly
in adminidrative terms than for most other indudtries. There are printing and digtribution cods for
samps, and Minigterid approvd is required. Furthermore, Austrdia Post’s proposa would take the
price of the basic postage stamp from 45 cents to 50 cents. Both amounts are round multiples of 5
cents which is the lowest denomination of coin now used in Audrdia Although Audrdia Post did
not submit this as a particular reason for the 5 cent increase in price, a price in 5-cent multiples has
evident advantages in convenience for customers purchasing smal numbers of stamps.

If stamp prices are kept as multiples of 5c¢, it dictates increases in steps of around 10% to a new
leved. Correspondingly, the incrementd returns to Audtrdia Post from such price rises may be
unevenly didtributed over future time periods. It is therefore useful to consider the likely returns from
Audrdia Pogt’s proposa over a number of years, rather than just a single period.

In light of the above, the Commission has found it useful to anadyse likely costs and revenues for
Audrdia Pogt over the next 5 years, while not being bound to approve prices for any particular

period.

% CPI-X means that the price increase allowed is the rate of increase in the consumer price index, minus a target
rate of productivity growth (X).
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4 Demand for postal services

4.1 Introduction

In its draft notification, Austrdia Post has raised the issue of changes in the demand for letter
sarvices as a judification for price changes. “Letters’ are defined as both reserved and non-
reserved domestic letter services™.

It is Audrdia Post’s contention that the letter volume growth rate has been in decline since
1994/95, with the exception of 1999/2000. Austrdia Post predicts that declining volume growth
will turn to absolute decline in letter volumes by 2006/07. The extent of volume growth will have
implications for profitability.

For example, Audrdia Post submits that it has a high leve of fixed cogts. Current posta technology
can involve significant lumpy cepitd costs (for example, discrete capacity jumps in processing
equipment and buildings), and many of these are fixed in the short to medium term. Thus, to the
extent that Audtrdia Pogt’s codts include cost dements that are substantidly fixed and indivisible,
declines in volume may change unit costs and hence reduce Audtrdia Podt’s profitability. However,
the Commission notes that the degree to which costs are truly fixed over the medium term calls for
careful scrutiny.

Inits draft notification, Austrdia Post submits that annual volume growth has been one of the factors
assiding it to achieve sustained profit from the letters services over the past decade.  Although not
explicitly sated, the suggestion is that a decline in volume growth will make it more difficult to
achieve the rapid productivity gains of the past decade, and lead to higher unit cogts than would
otherwise be the case.

This chapter discusses the market demand for letter services. The appropriateness of Audrdia
Post’ s volume forecasts and the sengitivity of the letter market to changesin price are also assessed.

4.2 Australia Post’sviews

In its submisson, Audrdia Post dates it has estimated the impact on letter volumes of subdtitution
(eg. dectronic bill presentment and/or payment by telephone or internet), consolidation (eg.
combining multiple items into a sngle mail piece), and rationdisation (eg. reduction in billing cydes)
over the coming ten years based on market penetration and adoption rates for a moderate and a

% This excludes Print Post and unaddressed mail, but includes non-reserved large letters. According to Australia
Post’ s draft notification to the Commission, approximately 1% of the letter business volumes are attributable

to unreserved | etter services.
%\ olumein this context means number of letters or articles.
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high take-up scenario. These forecasts estimate the impact on the three letter segments identified by
Audrdia Pogt — socid, transactiond and promotiona mail.

Socid mall includes full-rate household to household mail. Transactiond mail includes PreSort bulk
mail from business, full-rate household to business mail and ordinary full rate mail that has been
aggregated and presented as PreSort lodgements. Promotional mail congists of direct mail and
includes promotiona mail, brochures and other addressed promotiond mail that satisfies the small
letter category Sze and weight requirements. With the remova of the AdPost discount, effective 1
January 2003, promotional mail users are expected to migrate to PreSort bulk mail rates. As such,
PreSort mail will consst of both transactiona and promotiona mail.

According to Audtrdia Post’s submission, under both high-take up and moderate take-up rates of
subdtitution and mall piece consolidation and raiondisation, letter volumes will begin to trend
downwards in absolute terms in 4-5 years, as take-up rates begin to accelerate. Relative to current
levels, by 2006/07 volumes are forecast to be:

= 7% lower in the high take-up scenario;
= 2% higher in the medium take-up scenario; and
® 19 % higher in ano impact scenario.

However, Audrdia Post does acknowledge that accuratdly predicting future mail volumes will be
difficult as the emerging trends are difficult to forecast. Audrdia Post aso acknowledges thet there
will be a degree of uncertainty regarding the impact of AdPogt’s withdrawa on letter volumes. As
such, the volume figures actudly used by Audrdia Pogst in its revenue modeling appear to lie
between the moderate and high-impact scenarios, showing an average 0.6% per annum incresse
from 2001/02 up to the year 2004/05, or an average 0.2% per annum increase over the five years
to 2006/07. Within this relaively smdl change in tota volume, Audraia Post forecast an annua
averagefdl of 2% in ordinary (full-rate) letter volumes with a2.5% increase in bulk |etter volumes.

In its response to the public submissons, Audrdia Post states that a recent study by Diversified
Specifics was unadle to identify any satidticdly sgnificant price dadticity effect for letters® That is,
Austraia Post does not expect that the proposed price increases will result in any volume reduction.

4.3 Submissions

The Commission has received a large number of submissions concerned with the effect any price
changes may have on demand for postal services, as well asthe accuracy of Audtrdia Post’s volume
forecasts. Further comments have aso been provided through the Public Forums held by the
Commission during late June as well as the Technica Issues Forum in July. These submissons have
raised a number of important points.

% Diversified Specifics, Executive Summary: Small Letter Volume Forecasting Analysis, report prepared for
Australia Post, March 2002.
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Whilst mgjor issues raised by the submissons are discussed more fully in Section 4.4, with respect
to market demand the submissions are most concerned with the:

accuracy of Australia Post’s volume forecasts. For example, the MMUA is concerned
that whilst Audtrdia Post has relied upon a report by Diversfied Specifics, a copy of this
report has not been provided for generd review and comment. GoMail is aso concerned
about accepting unchallenged Austrdia Post’ s predictions of future volume decling;

appropriateness of increasing prices based on a long-term forecast of volume decline.
For example, the MMUA comments in its submission that it is concerned that Austraia Post
IS requesting an increase in prices, in part due to forecast negative volume growth, when by
its own estimates, total |etters volume is not expected to experience negative growth until the
financid year ending 30 June 2007, at which time, growth is expected to be —0.5%;

influence of Australia Post on demand for letter services. Severd submissons to the
Commission, including submissions by Readers Digest and the MMUA, are concerned that
Audrdia Post may be promoting their ecommerce dternatives a the expense of traditiond
mall;

effect of AdPost’s removal on Promotional Mail volumes. Submissons by ADMA,
MMUA, Penfold Buscombe, Doubleday and the Printing Industry Association of Audrdia
express concern about the impact that the phased remova of the AdPost discount, in
combination with the proposed increases to bulk rates, will have on ther direct mailing
expenditure. The ACCC has previoudy approved the phasing out of AdPogt, with an initia
10% increase to prices on 1 July 2002 and afind increase of 9% on 1 January 2003,

sensitivity of volume to price changes, the accuracy of Australia Post’s statements to
this effect, and effect on production. The Commisson has receved a number of
submissons, most particularly from direct mailers, who contend that the cost of postage to
their core business is much greater than estimated by Audtraia Post. Direct mailers such as
ADMA, Magnamalil, Readers Digest and Doubleday suggest that any increase in prices will
result in a reduction to production volume and frequency, with ensuing effects to
downstream markets, as well as Audrdia Post. However, submissons by Action Words
and Rapp Collins put a different view, and date that they do not believe a smadl increase in
prices will result in reduced production.

These pointswill be expanded upon throughout the remainder of the chapter.

4.4

Discussion

As noted above, Audraia Pogt has, in its draft notification, cited a predicted decline in the demand
for letter services as a judtification for an increase to letter prices. In support of this view, Audrdia
Post has supplied the Commission with its estimates for future trends in the letters market, based on
moderate and high impacts of consolidation, subgtitution and consolidation. More specificdly, these
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scenarios look a both exogenous (external) and endogenous (price) factors on the three letter
segments identified by Audralia Post — socid, transactiond and promotiona mail. These estimates
raise a number of issues.

441 External influenceson letter demand

According to Audrdia Post’s draft notification, over the next five years there is unlikely to be an
absolute fal in totd letter volume, dthough the forecast rate of increase would be sgnificantly dower
than over the 1990s.

Severd submissons to the Commisson are reluctant to comment on Audrdia Post's volume
predictions in the absence of more detailed information. For example, the Mgor Mail Users of
Audrdia (MMUA) comment that whilst Audtralia Post has relied upon a report commissioned by
Divergfied Specifics, that this report has not been made public and hence “it is impossible for
MMUA to comment on Audtrdia Pogt’ s rdiance on what is an assumption that mail volume growth
rateswill decline®”.

The Commission has, however, received a sgnificant number of submissions expressing concern that
Audrdia Pogt is requesting a price increase based on a decline in absolute volumes not predicted
until the mid to late part of this decade.

The Commission recognises this concern, but aso recognises that changes in volume over time aso
relate to changes in profits, prices, and posta service requirements over time. If profit levels are
insufficient, then it may be vaid to raise prices if volume increases are not expected to be strong
enough to dlow Audrdia Post to redise a‘normd’ leve of profitability in future. If Audrdia Pogt is
unable to earn an gppropriate rate of return, this potentially undermines its incentive to invest. One
of the Commission’s primary functions under the PS Act is to have regard to the need to maintain
invetment and employment, including the influence of profitability on investment and employment.
Thus forecast volumes must be consdered in the context of other factors such as Audrdia Post’s
current leve of profitability and future changesin cogt, discussed dsewherein this preiminary view.

GoMail suggedts in its submission to the Commission that giving credence to a price rise based on
possible future events does not reflect “norma commercia practice that competitive organisations
face’*. GoMail goes on to say that to judtify such an increase on grounds of diminishing volume
growth, Australia Post should be required to “demondtrate the rigours it has employed to maximise
cogt savings through dimination of waste or re-engineering process flows’#2. The Commisson points
out, however, that Audrdia Pogt is not a commercia organisation, but rather a legidated and
regulated monopoly. Whilst the Commisson agrees that Austraia Post should have an incentive to
minimise costs, forecast activity will affect the Commission’s assessment of acceptable prices.

O MMUA, submission to ACCC, p. 11.
41 GoMail, submissionto ACCC, p. 2.
42 GoMail, submission, p. 9.
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Audrdia Podt’s predictions of dowing volume growth do appear to be supported by internationa

experience. For example, the United States Postal Service (USPS) and a number of European

posta services are predicting faling volume growth and absolute decline over the coming decade.

Indeed the USPS dtates, in its recently released Transformation Plan, that the rate of volume growth

has been declining snce 1997, with the rate of absolute volume declining in 2001, “following a
generd downturn in the economy” .

Higoricdly, mail volumes have tended to move with changes in GDP (non-farm). Indeed, past
Commisson decisions relaing to posta sarvices (in this case conducted by the Commission’'s
predecessor — the Prices Survelllance Authority) have found that a mgjor factor in posta demand is
the economy wide rate of economic growth. This point is demongtrated by Figure 4.4.1.

Figure4.4.1. Letter Volume Growth vs GDP Growth
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Source: Australia Post, Response to Public Submissions, p21.

However, the independent Diversified Specifics report suggests economic activity (measured by
GDP) is no longer the primary driver of totd letter volumes and that mgor volume drivers differ
between key segments of the letter market, namely transactiona, promotiona and socid.

Whilgt the Commission acknowledges the report’s fundamental argument that there has been a
‘structurd break’ in demand, it notes that the Diversfied Specifics sudy was a short term study.
Furthermore, the study found, when assessing individual |etter ssgments, that GDP (non-farm) was
dill in fact a dgnificant key volume driver of pre-sort mal volumes, the largest mal segment,
comprising approximately 50% of letter volume.*

43 United States Postal Service (USPS), Transformation Plan, 2002, p. 17.
4 The Diversified Specifics report’ s definition of PreSort does not include Adpost volumes, as these are included
inthe‘ promotional’ category.
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Whilst Audrdias economy has been expanding for much of the last decade, following the
internationa downturn in late 2001 there has been some dowing in the pace of Audradia s economic
growth. The Reserve Bank of Audrdia has noted in particular that in the face of potentia economic
downturn, many businesses will respond by curtailing discretionary spending, including advertisng®.
This could therefore explan some of the low growth in 2002, paticularly in promotiona mall
volumes.

The Commission notes that economic growth in Audrdia is not completely in step with the world
trend, with the US and severd European economies currently in recession. Thus, the Commission
cautions againg depending too heavily on the predictions of volume decline made by the USPS and
European postal services.

Notwithstanding these arguments, the Commisson acknowledges Audrdia Post’'s concern that
exogenous factors such as increasing penetration of eectronic subdtitutes may be working to
contract the demand schedule for letters and so reduce letter volumes. The Commission accepts
that electronic subgtitutes pose a threat to letter volumes, but notes that some studies have suggested
that the impact may be relatively dow.

For example, as part of its 1998 review of the Audrdian Pogta Act, the Nationa Competition
Council (NCC) commissioned Nationa Economic Research Associates (NERA) to undertake an
andysis of possible future developments in the communications market over a 20 year period. This
report concluded that its own projections suggested that even with high rates of penetration and use
of ectronic media, the volume of domedtic letter traffic was unlikely to decline significantly over the
next 20 years (1997 to 2017).

On balance, then, the evidence as to the extent to which the take-up of adternative communications
channdswill affect future mail volumesis somewhat mixed.

4.4.2 Priceeadicity of demand for postal services

In conddering Audrdia Pogt's proposd, the Commisson has dso consdered the reationship
between price and volume. Australia Post’s proposal assumes that price eladticity of demand over
the price range under consideration is gpproximately zero®. That is, the proposed increase in prices
will not result in a change to demand for posta services, and mail volumes will be unaffected.

By contrast, some submissions have expressed concern that if price dadticity of demand is not zero,
alowing apriceincrease may hasten areduction in the volume of pogta items. This point was raised
by representatives of the MMUA at the Technica ssues Forum?.

45 Reserve Bank of Australia, Economic issues and performance in 2002, RBA Bulletin, March 2002.

4 Australia Post, Response to Public Submissions, p. 53.

47 Transcript of proceedings, ACCC’s Public Forum regarding Australia Post’s Proposed Price Increases, pp. 20-
21
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For the most part, sudies assessed by the Commission suggest that whilst price eladticity of demand
for posta sarvices is not zero, it is typicaly indadtic. Diversfied Specifics report concluded that
movements in (short run) red prices for full-rate and PreSort mail was not gatidticaly significant,
dthough it did register as along run driver of aggregate smdl letter volumes®.

Former decisons by the Commisson’s predecessor, the Prices Surveillance Authority, conclude
that demand for postal services varies between user categories and products. However, inquiries by
the PSA both in the 1980s and early 1990s found that the ordinary postal service would be
sgnificantly less price eadtic than more competitive services.

In 1991, a Prices Surveillance Authority study found that the relative price eagticity of postd articles
was gpproximately —0.55, indicating that an increase in Audrdia Post’s red price index of 10 per
cent would tend to be associated with a 5.5 per cent decrease in the total number of articles posted
in Augrdia

The Commission notes that since these studies were conducted, a number of subgtitutes, such as B-
Pay and dectronic communications, have become more readily accessble As such the
Commission acknowledges that demand may be less indadtic than it was in the 1980s and 1990s,
athough it notes Diversfied Specifics contention that eectronic communications are more likely to
be substitutes for phone cals, faxes or other messages that would otherwise not be sent by mail. The
Commission aso notes that price eadticity measures changes in red prices. Any initid volume
response resulting from a price increase could be mitigated if red pricesfdl over future years.

Therefore, the Commission consders that the demand for posta services in aggregate remains
relatively indastic over the price range currently being consdered, and that Audtrdia Post can
increase prices (to a point) without suffering Sgnificant reductionsin total volume.

The Commisson dso notes that any demand response may dready have been factored into
Australia Podt’s forecasts, so any objection to price increases may in fact be met by higher than
expected volume figures.

Notwithstanding this prdiminary view, the Commisson's assessment of Audrdia Pos’s draft
notification is somewhat complicated by the complexity of Audtrdia Pogt’s pricing structure as well
as the effects of previous decisions with regards to barcoding and AdPost.

Furthermore, irrespective of the above assessment of demand dadticity for overal postal services,
the Commission notes the logic of conddering the socid, transactional and promotional segments
separatdy. These ssgments meke use of different reserved services, and have didtinct
characteridtics.  Indeed, the Commission received a number of submissons questioning Audtrdia
Post’ s decision to base its need for price increases on aggregate demand for letter services, rather
than individua letter ssgments.

“8 Diversified Specifics 2002, p. 19, 24, 29.
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For example, the MMUA cdlams that of the three letter segments, only one, socid |etters, is forecast
to experience negative growth for the next 5 year period. Socid letters make up approximately 5%
of totdl letters volumes. Transactiond |etters, the largest of the letters segments, is not projected into
negative growth until the year ending 30 June 2005, with forecast growth in that year of —0.2%.
Promotiond |etters are forecast to be in growth over the five year period®. In light of these
comments, the remainder of this section looks separately at the price sengtivity of each of the three
|etter segments.

Social Mail
With regards to ordinary full price mall, Audtrdia Pogt datesin its submission that:

The proposed BPR (Basic Postage Rate) and associated price increases are not expected to have
any significant impact on current volume trends given that customers are unlikely to change
mailing behaviour in response to the proposed change™.

Indeed where socid mail is concerned, Australia Post estimates that a five cents increase in the cost
of the basic postage stamp should have an annua impact of only $2.70 on households.

The Commisson acknowledges that a number of dternatives to written communications now exis.
However, for the most part, these substitutes do not offer significant cost savings, and hence are
likely to be utilised for reasons of convenience rather than price sengtivity. Moreover, demand
dudies indicate that there is more subgtitution among eectronic modes of communication (e.g., to
email from phone and fax) than between post and these aternative modes.

The Commission therefore agrees that an increase in the price of the basic postage stamp appears
unlikely to sgnificantly dter the behaviour of individua consumers. Consequently, the Commission
condgders that socid mail volumes are unlikdy to materidly change in response to the proposed
price increase. Whilst the Commission recelved a smal number of complaints from consumers about
the proposed 5 cent increase in the basic postage rate, typically these submissions were more
concerned with quality of service issues than the price per se. Qudlity of service issues are, however,
better addressed through performance measures and Australia Post’ s community service obligations.
These are discussed in more detail in Chapter 6.

Transactional Mail
The Commisson’s prdiminary anadlyssis that transactiond mail isdso reaively price indadtic.

Transactiond mail istypicaly made up of household to busness mail, as well as mass produced hills,
gatements, and other transactional correspondence from business, often known as “essentid
mailings’. These include credit card and bank statements, as well as utilities bills and statements
(telephone, mobile, eectricity and so on). Transactional mail includes both ordinary letter priced

49 MMUA submission, p. 11.
% Australia Post, draft notification, p. 24.
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items (ie full-rate) and PreSort bulk rate items. Transactiond mall is the largest |etter segment and
makes up approximately 81% of the reserved letter service.

According to Audrdia Pogt’'s draft natification, transactiond mail is expected to be the segment
mogt affected by increasing availability of dternate communication channels. Possible subgtitutable
sarvices for transactiond mail may include dectronic bill presentment and payment, telephone bill-
pay, direct debit, and counter payments. Consolidation and rationdisation of letter mail may include
less frequent billing cycles and combined mailings. The Commisson notes, however, that many of
these trends are not price responses per se, but rather a general cost reduction strategy. However,
the Commission dso notes that whilst these factors might lead to volume changes without a price
increase, their increasing subgtitutability may make this segment more price-dagtic over time.

Agang this, Mr Ashmore, Commonwedth Bank representative at the Commisson’s Technica
Issues Forum, suggested adherence to industry codes of practice might reduce the impact of any
price changes on the transactiond sector, by dictating the regular mailing of bills and statements to
customers. Furthermore it is likely that competitive forces, as well as custom and practice, may be
driving the use of postd services in response to changing consumer preferences. The Commission
condders that the move away from mal to other channds is likely to reflect changing consumer
preferences across awide range of prices.

Whilgt the Commisson acknowledges the increasing availability of subgtitutes, it is prepared to
accept Audrdia Podt’ s contention that transactiond mail volumes are unlikely to change significantly
in response to a price change. Evidence was presented at the Commission’s Technical 1ssues Forum
that mgor transactiona mail users do not expect to reduce their production volumes in response to
the proposed price increases. The Commission again notes that it expects Audtralia Post should
have dready factored any price response into its activity forecasts.

Promotional Mail

Promotiona mail makes up approximately 14% of totd mail volumes. Users of promotiond mail are
currently provided with a discount service caled AdPost. The AdPost discount will be phased out
effective 1 January 2003 and the Commission expects that AdPost users will migrate to PreSort
bulk mail once the AdPost discount is removed.

The Commission has received a large number of submissons from direct malers. These responses
are somewhat mixed, with some questioning the need for an increase to PreSort rates and
highlighting the potentidly negative ramifications for their businesses, while others point to expected
expangon of production.
A number of key themes emerging from these submissons are:

= the proportion of costs represented by postage;

= the effect the remova of AdPost’s discount will have on cost; and

= the effect afurther increase in PreSort rates will have on production decisions.

60



Inits draft notification, Audtralia Post clams;

(Given) that postage is only one element of the cost of sending a letter, it is unlikely that a 5%
increase in postage will have a significant impact on the move to substitution, consolidation, or
rationalisation. For example, if postage is 30% of thetotal cost, a 5% postage increase represents a
1.5% increase to the total cost of the mail piece™.

Submissions by the MMUA, ADMA and Doubleday provide an dterndtive view.

ADMA suggests that a cost share for postage of 45% is closer to the industry average for bulk
users, with Doubleday stating that “(p)ostage under the AdPost service presently accounts for as
much as 58% of the totd cost of a Doubleday recruitment direct mail pack”. The MMUA aso
submits that the cost of postage is a highly significant proportion in comparison with other eements,
such as printing.

Submissions by ADMA, MMUA and Doubleday also express concern about the impact that the
phased removd of the AdPost discount might have on ther direct maling expenditure. The
Commission has previoudy decided not to object to Audtrdia Post’s proposa to introduce the
phasng out of the AdPost discount. In the current case, however, the Commission is primarily
concerned with the effect of any additional price increases.

Furthermore, submissions to the Commisson by ADMA, Magnamail and Readers Digest date that
they expect that an increase in PreSort (in combination with the remova of the AdPost discount)
rates will result in consolidation and rationdisation of malling campaigns. For example, ADMA
reports that its members are consdering reducing their mailing campaigns from 6 to 5 times per
annum. In addition, Magnamail is adso consdering a reduction in mailings per campaign. Readers
Digest are currently reviewing their mailing list and expect to reduce mailing volumes by 15%. Some
direct malers, such as Doubleday, are consdering relocating their printing businesses offshore.
Spesking a the Commisson's Technicd Issues Forum, Audrdian Mailing's representative, Ms
Raher, commented that “if you have got a marketing budget of $10 million, you have got a
marketing budget of $10 million. It isnot elastic™”.

Suggestions by some direct mailers that they intend to reduce production volumes in response to any
increase in bulk rates suggests some price sengtivity. The likely effect of any increase in the
proportion of costs represented by postage may be to reduce direct mailers profitability and lead
organisations to seek out new ways to reduce cogts, and pass some of the increase on to clients.
Reducing costs by reducing production or moving production overseas might result in areduction in
income to downstream markets, and more importantly in the context of this assessment, to Audrdia
Post.

In its Response to Public Submissions document, Australia Post comments that such clams imply
that dadticity of demand for promotiona services is near unity. That is, a price increase will be met

51 Australia Post, draft notification.
52 Ms Sally Raher, Australian Mailing and MMUA.
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with a corresponding decrease in volumes which maintains unchanged revenue. Austrdia Post does
not believe thisto be the case.

Submissions by Action Words and Rapp Collins support Austrdia Post’s contention.  They suggest
that direct marketing is structured in such a way that profitability is arrived at over time and that a
amdl increase in the price of postage is unlikely to render a profitable campaign unprofitable. The
Commission therefore accepts that the dadticity of promotiond mail, while greater than for other
mall ssgments, is il likely to be rdatively low.

The Commisson dso notes that other submissons point to expected long term growth in the
promotiona mail market. For example, Doubleday comments that “we are expecting that a number
of draegic changes planned for our business over the next few years will increase our letter
activity”.

Such contradictions make it difficult for the Commisson to make any definitive atements as to the
price dadicity of demand for promotiona letter services. Furthermore, it is difficult for the
Commission to distinguish from the submissions the effect AdPost’s removd is expected to have
from the effect the new prices proposed by Austrdia Post for PreSort rates will have on demand in
the promotiona segment. However, the Commission consders that the mgority of comments made
with regard to demand responses relate to the former.

Notwithstanding this, the Commisson congders that the promotiona segment is likely to be less
indlagtic than for socid and transactiond mail. However, the Commission notes that any demand
response from both the remova of the AdPost discount, as well as the proposed changes, is likely
to have been factored into Audtrdia Post’ s forecast figures.

45 Conclusion

In its draft notification, Austraia Post raises the issue of changes in demand for letter services as a
judtification for price changes. It is Audtrdia Pogt’s contention that |etter volume growth has been in
decline in recent years, and that letter volume growth will turn to absolute decline by 2006/07.
Audrdia Post suggedts that this decline is the result of incressng subditution of dternative
communication channels, such as dectronic mal, as wel as increesng consolidation and
rationdisation of mailouts.

The Commission received a humber of submissons expressing concern that Audtrdia Post has
requested a price increase based on a decline in absolute volumes not predicted until the mid to late
part of the decade. Whilst the Commission acknowledges this concern, Austraia Post’ s predictions
of dowing volume growth do appear to be supported by internationa experience.

In congidering the proposal, the Commission has aso considered the relationship between price and
volumes. The Commission has reached the preliminary conclusion that demand for reserved services
is likely to be reatively price indadiic. That is, a price increase is unlikely to result in a Sgnificant
volume response, paticularly if prices subsequently decline in red terms. Of the three letter
segments identified by Audrdia Post — socid, transactiond and promotional — the Commission
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expects that the price dadticity of demand for socid and transactiond mail will be indagtic over the
price ranges proposed. Combined, socid and transactiona mail make up approximately 86% of
total mail volumes.

Promoationd mail isthe segment more likely to experience some volume response. However, as has
been argued earlier in this chapter, it is difficult for the Commisson to distinguish how much of this
expected demand response is related to the remova of the AdPost discount, and how much relates
to the additiona increases to PreSort rates contained in the current proposd. The Commission
congders, though, that it is likely that Audtraia Post would have incorporated these effects into its
forecadsts.

While anticipated volume levels are relevant to pricing condderations, the Commisson is dso
mindful of the effect that short-term influences may have on demand. For example, volume decline
may well be the result of a temporary dowdown in the growth of the economy. The Commission
would aso be hedtant to base prices upon forecasts that cover time periods some 5 to 10 years
away. However, as discussed esewhere in this prdiminary view, there are merits in dlowing prices
that are maintained over a medium term horizon. These include incentives for cogt reduction and
market growth.

While there is some uncertainty regarding the future growth prospects for mail, and the possble
volume effects of the proposed price rises, the Commission has accepted Australia Post’s volume
forecadsts as a garting point for the Commisson’s profitability modelling. The Commisson does
note, however, that the volume forecasts appear to err on the conservative side, with Australia Post
forecadting that the take-up rae of subgtitutes will be between medium and high leves.
Furthermore, the Commission notes that should any proposed price increase be objected to, thereis
areasonable chance that volume growth may be greater that predicted by Austraia Post.

The Commission aso stresses that Audtrdia Post should bear a degree of risk associated with
forecast volumes. If Audrdia Pogt’s volume predictions are ultimately too conservative, Audrdia
Pogt stands to make higher than expected profits. Conversely, should forecasts over-estimate future
volumes, Augtralia Post should not be further compensated.
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5 Australia Post’s productivity

5.1 Introduction

In assessing price natifications, the Commisson will, amongst other things, consder the efficiency of
the cost base that a declared company is working from to earn areturn. The importance of such a
consderation, as noted in Chapter 2, lies in the recognition that monopoly suppliers do not
necessarily produce goods or services a efficient cost levels which may in turn result in higher then
efficient prices being passed on to consumers.

While this is a fundamental consderation for the Commission, establishing the precise current level
and projected future levels of efficient operating codts is difficult in practice, requiring a thorough
assessment of both the efficiency in which operating costs are incurred and inputs employed in the
generation of output. Such an assessment would require one to consder the effect of a number of
factorsincluding:

»  Xineffidencies
= economies of scale and/or scope;
= technologicd innovation;
= productivity improvements, and
= the subdtitutability of inputs,
upon unit cogts and in turn determine whether those unit cods are efficient.

Recognising the need to encourage the pursuit of technica efficiency, while aso recognising the
practicd difficulties of assessng the absolute efficiency of the cost base, the Commission will assess
whether the current and projected costs incurred by the regulated firm are reasonable. In making
this assessment, the Commission in the first instance consders the current cost base, examining the
effect of past technologica innovation, productivity growth and the removd of previous inefficiencies
upon unit costs. Once reaching a conclusion regarding the current cost base, the Commission then
consders the effect of proposed technologica innovation, projected productivity growth and the
scope for further cogt efficiencies in determining whether projected operating and maintenance costs
are reasonable. These conclusions inform the Commission’s profitability analysis.

In the case of Audtrdia Pogt, the Commission has obtained advice from Meyrick and Associates on
Austrdia Pogt’s productivity. The results of this study are incorporated in the discussion in Section
5.6.
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5.2 Australia Post’s views

In its draft notification, Austrdia Post clams that over the period 1991-2001 it has achieved
cumulative labour productivity growth equd to twice the nationa average (67% compared to the
nationa average of 28.7%) and has reduced the ratio of labour codts to tota costs from 65.4% in
1992 to0 49.6% in 2001.

According to Audrdia Pog, this growth in [abour productivity and reduction in labour costs have
primarily been aresult of:

the introduction of mechanised sorting processesie Optical Character Readers and bar
code sorters,

» investment in training programs to enhance the skills of its labour force;
» increased labour flexibility; and
= theintroduction of performance related wage increases.

Australia Post argues that as a result of these productivity gains, it has been able to both reduce red
prices and meet the growth in counter transactions, mal volumes and ddivery points whilst
maintaning a relatively flat labour force. Audrdia Post clams tha this has been achieved with
minimum indugtrid action.

Audrdia Pogt argues that while further investment in automated equipment and human capitd is
planned, “there is less scope to achieve the very high productivity gains associated with the past
initiatives as Post is how using some of the most advanced automated processing in the world’,
Audrdia Post submits that combining this limitation on future productivity growth with the forecast
fdl in volumes “will have an adverse affect on Letters Business profit, its ability to fund ongoing
invesment and its ability to meet its Satutory obligations’.

5.3 Submissions

Numerous comments have been made regarding Audrdia Post’s contention that it is an efficient
operator. These comments range from genera comments on Audtrdia Post’s productivity, to the
effect of past productivity initiatives upon users and the scope for future productivity improvements.

General comments

In response to Audtrdia Post's clams of productivity improvements over the period 1991-2001,
both GoMail and MMUA assert that the base upon which these improvements have been measured
are mideading. GoMail argued that, “the origins of Audtrdia Post and therefore the starting position

58 Australia Post, draft notification, p. 18.
5ibid., p. 6.
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was a hidoricdly inefficient, lazy, over daffed, union dominated and heavily demarcated
organisationd dtructure as a base’.

MMUA adds:

Australia Post states in its Draft Notification that it has been able to reduce labour costs from
65.4% in 1992 to 49.6% of total Letter Service costs, and compares its cumulative labour
productivity growth of 67% to the Australian average 28.7%. We hold that the latter comparison is
misleading in that it fails to acknowledge the very poor state of [Australia Post labour] affairs that
existed at the beginning of the process®®.

The Pogt Office Agents Association Ltd (POAAL) concedes that some productivity gains have
flowed through to the retail level through the Audtraia Post’s introduction of point of sdes systems.
However, it argues that licensees that have borne the brunt of the real reduction in both volume and
price and have had to generate sgnificant productivity gains to “maintain a reasonable standard of
living and to maintain aviable busness’”. Further, the POAAL argues that much of the productivity
gansto date have been aresult of both the substitution of labour for capital and the increased use of
contract services which have shifted labour codts.

Past productivity initiatives and scope for future productivity improvements

A number of submissons from large mal usars refer to previous initistives such as the
implementation of FuturePOST which, through the introduction of bar-coded sorting, sought to:

» increase productivity;

= improve sarvice ddivery performance;
= reduce the cost of processing; and

= passon codt reductionsto consumers.

Each of these submissons argue that the introduction of bar coded sorting has shifted a portion of
Audrdia Pod's costs onto users, by requiring mgor mail users to invest in bar coding equipment.
In addition, the parties argue that the reduction in costs and productivity improvements that were
represented at the time of implementation have not been delivered.

Magnamail Pty Ltd argues that it has “incurred significant set up costs’* in implementing bar coding
and is now unlikely to achieve a return on this invesment over five years. The Printing Industries
Asociation of Audrdia dso refers to the sgnificant investment mail houses have made in both
capita and labour to implement the required changes.

Doubleday clamsthat:

%5 GoMail, submission, p. 9.

% MMUA, submission, p. 6.

5 Post Office Agents Association Ltd, submission, p. 1.
%8 Magnamail Pty Ltd, letter dated 11 June 2002, p. 2.
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the introduction of bar coding was to assist Australia Post in increasing efficiency reducing costs
and achieving better profits, however large customers of Australia Post, such as Doubleday, have
invested significant amounts of money and resources to establish the bar coding infrastructure
and contribute to Australia Post’ s productivity improvements and profitability *.

Some parties such as GoMail and MMUA argue that the productivity gains and cost reductions
originaly projected for the implementation of FuturePOST have not been redised. GoMail suggests
the Commission should “satidfy itself whether Audtrdia Post has ddlivered on the cost savings and
productivity improvements implicit in the origina FuturePOST investment recommendation” .

MMUA maintains that “until Audraia Post can show that dl key dements within the Barcode
Project included in the origind plan which led to the gpprova of the $500 million budget have been
exhausted then this is not an acceptable ground for postage price increases’®.  Reader’s Digest
agrees with MMUA'’s comments and submits that it “does not beieve that Audtrdia Post has yet
reached itsfull potentid for productivity improvement”s2,

MMUA dso questions the falure to achieve roundsorting, streeting and sequencing and queries
whether union rather than technologicd influences have prevented this achievement. In addition,
MMUA questions the extent to which changes in the workplace have “taken place to ensure that
maximum efficiencies of mail processing autometion have been ddivered’ s,

Findly, the Audrdian Direct Marketing Association notes that “Audrdia Podt’'s cdam that
opportunities for further productivity enhancements are not avalable suggests tha in future,
improvementsin productivity will no longer be a priority” ®.

5.4 Australia Post’sresponse

Following the receipt of public submissons, Audtrdia Post sought to clarify its podtion on the issue
of productivity and respond to the issues raised by interested parties.

Australia Post’ s position

In darifying its pogtion on the issue of productivity, Audrdia Post commences by geting that the
growth in both labour and tota factor productivity over the last decade had largely been a result of
the implementation of productivity initiatives, combined with continued volume and revenue growth.
Audrdia Post argues that while it had achieved growth in labour and total factor productivity of
5 p.a and 5¥% p.a respectively over this time, the factors driving this growth were st to
plateau and in some cases decline. That is, the implementation of productivity initigtives were

% Doubleday Australia, submission, 7 June 2002, p. 4.

% GoMail, op. cit., p. 9.

S MMUA, op. cit., p. 5.

52 Reader’ s Digest, submission, 20 June 2002, p. 11.

8 MMUA, op. cit., p. 10.

5 Australian Direct Marketing Association, submission, 14 June 2002, p. 4.
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nearing an end, which when combined with a projected fdl in volume growth would result in
“diminished opportunities for future productivity improvements’®.

Audrdia Pogt clamsthat the growth in labour productivity has been in part aresult of the:
= dedineintotd full-time equivaent employees,
= increased use of part-time staff; and
= theintroduction of performance related wage bonuses.

According to Austrdia Pogt, these achievements have in a sense been counteracted by the increase
in the number of ddivery points, which have required a further 250 full-time equivadent aff per
annum.

Audrdia Pogt submits that if volumes decline and the number of delivery points further increases,
then “future labour productivity growth must come from labour reductions and/or further gains in
capital productivity”®. However, Audtrdia Post argues that it has dready reduced its labour force
and thus opportunities for extracting further savings from this area are limited. Smilarly, Audrdia
Pogt argues tha future capita productivity improvements are limited athough it concedes thet the
effect of anumber of capita and labour productivity initiatives are il to be redlised. Audrdia Post
clams that the effect of these initiatives have been incorporated into its operating cost projections
and will be fully redised by 2004/05.

Reference is a'so made by Audtrdia Pogt to other cost minimisation initiatives adopted including:

= the contracting process used to contract |abour which requires the provison of services a
the lowest cost; and

= thereduction in property holdings and centraisation of property contract management.

Australia Post contends that these factors demondtrate that it is operating from an efficient cost base.
In addition, Audrdia Post argues that its use of a rdatively low leve of labour cogt inflation in
projecting labour cogts for the period 2002-2004 is further evidence that projected costs are not
excessve.

Response to public submissions

In response to clams that factor subgtitution has been the principa factor driving labour productivity
gains, Audrdia Pogt directs attention to total factor productivity. Audtradia Post contends that
Macolm Abbott’ 7 estimate of an average 56 increase in totd factor productivity over the 1990s

S ibid.

% ibid, p. 6.

57 Abbott M., An Economic Evaluation of the Australian Postal Corporation Act 1989, Economic Papers 19(3),
2000.
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combined with smilar growth in labour productivity suggests that labour productivity growth has not
been solely aresult of factor subgtitution.

Audrdia Post dso refutes the clam that contracting has resulted in artificia productivity increases.
Audrdia Post maintains that it adjusts labour to the extent of outsourcing to remove any effect of
subgtitution between labour and contractors upon productivity.

Audrdia Post amilarly rgects clams that the productivity improvement it has referred to do “not
amply reflect the low base at 19917%. Audtrdia Post argues that totd factor productivity data over
the more extended period of 1975-1999, illustrates that productivity has been improving over a
longer period.

In response to issues raised regarding FuturePOST, Austraia Post submits that while it will * capture
al of the benefits anticipated from FuturePOST at the outset”® all of the projected cost reductions
have been “factored into the financid projections that underpin the case for letter price increases’™.

In addition Australia Post argues that:

= dreeting and sequencing were not part of the original FuturePOST business plan;
= work practices have been dtered to accommodate FuturePOST;
= benefits from the smadl letters component of FuturePOST have been achieved; and

=  benefits from the large letter component of FuturePOST (which requires further labour
reductions) are yet to be redlised but are incorporated into projections of operating costs.

Audtradia Post argues that FuturePOST has “ contributed to significant improvements in both |abour
productivity and total factor productivity through more efficient use of land, buildings, equipment and
transport assets’”.  In addition Audrdia Post argues that the investment in FuturePOST has
achieved dl of itstargets, including the reduction in full-time equivaent employees.

While Audrdia Post dams that it will not be able to sugain the rate of productivity growth it
achieved over the last decade and expects only “margind gains’” from technologicd innovation, it
regects the contention that future productivity improvements will not be a priority. Audtrdia Post
maintains that “its critical focus is on drategies to maximise the capabilities of FuturePOST
network” 3, such as further network consolidation and selective degp sorting and sequencing.

Findly, Audtrdia Pogt contends that future productivity growth will be congtrained by the growth in
delivery points which it is required to service under its universa service obligation. Audrdia Post

8 Australia Post, Response to Public Submissions, July 2002, p. 7.
% ibid., p. 10.

Pibid.

ibid., p. 12

2ihid., p. 17.

ibid., p. 16.
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dates that “delivery points are likely to grow at an annud rate of around 2-2.5% p.a” " (see chart
below), and argues that a 1% growth in ddivery points requires 90 full-time equivaent resources
which must be “met by on-going productivity improvements’ .

Figure5-1:. Growth in delivery points
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5.5 Discussion

As outlined in the introduction to this chapter, determining the efficient level of operating cods is
difficult in practice leading the Commission to utilise indicators such as past and projected
productivity growth to assigt in its assessment of whether current and projected codts are
reasonable. The Commisson has examined each of these indicators giving consderation to the
information provided by Audrdia Post and the concerns raised by interested parties and will
address each of themin turn.

Definitions

At its most basic, productivity messures the rate at which output is produced per unit of input.
Growth in productivity over time is equa to output growth less input growth, which will depend on
factors affecting output growth relative to input growth.

Productivity can be measured on a:

= partid factor bads, which relates output produced to one factor of production, for example
labour productivity measures the output produced per unit of [abour;

“ibid., p. 17.
ibid.
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=  multi-factor basis, which relates output produced to more than one factor of production, for
example it may measure output produced per combined unit of labour and capita input; and

= total factor basis, which relates output produced to dl factors of production.

While partid measures such as labour productivity are often quoted as indicators of improved
efficiency, the actud measure is influenced by a number of other factors including input subgtitution
and the introduction of new technologies. That is, changesin the productivity of one input may come
a the expense of the productivity of other inputs.

A more gppropriate indicator of efficiency, then istota factor productivity (TFP). Etimates of TFP
involve the congruction of an aggregate output index and an aggregate input index. The ratio of the
two indices provides the TFP measure that includes the impact of technica progress, economies of
scae or of scope and managerid improvements’.

Past productivity growth
External assessment

Australia Pogt’s productivity performance has been consdered in a study completed by Meyrick
and Associates (Meyrick Report) on behdf of the Commission'”. It has aso been congdered in two
reports written in the last four years, one by Macolm Abbott entitied An Economic Evaluation of
the Postal Corporation Act 19897, and another by the Nationa Competition Council (NCC)
entitled Review of the Australian Postal Corporation Act™.

Total Factor Productivity — Australia Post as a whole®

The Meyrick Report indicates that total factor productivity of Audrdia Post’s operations has
increased by 3.5% for the period 1992-2002. This increase in totd factor productivity was
somewhat less than the increase suggested by Abbott of 5.5% for the period 1989/90-1998/99.
The mgor difference between the Meyrick Report and Abbott’s study is the caculation of the user
cost of capital®:. Other differences include:

= thedifference in the base years for the andys's and the differences the methodology used to
caculate the TFP indices and growth rates;

8 ACCC, Review of Price Control arrangements - Telecommunications, February 2001, p. 56.
" Meyrick and Associates, Australia Post — Past and Forecast Productivity Growth, August 2002. A copy of
thisreport is available on the Commission’ s website at http://www.accc.gov.au

8 Abbott 2000, op. cit.

™ NCC, Review of the Australian Postal Corporation Act, Final Report, February 1998.

8 These estimates of total factor productivity cover Australia Post’s full range of activities, not just regulated
services.

8 For more information regarding how the user cost of capital is calculated refer to p. 8. of the Meyrick report.
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= aFischer index is used in the Meyrick Report to caculate total factor productivity where as
the Abbott study uses a Torngvuist index method; and

= the growth rates calculated in the Meyrick Report are trend growth rates.

The increase in totd factor productivity caculated in the Meyrick Report, for the period 1992-
2002, was largely due to increases in letter volumes. Over this period, the output index increased at
atrend growth rate of 5.7% and the input index increased at a trend growth rate of 2.2%. Table 5-
1 below provides a summary of Austraia Post’s aggregate output and input quantity and TFP trend
growth rates.

Table5-1: Australia Post’s aggr egate output and input quantity and TFP
trend growth rates, 1976-2002

Variable 1976-2002 1976-1991 19922002

% p.a. % p.a. % p.a.
Output quantity 4.49 3.78 5.66
Input quantity 151 151 215
Tota factor productivity 2.98 2.27 351

Source: M& A estimates

The Meyrick Report indicates that with the implementation of FuturePOST capitd has been
substituted for labour as the partid productivity indices of the two inputs, labour and contractors,
increased a a much higher rate than capita, and hence tota factor, productivity snce 1996%. Figure
5-1 below shows the partia productivity indexes of the four inputs and total factor productivity over
the period 1976-2002.

82 Meyrick and Associates 2002, p. 10.
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Figure5-1 Australia Post’s aggr egate partial productivity and TFP indexes, 1976-2002
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Reserved services

The Meyrick Report aso assessed the past and future productivity gains of Audtrdia Post's
reserved services operations. Table 5-2 provides a summary of the Meyrick results for Australia
Post’ s reserved services output and input quantity and TFP trend growth rates for the period 1997-
2007.

Table 5-2: Australia Post’ sreserved service output and input quantity and TFP
trend growth rates, 1997-2007

Variable 1997-2007 1997-2002 2003-2007

% p.a. % p.a. % p.a.
Output quantity 1.76 3.68 0.14
Input quantity -0.42 -0.11 -1.05
Tota factor productivity 2.18 3.79 1.19

Source: M& A estimates

The key driver for productivity gains during the last five years for Audtrdia Pogt for both the totd
and reserved service operations appears to have been Audtraia Post’s ability to meet increased
demand while keeping input usage relatively stable. The Meyrick and Associates study found that
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for the period 1997-2002 that reserved services output and input indices and total factor
productivity trend growth rates were 3.7%, -0.1 %, and 3.8%, per annum respectively.

The Meyrick Report dso indicates that the trends in partid productivity measures for Audrdia
Pogt’ s reserved services operations and the entire business are smilar. The partid productivities of
the three inputs for reserved services, as wdll as the TFP index, are presented in figure 5-2. Figure
5-2 shows Australia Post’s reserved service partid productivity and TFP indices for the period
1997-2007.

Figure 5-2 Audtralia Post’ s reserved service partial productivity and TFP
indices, 1997-2007
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Figure 5-2 shows labour productivity incressing at a faster rate than TFP, which has increased at a
fagter than capitd productivity. Meyrick and Associates conclude that this reflects subgtitution of
capita for labour over the period.

Decomposition of productivity gains - Australia Post as a whole

The Meyrick Report aso includes an econometric decompostion of tota factor productivity growth,
as productivity improvements measured by TFHP can result from a number of different factors. The
sudy found that after adjusting for output and network Sze, Austraia Post recorded significant
technologica improvement over the study period. The chart below provides Audtrdia Podt’s total
factor productivity and technological growth for the period 1976-2002.
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Figure5-4 Australia Pogt’ stotal factor productivity and technological growth
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The Meyrick Report concludes that TFP increased significantly after 1992 due to increased volume
growth, as output per delivery point increased by approximately 50% during the period 1992-2002.
The Meyrick Report dso suggests that the mgor determinants of for future productivity gains for
AudrdiaPog are;

= expected output growth;
= growth in the network; and

= underlying rate of technologica process.

The Abbott study and the NCC report

The report written by Abbott examined trends in Audrdia Post’s productivity over the period
1975-1999, consdering both partia (output per unit of labour, contractor and capital) and total
measures of productivity. In examining the partia measures, Abbott found that each of the measures
had been steadily risng over the period, however, the less pronounced growth in the productivity of
capita relative to labour demongrated “the greater investment that Audtrdia Post has put into
replacing labour with capita” . Abbott concluded that in cases where such substitution occurs,
partia measures of productivity, such as labour productivity would “inaccurately portray the total

8 Abbott , 2000, op. cit., p. 5.
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change in productivity”’®. That is, labour productivity would tend to overdtae productivity
improvements, while capita productivity would tend to understate productivity improvements. The
Commission notes that Meyrick Report was critica of certain aspects of this study, dthough the
broad trends in each study are not dissmilar.

A more limited study of Augtrdia Post’s productivity was aso conducted by the NCC. The NCC's
examination of labour costs and productivity over the period 1992-1997 found that labour
productivity outstripped growth in the consumer price index over that period. The NCC concluded
that labour productivity had improved as a result of:

= union and award rationdisation;

= thelinking of wages and bonuses to performance;

= increased labour flexibility (thet is agreater use of part-time and casua employment); and
= theintroduction of automated mail processing.

Overdl the NCC report concluded:

Australia Post performs very well against its corporate objectives and against comparable
organisations including overseas postal services and similar corporations. It has also been able to
consistently improve its internal efficiency, provide large dividend payouts, capital investments,
and has been able to make significant investmentsit its network primarily from internal sources®.

Commission’ s assessment

The difficulty in relying wholly on the NCC and Abbott reports is that a number of years have
elgpsed snce the sudies, during which time FuturePOST has been introduced. In light of these
problems the Commission has given more weight to the total factor productivity study by Meyrick
and Associates.

While noting the problems in relying on partiad productivity measures, the Commission condders that
Audrdia Pogt has derived sgnificant cost savings and productivity improvements over the last
decade as aresult of labour rationdisation and changes in employment practices. Overdl Audrdia
Pogt’s labour force, including contractors, fell by 12% over the period 1990/91 — 2001/02, with
full-time employment fdling by 23% over the same period. The greetest fdl in full-time employees
occurred over the period 1991-1993 and 1997-2000, in line with the introduction of the first
generation Opticd Character Reader, the Multi Line Opticd Character Reader and FuturePOST.
This suggests that labour has been subgtituted for capita, particularly in the processing area, which
has resulted in an increase in |abour productivity.

8 ibid.
& NCC 1998, p. 130.
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As mentioned previoudy the Meyrick Report aso concludes that capitd has been subgtituted for
labour. The report notes that:

...1abour and contractor partial productivities have increased at afaster rate than TFP which hasin
turn increased faster than the capital and other inputs partial productivities. This reflects a
substitution of capital and other inputs for labour and contractors over the period.®

The Meyrick Report also indicates that over the period 1976-2002 labour usage declined by 10 %,
contractor usage increased by 30 % and capital usage increased by 160%. &

Changes in employment practices have aso been a source of productivity improvements and labour
cost reduction. One such change has been the growth in outsourcing over the last decade, which
has occurred through the use of a greater number of contractors on some sections of Audrdia
Pod’s ddivery network. This has reduced costs since most of the contract cost is smply labour
cost. Another source of change has been the change in the compostion of the workforce, in
particular the greater use of part-time and casua employees (with part-time employees representing
25% of employees in 2001/02 compared to 11% in 1990/91). This change in compostion has
accorded Audtraia Post some flexibility to adjust to changes in demand for its services over periods
such as Christmas.

These changes in employment practices have resulted in a more flexible workplace, which when
combined with the introduction of performance related wage bonuses and changes in the labour
capital input mix have lead to an increase in labour productivity.

As noted previoudy, changes in the mix of inputs will affect partid measures of productivity so a
more robust gpproach is to congder tota factor productivity. The independent advice regarding
Audrdia Podt’s total factor productivity for reserved services focuses primarily upon the period
snce the introduction of FuturePOST, and compares the increases in labour productivity with
increases in totd factor productivity. As mentioned previoudy, the Meyrick Report indicates that
for the period 1997-2002 reserved service total factor productivity trend growth was 3.8% p.a.

Commission’s conclusion

In light of the results of the Meyrick Report, the Commission consders that up to 2002 Audrdia
Post both pursued and achieved sgnificant labour and totd factor productivity gains resulting in a
cost base that was more efficient than had previoudy been the case. It does appear, however, that
labour productivity estimates oversae the gains in totd productivity, particularly over the last five
years as capita has been subgtituted for |abour since the introduction of FuturePOST.

Meyrick and Associates conclude that:

Australia Post as a whole has exhibited strong TFP growth during the 1990s with a trend TFP
increase of 3.5 per cent per annum between 1992 and 2002. This resulted from strong output

8 Meyrick and Associates 2002, op. cit., p. 10.
¥ |bid., p. 11.
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growth, particularly in the non—reserved output categories of other revenue, other addressed mail,
agency services and unaddressed mail, combined with modest increases in the quantity of total
inputs... Although more limited data is available for Australia Post’'s reserved service
operations....asimilar picture emerges for reserved services®

The evidence available to the Commisson suggests that Austrdia Post has, over the last decade,
conggtently achieved productivity gains and in turn generated cost savings leading to a more efficient
cost base than had previoudy exised. The Commisson will therefore accept, in the Prdiminary
View, that the current level of operating and maintenance costs are reasonable and has used these as
the garting point for its profitability andyss.

The Commission aso notes the importance of the effective price cap on the basic samp, in
providing Australia Post with the incentive to pursue productivity gains and cost reductions over the
last decade. In the absence of competition, this hasimposed some pressure on Austraia Post to
actively pursue productive efficiency, which may otherwise not have been achieved.

Forecast Productivity Growth

One of the principa reasons cited by Austrdia Post for an increase in price has been the projected
decline in productivity growth. While forecast productivity growth data was not provided in its
submission, Audtrdia Post subsequently provided the Commission with labour productivity forecasts
to 2006/07. These forecasts are based on Australia Post’ s latest corporate plan and focus primarily
upon the three years to 2004/05. The information provided relates to labour productivity and
projects growth in labour productivity of an average 2.5% p.a over five years, which implies a
decline in labour productivity growth rate to levels below the 526 p.a achieved over the last
decade. Audrdia Pogt contends thet this is primarily a result of declining growth in output and
reduced opportunities for labour and capitd productivity improvements.

Declining growth in output and opportunities for productivity growth

As st out previoudy, productivity growth may be defined as the growth in output less growth in
inputs.  In line with this definition, if output is forecast to fal then productivity will be influenced by
the ability of an organisation to reduce input usage relative to the reduction in output. Thiswill in turn
depend on the prevalence of fixed cogts.

Audrdia Pogst argues tha one of the principd contributory factors to the significant growth in
productivity over the 1990s has been growth in volumes, and that this growth is set to plateau and
decline in the coming years. As dready noted, the Meyrick Report supports the view that volume
growth has been a key driver of productivity improvements by Audtrdia Post. Looking forward,
Ausdralia Post clams that over the period 2002/03 — 2006/07 overdl volumes will dow to an
average growth rate of 0.1% p.a. There is, however, likely to be some compositiona change. In
the case of full rate letters, Audtrdia Post expects volumes will decline by an average 3.3% p.a over
the period, while bulk rate letter volumes are expected to increase by an average 3.6% p.a.

8 ibid., pp.18-19.
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The Meyrick Report notes that the decline in the reserved services TFP growth from 3.8% p.a
during the period 1997-2002 to 1.2% p.a during the period 2003-2007 is a result of the flattening
out of forecast output levels and to a lesser extent, reduced input usage (see table 5-2). It further
notes that for the period 1997-2007 labour usage is estimated to decline by 10%, capita usage
increases by 7% and materids and services usage increases by 13 %. The decline in labour usage
and increased capitd utilisation continues during the forecast period of 2002-2007 but at a dightly
lower levd due to the reduction in capita investment opportunities.

Audrdia Pogt contends that it islimited in its ability to reduce input usage with the forecast reduction
in output because of the growth in ddivery points, which must be serviced in accordance with the
universal service obligation. Audrdia Post clams that ddivery points have grown by 29% since
1992/93 (averaging 2.6% p.a. over the period) and estimates future growth of 2-2.5% p.a

Section 27(4) of the Australian Postal Corporations Act 1989 requires Australia Post to ensure
that the letter service is “reasonably accessble to dl Audraians on an equitable bads, wherever
they reside or carry on business’. Further, they are required to ensure “that the performance
(including delivery times) for the letter service reasonably meet the socid, industrid and commercia
needs of the Audralian community”.

As discussed in Chapter 6, the Commission acknowledges that the universa service obligation
operates as a condraint upon Audrdia Post’s ability to adapt downstream ddivery labour
requirements to changes in letter volumes and that further rationdisation in this area will be limited
(athough the use of contractors may reduce the cost of servicing this growth). The Commission
therefore accepts that the universa service obligation in effect reduces the scope for productivity
growth which could be attained in the absence of such an obligation.

While the Commission accepts that this obligation in part restricts Audtralia Post’s ability to adapt
input usage to the forecast decline in full rate services, it dso recognises that delivery is not the only
area in which input use can be rationdised. In terms of digning labour use to declining volumes,
further rationdisation or restructuring could occur across areas such as processing, retail and
adminigration. Rationaisation of capitd inputs, particularly those used in full rate services, may dso
be required over time. The Commisson acknowledges that some rationdisation has dready
occurred and more is planned across the network (particularly in Sydney and Mdbourne) and in line
with the implementation of FuturePOST. However, the Commisson notes that this rationaisation
has primarily been concentrated within the sorting area.

It may be possible for Australia Post to adapt to declining volumes over a sustained period. In the
short run the cost base is comprised of both fixed (ie. overheads, sdaries, rent and lease payments
for plant and equipment) and variable costs (ie. hourly labour rates and raw materias), which can be
digtinguished by ther rdationship with output. That is, fixed costs will not vary with output while
variable cods will vary directly with output. Over a longer period of time, however, it may be
possible to change the scale of operations rendering a greater proportion of inputs and in turn costs
vaiable.
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According to Austrdia Post fixed costs currently represent between 65-75% of totd costs. This
does, however, gppear to be based on a view of fixed input restrictions over a short run period.
That is, limited congderation gppears to have been given to the extent to which inputs currently
defined as fixed could become varigble over the medium term. In failing to fully consider this aspect,
Audrdia Pod’s estimate of the extent of its fixed costs may be rdatively high, which when spread
over Audrdia Pod’s projected long-term decline in letter volumes, will result in rising unit costs.

The Commission notes that the extent to which costs currently defined as fixed are truly fixed over
the period 2002/03 — 2006/07 might therefore be open to some debate.

In particular, the Commission notes that Austrdia Post’ s forecasts have been largely drawn from its
latest corporate plan, which has atime horizon of three years. Within this framework Austraia Post
has focused primarily upon the years to 2004/05 giving only limited congderdtion to potentia
productivity gains for years four and five. The forecasts that have been provided to the Commission
are rddivey consarvative and factor in a steedy decline in labour productivity growth over the five
years to 2006/07. In light of this limited congderation, the Commisson considers that further
productivity gains could be factored into years four and five, which would in turn affect projected
operating and maintenance costs for these later years.

Opportunities for capital productivity growth

Audrdia Pogt clams that it is currently utilisng the most advanced technology available and thet it
expects only limited gains from technologicd innovation in the near future. The Commissonisnot in
a pogtion to determine the likelihood of technologica advancement and the effect this may have on
the sorting process. However, the Commission does consder that further gains, which could flow
from previous initiatives, such as FuturePOST, could be actively pursued. This is a point which
AudrdiaPogt itself has acknowledged:

“there will be some further scope to realise additional benefits from the technology as our
knowledge of its capability increases™®.

Again, the Commisson notes that Austrdia Post has focused largely upon the opportunities for
productivity growth up to 2004/05 and that invesment and capital productivity improvements
beyond this period have not been fully considered.

Incorporating projected productivity growth into the cost base

Ausdrdia Post clams that al projected labour productivity growth has been incorporated into its
projected operating and maintenance cods. The Commission sought to examine this clam by
carrying out its own analyss of labour costs over the period 2003-07, that is by comparing
projected output per full-time equivaent employee to the red labour cost derived productivity.

Audrdia Pos provided the Commission with dataincluding:

8 Australia Post, I nformation provided to the ACCC by Australia Post on 12 June 2002, p. 7.
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= the number of full-time equivaent employees per work year;

= projected letter volumes across the four product categoriesincluding: smal full rate; smal
bulk rate; large full rate; and large bulk rate services,

= projected direct costs across the four product categories which were broken down into
labour and related costs, contractor and related codts, licensee and related costs and other
miscellaneous codts,

= indirect and dlocated costs across the four product categories; and
= projected wage inflation.

The Commisson acknowledges that there is a problem in comparing the cost derived productivity
measure to the real input derived measure.  The problem in this ingtance is that the cost data
provided by Australia Post contained other labour related costs including redundancy payments and
provision for workers compensation. These additiond costs abstract from smple labour costs and
make the trangtion from productivity projections to labour costs less trangparent. The Commission
acknowledges the potentid distortionary effect of labour related costs and notes its wariness in
relying soldy on these cdculations.

Having sad that, the Commission did undertake an examination of the data provided by Audraia
Post. Projections for labour productivity were caculated using the first two eements of the above
data, leading to output per full-time equivalent employee. These direct estimates of productivity
were then compared with an estimate of implicit productivity derived by:

1. deflating labour and related costs for the period 2002/03— 2006/07 by projected wage
inflation to determine red labour and |abour related inputs,

2. indexing the redl labour and labour related input series and the projected output series to 2002;
and

3. cdculating theratio of output to red labour and labour related inputs.

This method was aso applied across the four product categories. The results of this calculation for
total labour and related costs demonstrated that some productivity growth had been factored into
cogts dthough the growth in the implicit cost-derived measure was less than Australia Post’s direct
estimate of productivity.

Across the four product categories the results were varied. These results demonstrated that the
extent to which productivity improvements had been incorporated into labour and related costs was
greater across the smal and large bulk rate services than across the full rate services. Further, it
gopears that the projected productivity improvements are most concentrated within the large bulk
rate service. These results may suggest tha the expected growth in bulk rate letter volumes
(forecast increase of an average 3.6% p.a. over the period 2002/03 - 2006/07) combined with the
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continued advancement of the benefits of FuturePOST have been incorporated into Australia Post’'s
projections..

Total factor productivity

The Meyrick Report indicates that over the next five years (2002-2007), Audrdia Post's
productivity of its reserved service operations will continue to improve by an average of 1.2% p.a.
However, this increase in productivity is less than what has occurred in the previous five years
(1997-2002) of 3.8% resulting from the flattening out in output growth and, to a lesser extent,
Audtrdia Post’s continued margina reduction in input usage.

The key driver of Audrdia Post’s productivity gains over the last five years has been increased
output growth, which is expected to be lower over the forecast period 2002-07. Input usage is aso
expected to decline over the next five years mainly due to dte rationdisation and changes in
employment practices. These reductions gppear reasonable in comparison with past performance.
The Commission therefore considers Australia Post’ s projected costs do hot gppear unreasonable.

5.6 Conclusion

Productivity

The Meyrick Report indicates that the productivity of Audrdia Post as a whole has increased
ggnificantly in the past decade. Furthermore, these gains aso appear to have been redised in the
provison of reserved services. On this bads, the Commisson condders that Audrdia Post's
current costs appear to be reasonable.

From the andyss the Commisson has been adle to cary out on projected operating and
maintenance costs and the results contained in the Meyrick Report, it appears that Audrdia Post
has, to some extent, factored in expected productivity gains. However, the Commission notes that
only limited consderation has been given to potentia productivity gains beyond 2004/05.

Although more limited datais available for Audtrdia Post’ s reserved service operations, the Meyrick
Report concludes, that the reduction in total factor productivity growth in reserved services over the
next five years compared to the previous five yearsis the result of ‘aleveling off in reserved service
outputs after 2001 and ongoing modest reductions in total input use.®

Therefore while the Commisson consders that there may be some scope for further reduction in
projected operating and maintenance costs, particularly over 2005/06-2006/07, Austrdia Post's
forecast costs do not appear unreasonable.

% Meyrick and Associates 2002, op. cit., p. 15.
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I ncentives

Rather than prescribing a certain level or range within which projected operating and maintenance
costs may be consdered reasonable, however, the Commisson consders it more beneficid to
encourage Audtrdia Pogt to continue to seek out efficiency gains and cost reductions by putting in
place the necessary incentives.

The Commission notes the success of the price freeze on the basic samp (prevailing from 1992) in
providing such an incentive and suggests that such an incentive could be put in place once agan.
That isif prices are held congtant over the medium-term, then in effect a CPI-X®* price cap is put in
place with the value of X sat equd to the CPl. The operation of such a price cgp would provide
Audrdia Pogt with an incentive to seek out productivity gains.

The Commission therefore consders that if Audrdia Post were to adopt a constant price policy
over a reasonable period of time, this would best address users concerns regarding projected
operating and maintenance costs.

%1 CPI-X means that the price increase allowed is the rate of increase in the consumer price index, minus a target
rate of productivity, X.
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6 Community service obligation

6.1 Introduction

Under section 27 of the APC Act, Audtrdia Post is required to collect and deliver ‘ standard postal
aticles® to dl but the most remote parts of Audrdia, even if the costs exceed the revenues. This
obligation to collect and ddiver letters around the country is known as Audraia Post’s Universd
Service Obligation (USO).

Audtrdia Pogt could potentidly earn higher profits if it was able to charge more than the uniform rate
to deliver some letters. When other companies would charge a higher rate or not provide the service
a al, Augrdia Pogt is performing a CSO.

The Nationa Competition Council (NCC) in its Review of the Australian Postal Corporation Act
definesa CSO as.

A community service obligation arises when a government specifically requires a public enterprise
to carry out activities relating to outputs or inputs which it would not elect to do on a commercial
basis, and which the government does not require other businesses in the public or private sectors
to generally undertake, or which it would only do commercially at higher prices®.

This chapter begins by outlining the comments made in submissons by Audrdia Pogt and interested
parties regarding Audrdia Post’s CSO. Subsequently, an explanation of the legidative basis of
Audraia Post's CSOs and a discusson of key issues such as CSO coging, funding and
performance standards are provided. Findly, the Commission’s views on the impact of the CSOs
on the assessment of Australia Post’ s proposed price changes are expressed.

92 A standard postal articleis defined in the APC Act as an article that weighs less than 250g, has dimensions not
exceeding 5mm thick by 122mm broad by 237mm long and where the length is at least 1.414 times the breadth
of the article.

% National Competition Council, Review of the Australian Postal Corporation Act: Final Report, Volume Two,
February 1998, p. 181. Alternative definitions are possible. For example, a recent survey of academics and
representatives of government business enterprises recently identified the following as the most preferred
definition: “A CSO arises when a government specifically requires a public enterprise to carry out activities
relating to outputs or inputs which it would not elect to do on a commercial basis, and which the government
does not require other businesses in the public or private sectors to generally undertake, or which it would
only do commercialy at higher prices’. Baird, Kevin, “What is a Community Service Obligation (CSO)? An
Analysis of the Issues Involved in ldentifying and Accounting for CSOs Within Public Sector
Organisations”, Australian Journal of Public Administration, 69(4) 2001, p. 58.
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6.2 Australia Post’s views

In its draft notification, Audrdia Post dates that it must provide a letter service a a uniform rate
around Australia and must also provide a reasonably accessble service to al peoplein Austrdiaon
an equitable basis.

According to Australia Post’s submission, it has outperformed the required performance standards
associated with these obligations. The actua and the required performance standards, as set out in
Commonwedth Regulations, areillugtrated in Table 6.1.

Table6.1: Required versus actual performance standards

Standard Required Australia Post
performance performance

Number of street post boxes 10,000 15,386
Dedivery timeteble Maintained Maintained
On time ddivery of non bulk letters A% ontime 94.1% on time
Points to receive delivery 5 days per week 98% 98.6%
Points to receive delivery no less than twice per 99.7% 99.9%
week
Retail outlets 4,000 4,491

Source: Australia Post draft notification

Audrdia Pogt dates that dthough it has satisfactorily met its CSO, it has done so a a sgnificant
annua cost which has adversaly impacted on its financid performance. In 2000/01 Audraia Post
estimated its CSO net cost at $86.3 million.

Australia Post dso clams that its CSO costs are subject to change and in recent years have
sggnificantly risen. Audralia Post suggests that the cost of its CSO has increased for two reasons,
namdy:

» theincreasein the number of routes Austrdia Post is required to deliver to and collect
from; and

» theincreasein the number of unprofitable routes snce the introduction of the GST.

6.3 Submissions

The Commission has received a number of submissons on Audtrdia Podt’s pricing proposa, with
many commenting on Audrdia Post’s CSO. In particular, GoMail, Charleville Newsagency,
Newsagents Association of South Audrdia, Queendand Retail Traders and Shopkeepers
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Association, Queendand Newsagents Federation and several private citizens have expressed
concerns about Australia Post’s CSO.

The primary issues brought to the Commissions atention, in both the written submissons and the
Public and Technica 1ssues Forum, were:

=  Relevance of the CSOs to the Commission’ s assessment.
For example, GoMail gatesthat:

Australia Post very cleverly uses the argument of the cost of maintaining CSOs to suit its own political
argument — driven more on fear and implied threat than economic substance. Thereis a cost of meeting
those universal obligations, but such a cost obligation should be seen as part of the premia for its
privileged monopoly status™.

= Transparency in Australia Post’s CSO operations. For example, GoMail Sates that:

The real issue is to determine the true cost of maintaining the CSO, excluding the cost of maintaining
historic old buildings and other such costs. Only upon full and open disclosure will the industry be
informed asto the relevance of Australia Post’ s statement that it constrainsits financial position®.

= Level of Australia Post’s CSO cost. Mr Terry Daly, arepresentative of HPA and MMUA, at
the Technical 1ssues Forum expressed the view that:

...itisjust this community service obligation and the cost of that going up continually. | have always
believed that that obligation, the way the process worked has never been put out to tender. Therefore,
Australia Post can be as uncompetitive as it likes in that particular area and have a 92 or a 67 million-
dollar community service obligation. To put that out to tender may be areal way to found out what that
cost of isin the distribution system within the country areas®.

= Australia Post’s poor CSO performance standards. For example, the Queendand
Newsagents Federation states that:

Retailers would not participate in postage stamp resale if there wasn’t a considerable customer demand
which is currently not being satisfactorily attended by Australia Post. Micro-business retailers
participate in resale of postage stamps to provide customer service®.

Likewise, the Queendand Retail Traders and Shopkeepers Association comment that “retailers
generdly only take on the sdling of stamps as a community service due to the lack of
outlety/service by Audrdia Pogt” .

9 GoMail submission, p. 10.

% GoMail submission, p. 10.

% ACCC, Australia Post Technical |ssues Forum transcript, p 58.

9 Queensland Newsagents Federation submission, p. 2.

% Queensland Retail Traders and Shopkeepers Association submission, p. 1.
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These issues, raised in the written submisson and dso during the Public and Technicd Issues
Forums, are discussed in greater detail in section 6.5.

6.4 Legislative basisof CSO

6.4.1 The Australian Postal Corporation Act 1989

The functions and obligations of Audtrdia Post are set out in the APC Act. Specifically, section 27
of the APC Act sets out Australia Post’s CSO and states that:

(1) Australia Post shall supply aletter service

(2) The principal purpose of the letter serviceis, by physical means:
a) to carry, within Australia, letters that Australia Post has the exclusive right to carry; and
b) to carry letters between Australiaand places outside Australia.

(3) Australia Post shall make the letter service available at a single uniform rate of postage for the
carriage within Australia, by ordinary post, of lettersthat are standard postal articles.

(4) Australia Post shall ensure:

a) that, in view of the social importance of the letter service, the service is reasonably accessible to
all peoplein Australia on an equitable basis, wherever they reside or carry on business; and

b) that the performance standards (including delivery times) for the letter service reasonably meet
the social, industrial and commercial needs of the Australian community®.

Although section 27 broadly outlines Audtrdlia Post’s CSOs, the specifics of these obligations are
subject to interpretation. The following paragraphs set out the Commission’s understanding of these
obligetions.

Subsection 27(3) requires Audraia Post to “make the letter service available at a single uniform rate
of postage for the carriage within Audrdia, by ordinary pog, of letters that are standard postal
aticles’. Audrdia Pog currently satisfies this component of the definition by charging 45 cents for
the delivery, to dl areas of Audraia, of al sandard postd articles.

Paragraph 27(4)(a) dates that Austrdlia Post must ensure that “in view of the socid importance of
the letter service, the service is reasonably accessble to dl people in Audtrdia on an equitable basis,
wherever they reside or carry on business’.

In particular, the specific activities incorporated in the term ‘letter service' need to be spdt out and
a0 the meaning of the term ‘reasonably accessble needs to be explained. A broad interpretation
of paragraph 27(4)(a) may require Australia Post to provide a more extensve range of services
and/or make these services more ble.

% Australian Postal Corporation Act 1989, section 27.
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To the Commisson's understanding, the ‘letter service incorporated in Audraia Post’s CSO
includes the delivery and collection of letters as well as the provison of samps. Audrdia Post’s
obligations do not cover other services people have come to associate with the provision of posta
services such as reasonable access to post offices. As NCC report states:

Under the letter delivery USO, Australia Post is required to provide a letter service that is reasonably
accessible to the community. However, this does not mean that Australia Post must provide the
community with reasonable accessibility to post offices. Instead, the commitment is measured in terms
of accessibility to stamps and a posting point'®.

Paragraph 27(4)(b) states that Austrdia Post must meet the performance standards (including
delivery times) for the letter service to reasonably meet the socid, industrid and commercid needs
of the Audraian community.

The Commisson interprets paragraph 27(4)(b) as being sdisfied if Audrdia Post meets
performance standards specified in the regulators pursuant to subsection 28(c). The prescribed
performance standards relate to:

(2) the frequency, speed or accuracy of mail delivery; or
(2) the availability or accessibility of:
(i) post-boxes or other mail lodgement points; or

(ii) offices of Australia Post or other places from which Australia Post products or services may be
purchased:,

According to Audtrdia Post’s 2000/01 annua report and public submission, it is currently meeting
its required performance standards. For example, the performance standards require that 98% of
delivery points receive ddiveries five days a week. In 2000/01 Augtrdia Post managed to ensure
that 98.6% of ddivery points received ddiveries five days a week. Performance againg these
sandardsis subject to independent audit by the Austrdian Nationd Audit Office.

6.4.2 Direction 11

Under section 20 of the PS Act, the Minigter may direct the Commisson to give ‘specid
congderation’, in exercisng its powers and performing its functions under the PS Act, to certain
specified matters.

Direction 11 requires the Commisson to give specia consderation, in its assessment of Audrdia
Podt’ s pricing proposdl, to:

= AudrdiaPog’s obligations to pursue afinancid policy in accordance with its corporate
plans as set out in sections 35-41 of the APC Act; and

100 NCC 1998, p. 173.
101 APC Act, section 28C(2).
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»  AudrdiaPodt’s functions and obligations as set out in sections 14-16 and 25-28 of the
APC Act.

Therefore, while the Commission pays particular regard to the efficiency of the cost base and the
reasonableness of the rate of return that company is seeking, it must o give specia consderation
to the functions and obligations of Audrdia Post. Essentidly, this means that Audtrdia Post’s costs
will be higher than would be the case in the absence of its CSOs and the Commission mugt take this
into account in its assessment.

6.5 Discussion

6.5.1 CSO funding

In order to assst Audrdia Post to fund the CSO, the Commonwedth Government has effectively
forbidden parties from competing with it in some letter ddivery services. That is, certain posta
sarvices are ‘reserved’ to Audtralia Post. These services are defined by section 29 of the APC Act
and include letters not weighing more than 250g, or costing more than four times the standard postal
rate.

Audradia Post uses the profits it generates from ddlivering letters on routes where the costs are
lower than the uniform rate to subsidise the losses sustained delivering letters on the routes where
costs exceed the uniform rate. This method of using profits to fund CSOs is known as cross-
subsidisation'®,

Australia Post contends that the cross subsidy arrangements are easy to administer and fecilitate a
uniform rate of postage across Audrdia, which fulfils equity consderations and smplifies assessment
of postd charges.

However, the Nationd Competition Council report notes that the cross subsidy arrangements
require extensve redtrictions on competition, they are not transparent, they require some users to
pay sgnificantly more than the cost of ddivering their mall and they create tendons between
commercia objectives and CSOs.

As mentioned above, submissions have questioned the cross-subsidy arrangement used by Audrdia
Pogt to fund the CSO and in turn, have suggested that Austradlia Post be more transparent in its
operations.

In response, Audrdia Post statesin its Response to the Public Submissions that:

102 This form of cross-subsidisation refers to cross-subsidisation between different routes, as opposed to the
cross subsidisation between services such as reserved and non-reserved services.
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..... the integration of CSOs into Australia Post’s business operation, and payment of their cost by
cross-subsidy, periodically raises claims that reserved service profits are diverted to subsidise our
commercial activities. Thisis not our practice'®,

More generdly, Audrdia Pogst argues that it complies with al generd accounting standards and
reports detailed information on revenues, costs and assets in its annua report.

The cost information that Ausiralia Post has provided to the Commisson is based on its detailed
Product Costing System (PCS). The PCS matches the revenues and expenditures of al of Audtrdia
Pogt’s activities to products and services. Notably, CSO costs are incorporated in the system.
Austraia Post also estimates the cost of the CSO as a separate exercise, but it is only undertaken
periodicaly for reporting purposes.  Accordingly, the Commission has not separately included the
cost of CSOsin its profitability analyss.

A deailed discussion of cost alocation can be found in chepter 7. In genera, however, the
Commission regards Audtrdia Post’ s CSOs as a congtraint on Australia Post’ s profits rather than an
opportunity to subsdise its commercid activities. Further andlyss of Audrdia Podt's profitability is
provided in chapter 10.

The Commission emphasises thet it is not its role to recommend an appropriate method of funding
the CSO. Rather, the Commisson must accept the uniform rate of postage as a condtraint upon
Audrdia Pogst’ sdiscretion in pricing.

6.5.2 CSO costing

Audraia Post cdculates the Sze of the letter ddivery CSO usng an avoidable cost methodology.
Under the methodology, the cost of a CSO is the net cost that could be avoided over the long term
if the service was not supplied. The net cost is the cost avoided less the revenue earned on the
sarvice (the revenue must be less than the cost avoided if the service is to be a CSO). Figure 6.1
illustrates Australia Post’s CSO costs over the last five years.

Figure 6.1: Augralia Post annual CSO cost ($ millions)
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Source: Australia Post annual reports

Audrdia Pogt has previoudy argued that the avoidable cost methodology underestimates the true
costs of providing the CSO and argues that the CSO cods should be measured using a
methodology based on fully digtributed or stand-alone costs. Fully distributed costs measure the
separady atributable cost of an activity plus a proportion of the common costs which are not
directly attributable to any particular activity. Stand-adone costs measure the codts as if the activity
was provided in isolation from other activities.

The problem with a fully digributed cost methodology or a stand-done cost methodology to
caculate CSO codts in the poda indudtry is that they include a number of costs that Audtrdia Post
would have incurred even if it was not required to deliver the CSO.

Nevertheless, GoMall saesin its public submission that:

...the real issue is to determine the true cost of maintaining the CSO...only upon full and open
disclosure will the industry be informed as to the relevance of Australia Post’s statement that it
constrainsits financial performance'™.

However, it should be noted that it is not the role of the Commission to assess the dternative
methods of cogting the CSO. Under Direction 11, the Commission is required to give specid
congderation to the functions and obligations of Austrdia Post. The Commission must take Audrdia
Post’'s CSO cost into account when assessing the proposed price changes. As dready noted,
Audtralia Post’s CSO costs are incorporated through its PCS.

6.5.3 CSO performance standards

As mentioned above, many submissions have expressed concern about Australia Post’ s inadequate
provision of its CSO.

It should be noted, however, that in consdering proposed prices, the Commission is not in a
position to, nor is it appropriate to, assess the qudity of service in detal for al services.
Nonetheless, qudity is ardevant issue in that the Commission would be concerned if Audrdia Post
was adjusting to price redraints by adlowing quaity of service to deteriorate. To this end, it is
appropriate to look at aggregate measures of performance.

According to Audtraia Pogt’s 2000/01 annua report and public submission, it is currently meeting,
and generdly outperforming, its required performance standards. For example, the performance
standards require that 98% of delivery points receive ddliveries five days a week. In 2000/01,
Audrdia Post managed to ensure that 98.6% of ddivery points received deliveries five days a
week.

104 GoMail submission, p. 10.

91



The Commission notes that performance againgt the standards is subject to independent audit, and
accepts that Audtrdia Pogt is reasonably meeting its performance standards.  Further discussion of
qudity of serviceis contained in Appendix D.

In addition to private customers of Audtrdia Pogt, severd businesses and associations adso suggest
that Audrdia Pog is failing to meet its CSO. In both written submissons and during the forums,
severd newsagent representatives (in particular) claimed that they were providing postal services as
acommunity service as Audrdia Post was falling to meet the needs of the community.

The Commission notes that Audraia Post gppears to have sgnificant discretion over which third
parties may sdl samps. In this respect, there is potentia for consumer wefare to be lessened
through the loss of convenience that might be associated with a greater number of sdes points and
longer trading hours. This may have some implications for competition between newsagents,
Australia Post and licensed post offices.

The Commisson does note that newsagents are not required to sell stamps and other postd

products and that their choice to do so reflects a commercid decison. Although newsagents do not

receive a margin on the sae of samps, provison of the sarvice is likdy to be worthwhile, as a
customer purchasing stamps/postal products may aso purchase other non-posta products. That

said, there appears to be some scope for Audtralia Post to facilitate broader distribution of postal

products through third parties.

6.6 Conclusion

In assessing Audrdia Post’s draft notification, the Commisson has taken into consderation the
impact of the CSO on the efficiency of Audrdia Post's cost base in accordance with the
Commisson’'s interpretation of section 17(3) of the PS Act. The Commission has dso given specid
consderation to the functions and obligations of Audrdia Post in its assessment of the pricing
proposd in line with the requirements of Direction 11.

According to information provided to the Commission by Austrdia Post, Australia Post appears to
be adequately mesting its CSO, dbeit a a sgnificant annua cost. The Commission agrees with the
comments made by Australia Post that “compared to a fully commercia operation, the CSO
imposes a cost structure which is higher than would otherwise be the case’®” In other words, the
Commission accepts that Audradia Pos’'s CSOs prevent Audrdia Post from having complete
control over its costs.

Nevertheless, the Commission expects Audradia Post to provide its CSO in a productively efficient
manner. Although Australia Post’s CSOs are clearly set out in section 27 of the APC Act, Audrdia
Post does have some discretion over the way in which it meets these obligations. For example,
Audtrdia Post is able to choose the technology it deems gppropriate to provide its CSOs.

105 A ustralia Post draft notification, p. 12.
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The Commission understands that the cost of Audrdia Post's CSOs are subsumed into the cost
base of its |etters business, and are thus covered by the required revenues in the financid analysis for
this assessment. The Commission has not consdered it necessary to make a separate estimate of
the cost of the CSOs.
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7 Cost allocation

7.1 Introduction

Austrdia Post’s reserved letter services, which are declared under the PS Act and covered by the
current price notification, condtitute only part of the range of Audrdia Post’s diversfied services.
Many of Australia Post’s resources or costs contribute to the production of both the reserved and
non-reserved sarvices. The non-reserved services include retailing, logigtics and financid services as
well as other mail products such as parcels and large | etters.

The costs included in Austraia Post’ s accounts include operating costs such as labour and contract
payments, accommodation, vehicle operating expenses, cost of goods sold, maintenance, and
depreciation, but exclude interest, tax and return on equity. Many of these costs are shared; that is,
they smultaneoudy serve more than one of these products or services. They are joint or common
codts in economic terminology*®. For example, resources such as post office buildings and counter
saff serve both reserved and non-reserved products, while postal delivery serves a range of letter
and other mail products which are not regulated. Other costs such as manud sorting may be
confined to ordinary letters— small or large.

For the purposes of this inquiry, it is necessary to identify the codts relating only to the reserved
services and also an acceptable alocation of the shared codts, at a broad leve, between Austrdia
Post’s reserved and non-reserved products. There is dso an issue as to how shared costs are
alocated between the numerous separately priced products, as a badgis for the price structure in
Augrdia Post’ s schedule.

In this chapter, issues raised in users submissions are firsd summarised, followed by discusson on
the appropriate methodology for cost dlocation and an outline of Audiralia Post’s costing systems,
and then the Commission’s assessment.

7.2 Submissions

Severd submissons express concern about the relationship between Audradia Post’s reserved and
non-reserved services, raising the issues of cross subsidisation and cost alocation. For example, the
Queendand Newsagents Federation submits that:

We understand that Australia Post operate central purchasing for most of their retail product and
distributeit viatheir exclusive and reserved practices with mail distribution.

196 These terms are discussed later in this chapter.
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Also the postal system which has protection allows Australia Post officers to distribute
promotional brochures to households which would normally be a cost to other competitive
retailers.

Serious question must be raised on the manner by which the labour of Australia Post, their
operating overheads and costs are apportioned between protected activities and competitive
retailing operations?

We question whether there is sufficient separation and reporting on the various elements which
comprise the activities of Australia Post to ensure that the cross-subsidisation practices are
appropriately revealed "

The Newsagents of South Audrdia Limited and QRTSA make smilar clams about cross-
subgdisation of Audrdia Podt’sretall activities by its reserved activities.

Reader’ s Digest’ s submisson raises the issues of margind costing and cross-subsidisation:

The ability of Australia Post to carry reserved and non-reserved service postal items throughout
their national system therefore marginalizing the cost base to operate the network prohibits
competition in being able to set up an alternative structure and operation to deliver to residential
addresses in metropolitan, rural and remote locations. 1®

Whilst we congratulate Australia Post on their ability to offer choice to the bill presenter and
consumer the question should be asked are these proposed increases paying for these alternative
services?®

GoMail argues asfollows:

....However this does not give Australia Post unchallenged licence to continue with its present
aggressive practice of using monopoly profits derived from its reserved services to actively drive
its e commerce initiatives within the non reserved services sector.

.. rather Australia Post’s strategy is to establish itself as the dominant industry player within the
competitive electronic commerce sector. This is an admirable strategy except for the fact that it
competes within this contestable industry segment with the privilege of unchallenged monopoly
profits derived from its reserved services funding such investment. Taken toitslogical conclusion
such market advantage will lead to the loss of competitive alternatives within this emerging sector
due to the (mis)use of monopoly profits to unfairly fund such initiatives!©

The Mgor Mail Users Association states in regard to the relationship between reserved and non-
reserved:

... for the Australian mail industry the inter-relationship of Australia Post’s various mail and mail-
related products (Reserved and Non-Reserved) makes it important that the price review should
embrace all elements of Australia Post’s core business: mail ™!

107 Queensland Newsagents Federation submission, p. 2.
108 Reader’ s Digest submission, p. 9.

109 Reader’ s Digest submission, p. 12.

110 GoMail submission, p. 3.

11 Major Mail Users’ Association submission, p. 4
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....We question whether the intention of the monopoly was also intended to be used for the
development of the other business activities, competing in the marketplace with companies that do
not have the benefit of a monopoly-provided “core competency and infrastructure” from which to
lever.

55. We acknowledge that that point is not an argument in this matter, nevertheless arising from
the more specific issue of the use by Australia Post of its Reserved Services revenues, core
competencies and infrastructures:

55.1. We hold that for accounting (and pricing increase) purposes they should be dedicated to
Reserve Services products - any other use of them to be properly accounted for and Reserved
Services credited for such use;

55.2. We suggest to the ACCC that in this current pricing increase proposal, segmented
accounting reporting requirements should be placed upon Australia Post to account for the
degree of dependency and inter-dependency between Reserved Services and the Non-Reserved
Services, e.business and other business activities.*2

Issues raised in those submissions are consdered below.
7.3 Costing principles

7.3.1 Cross-subsidisation

Tedting the above clams requires investigation of factors such as the extent of monopoly profit in
Audtrdia Post's reserved business, whether the non-reserved services operate a a loss, and
whether costs properly attributable to its non-reserved business have been charged to the reserved
Sde.

Audrdia Pod's profitability in its non-reserved business has been consderably greater overdl than
in its reserved business — the return on assets on non-reserved was 21.7% compared with only
4.2% on reserved in 2000-01*, This result is at firgt surpriang if Audrdia Post’'s non-reserved
businesses are engaged in competitive areas of the economy where rates of return are generdly
much lower than 20%. However, these figures do not show differences in profit or loss for individua
segments of Audraia Post’s business, and are dependent on the way in which joint and common
costs are dlocated between them. They may dso be impacted by the extent to which Audrdia
Pogt’ s statutory monopoly on standard |etters may carry over to provide a competitive advantage in
closaly related non-reserved services.

The Commisson's primary interest is in the level of prices for Audrdia Post’'s notified letter
sarvices. This does not involve direct investigation of costing and pricing of non-reserved services,
but does involve the issue of whether the cost base submitted for reserved services is dtributable
drictly to those services or whether it includes any costs more properly attributable to non-reserved
services.

12 Major Mail Users' Association submission, p. 15.
113 Australia Post, Annual Report 2000/01, p. 88.
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7.3.2 Broad principles

The Commission has consdered the issue of cogt dlocation in a number of inquiries, including in
arports and tdlecommunications. Where a company has both regulated and non-regulated sides to
its business, and a cost-based approach to regulated prices is applied, the company may have an
incentive to over-estimate the proportion of its cost-base serving the regulated activities. The
company could derive two types of advantage:

)] costs and prices could be higher in the area with greater market power, resultingin a
greater exploitation of market power at the expense of consumers;

i) non-regulated products can be effectively subsdised, dlowing the company an
advantage in competing with other firmst,

These issues were implied in the users submissions outlined earlier. The Commission is therefore
concerned in the current case to check that the prices of reserved services are subsidy-free and
consgent with economic efficiencys. The following principles provide a dating point for
conddering efficient prices:

*  revenues generated by any subset of services provided should not exceed those based on
cost for sole provision of that set of services (that is, stand aone costs); and

= tota revenues for any subset of services should not be less than the incremental cost of
providing those services.

This indicates a minimum price based on incremental costs, and a maximum price based on stand-
aone codts. In practice the gap between incremental and stand aone costs can be substantid. The
gap is due to the costs of shared resources — joint or common cods, which are of particular
ggnificance in the case of Audrdia Post as many of its resources such as labour, vehicles, buildings
and senior management and adminidtrative staff contribute to both reserved and non-reserved
sarvices. There is no widdly agreed economic principle for setting appropriate prices within that
range, but commonly used principles are discussed further below.

Theincremental cost is the cost thet is directly attributable to, and avoidable with, the provison of
the service; that is, it is the extra cost that is incurred by providing that service over and above costs
that would have been necessary in any case for other purposes. If acompany sets prices lower than

114 1n the extreme case, this could be predatory pricing. In a notable recent example, the European Commission
decided in 2001 that Deutsche Post had abused its monopoly power by pricing its parcel services in the
competitive sector below the incremental cost. In another case, the Swedish Competition Authority found
that Sweden Post’ s announced prices for the distribution of periodical publications for 1996 in Stockholm did
not cover the costs for such distribution and that the purpose was to eliminate CityMail and other potential
competitors. The Competition Authority considered it as predatory pricing and an abuse of a dominant
position.

115 See similar approach in ACCC, Sydney Airports Corporation Ltd Aeronautical Pricing Proposal Decision,
May 2001, p.157. This document is available from the Commission's website at
http://www.accc.gov.au/airport/fs-air.htm
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this, it isinefficient in that it will make aloss and thereby use resources poorly, and discourage other
firms who could have supplied the service at lower cost than the first company, but not aslow asthe
price actudly st.

Similarly, prices that generate revenue above stand-alone cogts (including a market rate of return on
assets required) will result in aloss of economic welfare as they discourage margind demand whose
vaue to users would have exceeded the cost of supply. Other businesses could potentially supply
the service at the lower sand-aone cog, if they were not prevented by government regulations.

The incremental codt for pricing decisons is generdly viewed over the long-run when dl resources
can be replaced™. If a particular service were to cease, many of the assets and resources it uses
might not be readily transformed or sold, but in the long run, far more costs are avoidable; eg. even
building sze is variable, and the long run incrementd cost for one service such as Express Mall
would include the incrementa cost of the building size needed to accommodate that extra activity.

As one extreme possbility, Audtralia Post’s non-reserved services could be priced at incrementa
cost with no share of common costs that have to be borne even without the non-reserved services.
Thiswould give Australia Post an advantage over other competitors that had to produce the services
on agtand-aone bass. Neverthdess, it could condtitute an efficient use of its exigting facilities.

However, if dl the sarvicesindividualy are costed a their incrementd cogt, the sum will not cover dl
cogts in amulti-product business, because it will omit the joint and common costs which are used by
more than one service and thus are not incrementa to any particular one. By contrast, stand-aone
costs include such joint and common costs, but the sum of stand-aone codts for different products
would exceed the actud totd cost. Hence neither of these methods is acceptable for pricing all
services in amulti-service firm, as they would result in either under or over-recovery of total costs.

Usage of the terms joint and common costs varies condderably but for the purposes of this report,
theterm common cost is used to describe any of the codts that are not incurred exclusively for one
sarvice, so are shared in providing more than one service'’.  These include management overheads,

18 This is essentially the TSLRIC+ approach used by the ACCC in decisions on telecommunications access
pricing. TSLRIC is Total Service Long Run Incremental Cost, where the + indicates that a contribution to
common costs is added. The long-run incremental cost is averaged across all the output of a particular
service, and in that sense is an average cost rather than amarginal cost of an extra unit.

17 For example, asin ACCC, Sydney Airports Corporation Ltd Aeronautical Pricing Proposal: Decision, May
2001. Similarly, in the ACCC's Supplementary Submission to Productivity Commission Review of
Telecommuni cations Specific Competition Regulation, November 2000, Attachment A2: ‘ The ACCC’ s use of
TSLRIC as abasis for determining efficient access prices, it is stated: “In addition to these attributable costs
there may be costs of facilities that are shared between two or more services and are therefore ‘unallocable”
to aparticular service or are “common” to more than one service” ...

Academic texts typically describe costs as joint when they are required to produce “joint products’ which
are produced in fixed proportions (such as wool and meat from sheep), while common costs include those
where the same equipment can be used to produce A or B, and when producing one uses capacity that
could have been used to produce the other. (AE Kahn, The Economics of Regulation: Principles and
Institutions, MIT 1988, p.78-9). Under this definition, the shared costsin postal services appear to be mostly
common rather than joint.
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generd marketing, and post office buildings. In some circumstances the bulk of trangport costs could
be common, such as in the ddivery in rurd areas where indivighility in cgpacity dlows severd
services (such as letter and parcd ddivery) to be provided smultaneoudy. Once the ddivery vehicle
and driver are made available for |etter ddivery, they are avalable with little additiona cost for
parcd deivery. The term joint cost may aso be used to digtinguish the codts that are drictly
unallocable between products.

Allocation of common costs

Economic theory provides no unique rule for alocation of common (drictly joint) costs. However,
for a multi-product business to fully recover dl of its costs, these costs need to be dlocated,
implicitly or explicitly, across products. Two quite different approaches are:

I. Inverse dadticity or Ramsey pricing®
. Full digribution of cogsin line with cost drivers

Inverse elasticity pricing involves charging higher mark-ups (to cover the common costs) on
those products for which demand is least respongive to price increases. The result is that the method
causes equa proportionate reductions in quantity purchased for each product. This is theoreticaly
the method which recovers common costs with the least overal burden to economic efficiency. In
practice it is usudly impracticable to obtain dadticity information for dl products. Neverthdess, it is
an gpproach that is often gppeded to in some form as it gpproximates the idea of charging mark-ups
according to what the market will bear and supports profit maximisation. Pricing to maximise profits
may involve unacceptable exploitation in a monopoly case. However, reativities between prices of
different products that capture broad differences in demand responsiveness, within an acceptable
overdl rate of return, can be congstent with an efficient gpproach.

The use of various cost driversto fully distribute costs is an dternative gpproach, especidly where
the mix of common and joint cods in practica terms is blurred. It is used by Ausrdia Post as
described below, and is commonly accepted as reasonable for regulatory purposes involving
multiple products*®. It may be noted that many costs are considered to be common because the
cost ledger and accounting systems do not provide sufficient disaggregation to enable ready
atribution to individud services, for example, counter staff costs involved in retal sdes a post
offices. However, it may be logicdly possble to attribute portions of their time to particular
products. Cogt drivers such as volume of transactions on different products and representative time
per transaction can be used to achieve such attribution and may approximate cost causdlity for many
shared costs.

18 Strictly, the Ramsey approach applies to joint costs while the use of “cost drivers’ applies to aready means of
attributing common costs. In practice, with a blurred mix of joint and common cost elements, both approaches
are drawn upon.

119 For example, the ACCC has developed the Regulatory Accounting Framework for the telecommunications
industry which includes rules for allocating different kinds of expensesin line with particular factors.
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Even if common costs cannot be gtrictly attributed to different services, they can be dlocated in line
with a cost driver which appears to be reasonably related to it. For example, Human Resources
section costs might be dlocated in proportion to direct labour cost of different products.

Austrdia Podt’s evidence on its costing system is congdered in section 7.4.

7.4 Australia Post’s costing system

Audrdia Pogt’s primary submission provided data only for the domedtic letters business, the great
maority of which relates to reserved podd articles. Audrdia Post estimates that only 1% of the
volume (number) of letters are non-reserved, those being a portion of the Large Letters category
that account for 4% of the revenue.

Audtrdia Pogt provided no data on cogs in its public submission. Its own accounting for costs was,
however, implicit in the estimates of future rates of return on assats in the letters business provided in
section 8.3.5 of its submisson. Australia Post subsequently provided more detailed data on costs to
the Commission through the course of the inquiry.

Data on expenses and rates of return at a broad level are dso available in Austrdia Post’s annud
reports, comparing the reserved and non-reserved businesses.

7.4.1 Activity Based Costing system

Audrdia Pog initidly provided the Commission with a summary description of its product costing
gsysem, and in July, a manud providing a more detailed view of its compostion and logic of
operation, with examples of how costs were alocated for a number of cost categories. Besides
information on the methodology, Audtrdia Post aso provided output tables showing how the
expected dollar amounts of various cost pools would be alocated to different product groups for
2002-03.

Audrdia Pog’ s cogting system involves two main components:

i. Product Costing System (PCS) for “direct” expenses in operationd areas — including
operationa labour and accommodation, contract mail payments and transport, cost of
goods sold - that Augtraia Post congders to require dynamic cost drivers.

ii. Activity Based Costing (ABC) system for indirect overhead expenses, including
management, materiad and transport and accommodation in non-operationa aress, and
depreciation.

Both of these are gpplications of the generd activity-based costing methodology, but the latter is
referred to asthe ABC system.
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Product Costing System — direct expenses

Ausdraia Pogt dtates that its PCS matches the revenue and expenditure of al of its products and
sarvices, including mail, counter and agency services. The PCS is a computer model of Audrdia
Pod’s operations designed to reflect the impact of cost pools, volume and operationa practice on
products and services.

The actual revenues and expenditures recorded in the General Ledger (GL) are allocated to products and
services by the PCS on predetermined bases which are continually under review, together with
internally generated allocation bases reflecting volume, revenue and cost changes.

Full absorption costing is employed in the PCS. This means that all products and services are charged
appropriately with the overheads of the enterprise.

The PCS is an average cost system and, in many processes, joint costs are involved. Costs are joint
when they relate to more than one product and/or service and cannot be readily separated, for example:

- Post office counter costs involve both mail and non mail products;
- Sorting costs often relate to both letters, small and large, and parcels; and

- Transport costs can involve the entire mail product range.

The costing approach adopted, therefore, is to use data from established accounting, statistical and
management information systems supplemented as necessary by special costing studies. Process
costing techniques are considered to be most to the postal network. This involves looking at the
successive processes or activities involved, determine the costs applicable to each service in a process
(through an activity based costing methodology), and transfer the service through further processes to
finality at accumulated cost.

In Activity Base Costing (ABC), resources — labour, materials, contractor payments, etc, are
associated/allocated to activities/processes — selling stamps, sorting mail, delivering parcels, etc, and
these activities are subsequently consumed by (all ocated to) products and services.

Distribution of activity costs to products and services using the ABC methodology requires the
identification and application of cost drivers. Cost drivers reflect the consumption rate of activity costs
by each product. Following is a non-exhaustive list of cost drivers which are used singularly or in
combination:

= Volume

= Salesvalue; ierevenue per piece

=  Averagetransaction value

= Average mass

= Total mass—afunction of volume and average mass
=  Average bag /tray content

= Average distance conveyed

= Average processing/transaction time

= Handling difficulty

=  Number of transactions
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= Turnover
=  Total revenue— afunction of volume and sales value
= Conveyancerate

= Various probability factors.'?

Partly because of the complexity of the system, Austraia Post did not hold documentation in a
convenient form for externa review, and in the context of this assessment, it was not feasible for the
Commission to examine the system & the most detailed leve; i.e. the numerica vaues applied to the
hundreds of cost drivers.

Allocation of resource/cost pools to product groups (and further to product categories) by cost driver
is a complex procedure performed within Australia Post's Product Costing System (PCS). It is
impractical to provide the ACCC with copies of all cost pool alocations in this regard. Thisis because
of the significant number of activities that are mapped by the PCS. The resource/cost pools comprise
more than 100 resource centres, times 6 (each State and National), times 5 major cost classifications
(labour, overtime, on-costs, accommodation, motor vehicle operating and other non-labour expense).
Theseinputs are ultimately driven to almost 180 activities, times 6 (each State and National).*?

These activity costs are subsequently driven to at least 100 products. In view of the complexity,
Austraia Post therefore provided only examples for severa of these cost centres showing how the
total costs for a particular State are alocated between 50 mail products in accordance with the cost
drivers. For example, for outdoor postal ddlivery labour, costs are alocated between letter typesin
proportion to the arithmetic product of several factors — number of letters, handling factors, and
percentage ddivered by ddivery officers.

Australia Pogt’s costs dlocation manua provides alist of the drivers used to allocate costs for each
of the hundreds of other cost centres. Audtrdia Post also holds very detailed data on the derivation
of cost drivers such as handling factors and transaction times from operationd ‘engineering’ studies.

Indirect expenses

In Australia Post’s ABC system as gpplied to overhead expenses, groups of expenses are alocated
fird to activities or cost pools, and then to products in line with drivers, except in cases where
product-specific activities have been identified. The dlocations are based on interviews with each
overhead cogt area to determine the activities undertaken, apportionment of costs to activities, cost
drivers and products impacted. Typical default drivers are labour cost (eg. for many types of
depreciation, supplies and administrative and personnd costs) and, in the case of generd
management, revenue'.,

120 A ustralia Post, Product Profitability and Costing in Australia Post, 2002,

121 pustralia Post, Data to Support Australia Post’s Price Notification, 21 May 2002.

122 pustralia Post’ s use of demand side factors, such as revenue, islimited largely to joint costs, especially senior
management, to the extent that time-based allocation by effort to productsis not practical.
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Audrdia Pogt notes that its system is used for its own cost and performance management and
internd trandfer pricing, as well as naiona pricing, and it is in the interests of its own managers to
ensure that they are not bearing cogts that are attributable to other sections.

7.4.2 Relative costs of letter products

Audrdia Podt’'s draft notification involves separate prices for 125 letters products® (liged in
Appendix A). However, Audrdia Post’s product costing system is not designed for pricing at the
level of the products listed. Those products have been grouped into only 12 product categories in
Australia Post’ s product costing system. They are:

=  Smdl letters— Ordinary;

=  Smadl letters—Locd rate;

= Small letters— PreSort Off-peak AdPost**;

=  Small letters — PreSort Off-peak Not AdPost;

=  Smadl letters— PreSort Regular AdPost;

=  Smadl letters— PreSort Regular Not AdPost;

» Largeletters— Ordinary;

» Lageletters— Locd rate;

= Large letters— PreSort Off-peak AdPost;

= Large letters— PreSort Off-peak Not AdPost;

» Largeletters— PreSort Regular AdPost;

» Largeletters— PreSort Regular Not AdPost.
The PCS therefore provides guidance on relative codts for the above broad categories, but not

explicitly between, for example, large letters of different weights, cards and letters, or PreSort
categories such as Same state, Other state and Barcode residue.

Austraia Post provided supplementary confidential data at the level of 4 broad categories of letter
(Smdl full rate, Smdl bulk, Large full rate, Large bulk), where “full-rat€’ is synonymous with
“ordinary”. Further data was at a level of 6 broad categories including a bresk-down of bulk mail
into Regular and Off-pesk.

123 After combining several price points (involving some medium and large letters), 99 would remain separate after
the proposed price changes in January 2003.
124 A dPost, which has been subject to special discounts, is scheduled to be withdrawn in January 2003.
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7.5 Commission’sviews

751 Reserved and non-reserved services

Audrdia Pogt’ s system for product costing, outlined above, involves fully distributing common costs
by a variety of cost drivers consdered most appropriate to each cost. These include estimates of
transaction time needed for each service (based on sampled operationd studies), handling factors
reflecting the amount of time needed to handle different types letters, floor gpace occupied by
products, and revenue.

In the Commission’s assessment, the basic principles of activity-based costing and the nature of
Audrdia Podt's typica cost drivers provide a theoretically reasonable basis for cost alocation and
price setting under regulation. The accounting system agppears to rely on a principle of causation to
attribute costs to services as far as practicable. Since the system fully distributes dl costs, dl parts of
the business should be dlocated their directly attributable costs plus a share of common costs.
Provided that the values of specific drivers are appropriate, products should be costed above their
incrementa cost. It dso gppears that the cost of reserved services should not exceed their stand-
aone codt, snce any extraneous costs more properly atributable to other services should be
excluded.

Hence, if Audrdia Podt’s fully distributed costs, plus a return on capital, are used as the basis for
setting dlowable prices, as under the Commission's gpproach to profitability andyss, the resultant
prices should be free of the problems of subsidisation or excessive cost-loading referred to earlier.

Because of the complexity and voluminous nature of Audraia Post’s costing system, however, it has
not been feasible for the Commission to assess the detailed application and data used in the time
avalladle for this assessment. Hence the actud vaues applied to each individua cost driver (such as
handling factors and transaction times) could not be confirmed as gppropriate. The Commission’s
acceptance is therefore based on the general methodology rather than the precise numbers, athough
some limited “sampling” was undertaken with qualitative assessment of the shares of common costs
(such as those based on floor space proportions) alocated to reserved services to gauge their
reasonableness.

The Commission dso notes that Audtrdia Pogt periodicaly makes changes to the rules underpinning
its cogting system, and that its assessment of the present system would therefore not necessarily
gpply following future changes. The Commission has aso not examined whether any individua non-
reserved services are priced below cog, as this is consdered beyond the scope of the present
assessment.

Severa user submissions raised the issue of separation of accounts. In some other regulated
industries such as telecommunications, and some oversess postd services, there are provisions for
separation of accounts between regulated and non-regulated parts of the business. However, such
provisons are not in place for Australia Post, and are beyond the scope of the current assessment.
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7.5.2 Réativepricesructure

The Commission’s predominant concern is normdly with the overdl level of pricing for regulated
sarvices rather than the structure of relative prices for individua products, especidly where there are
numerous products as with Audradia Post. It is concerned that market power is not taken
advantage of by charging excessve prices to consumers and business users a a broad leve.
However, market power of regulated companies can aso be reflected in inefficient or predatory
pricing structures. If there were evidence that Sgnificant inefficiencies could result from the reative
price structure, the Commission would aso be concerned.

The same principles for efficient pricing gpply to relative prices as discussed above in relation to
reserved and non-reserved services. Incremental cost should set a floor for prices, but eadticity or
demand factors may play arole in the recovery of common costs.

Given the Commission’s views on the methodology of Audradia Post’s product cogting system, its
accepts for the purpose of this assessment that the cost data submitted provide a reasonable basis
for pricing decisions at the broad 4 or 6 category levels. This data alows some broad conclusions
regarding the efficiency of Audtrdia Post’s price structure to be drawn. These are discussed further
in Chapter 11.

Audtralia Post did not provide and does not appear to record costs at the level of the 125
individualy priced items. The Commission therefore could not form a judgement as to whether the
relative prices at this level of disaggregation appropriately reflect costs and are conducive to

effidency.

However, the issue of one particular product - Clean Mail - was raised by GoMail’s and severd
other submissons. No cost data were provided relating specificaly to the Clean Mail category
which has not yet been introduced, but is expected to be an important component of mail under the

proposed price gructure (22% of totd letters revenue). Pricing for Clean Mail is adso discussed
further in Chapter 11 on price options.
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8 Assat valuation

8.1 Introduction

As noted in chapter 3, in evauating the appropriateness of the proposed price increases the
Commission has undertaken an analysis of the costs and profitability of providing reserved services.
Pat of such andyss entails an examinaion of the vaue of assats employed in providing these
services.

The vauation of assats is important in two respects. Firg, it is the basis for determining the amount
of revenue that an investor in Audtraia Post would require to recover its invesment in the assets
required to provide the regulated services. This amount, the return of capitd, is commonly thought of
as the depreciation component of regulatory pricing models?® Secondly, a rate of return measure is
goplied to the depreciated asset vaue to determine an amount of revenue that Audrdia Post
requires in order to compensate it for the opportunity cost of funding those assets, given its relaive
level of risk. Therate of return is discussed further in chapter 9.

Allowing prices which generate revenues sufficient to recover these capital costs is consistent with
the Commission’s objective of alowing prices which provide Austrdia Pogt with efficient sgnals for
invesment. If Audrdlia Post cannot earn areturn on its investment in the letters business, then it will
have little incentive to undertake capitd expenditure to expand the business and/or improve the
quality of its service to customers.

This chapter consders the value of assats to which the rate of return measure should be applied in
determining the cost of cepitd and the related depreciation charges. It examines the generd
principles by which Audtrdia Post values its assats and the alocation of those assets to the services
which are the subject of the current draft notification.

8.2 Australia Post’s views

In its origind draft notification to the Commisson, Audrdia Post provided only indicative
information on the assets employed in the provison of reserved letter services. The Commission
subsequently sought further details on Audrdia Post's method of valuing assets, the vauation
amounts, associated depreciation rates and the alocation of assets specificaly to the reserved letters
sarvices. Audrdia Post responded to these requests on alargely confidential basis. The Commission
has taken the information provided by Audtrdia Post into account in this preliminary view.

125 The term * depreciation’ can have different applicationsin different regulatory models — care should be taken in
interpretation.
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Audrdia Pog is required to comply with financid vauation and reporting guiddines issued by the
Department of Finance and Adminigtration. These guiddlines are set out in the annua release of
Requirement and Guidance for the Preparation of Financial Satements on Commonwealth
Agencies and Authorities'® by the Department. Mogt particularly, these guiddines require Audtraia
Pogt to vaue fixed assets initidly a the cost of acquisition, but that assets be revaued every three
years “in accordance with the depriva method of vauation” .

Audrdia Post contends that the depriva vaue methodology essentidly arrives at forward looking
asst vauations. In this context Audrdia Post suggests that depriva methodologies have been
established to arive a a vaue that would be consgtent with the vaue embodied in prices in a

competitive market. Austraia Post’s depriva vaue methodology is based on the principles outlined
below:

= where an entity would replace the service potentid embodied in an asset if deprived of it,
the asset is measured at the current cos;

= where an entity would replace an asset if deprived of it, the asset is measured a the
greater of its market value and the present value of future net cash flows, and

»  wherethe asst is surplus to requirements the asset is measured a its market vaue.

Audrdia Post aso dtates that it optimises its asset base; that is, it removes from the capitd base
assets that cease to contribute to the provision of services. Audtraia Post states that in practice its
estimate of optimised deprivd vaueis generdly caculated as the lesser of:

= Depreciated Optimised Replacement Cost (DORC); and
» thehigher of NPV and Net Redisable VdAue (NRV or market value).

Audtrdia Post identifies four main asset categories. A brief description of the methodology used to
vaue each category of assatsis provided below.

Land, buildings and fit-out

The mgority of Audralia Post’s assets are property assets. Vauations for those assets are the
market valuations provided by independent valuers. Audtrdia Post’s property portfolio, including al
land, buildings and fitout, is revalued on athree-year rolling cycle. Each property isrevaued at least
once within any three-year period.

Audtralia Post gtates that:

The property valuations included in the balance sheet at 30 June 2001 are made up of:

126 Available at http://www.dofa.gov.au/corporategovernance/ace/docs/fmos.doc
127 Department of Finance and Administration, Requirement and Guidance for the Preparation of Financial
Statements on Commonwealth Agencies and Authorities, p. 18.
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=  Properties valued to market on 30 June 2001 (one third of the portfolio);

=  Properties valued the previous year, for which one year's depreciation and disposal adjustments
would be made (one third of the portfolio); and

=  Properties valued two years ago, for which one year’s depreciation and disposal adjustments would
be made (the remaining third).

Motor vehicles

The market value of motor vehicles is currently used as it is lower than the current written down
book vaue.

Major specialised plant and equipment

Magor specidised plant and equipment is vaued using the lesser of the current replacement cost and
current reproduction cost of that service.'

Other plant and equipment

Audrdia Pogt sates that the market value and the written down book vaue of these assats are
dmilar and as aresult the written down book vaues of the assats are used.

8.3 Submissions

In its Issues Paper, the Commisson sought comments on Audrdlia Post's gpproach to asset
vauation, and the relationship between asset vauation and pricing of reserved services.

The MMUA consders that Austrdia Post should be held accountable for the $500m investment in
mail handling, processng and ddlivery capability. In particular, the MMUA suggests that the draft
notification should have provided full disclosure on the link between the investiment decison and the
proposed price increases. The MMUA cdls upon the Commission to review the financia impacts of
the FuturePOST investment program.

Other submissions made few comments relating to asset vauation issues.

8.4 Discussion

In a number of regulatory decisons in recent years the Commisson has generdly adopted an
Optimised Depreciated Replacement Cost (ODRC/DORC) methodology for the vauation of
assts. For example, in its decison on Audraian Ral Track Corporatiion's (ARTC) access
undertaking, the Commission accepted ARTC' s proposd to value assetsin thisway.

128 The ACCC understands that, in practice, the current replacement cost is not materially different from the
historic cost of these assets and that Australia Post accordingly uses the historic book value.
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Inits Draft Statement of Principles for the Regulation of Transmission Revenues (DRP), the
Commission notes:

The main economic principle for assessing the economic value of any assets is that their value to
investorsis equal to the net present value of the expected future cash flows generated by those assets.
The practical difficulty in making this assessment for regulated monopoly businesses is that the future
revenue derived from the assets is itself determined by the regulator — hence the issue of circularity
associated with the use of ODV as a methodol ogy to value sunk assets.

This potential circularity is eliminated by the use of DORC.!?

In the context of the current draft notification, the circularity referred to above potentialy arises given
that Austraia Pogt is required to vaue its assets on a deprival vaue basis. In practice, however,
Audrdia Pos has indicated that only the Sydney GPO building is vaued on an expected cash flow
basis. Furthermore, this asset is not included in the asset base alocated to |etters.

In apractica sense, then, Audtrdia Post’ s fixed assets (with the exception of property) are vaued a
the lower of depreciated historic cost or market value. As noted above, property assets are valued
on amarket vaue bass that is progressively updated throughout the course of athree-year cycle.

In consdering which assets should be incorporated into the capitd base for pricing purposes, the
Commission is primarily concerned with the assets required to provide the services in question; in
this case, the carriage of reserved domestic letters. The Commission has therefore examined both
the vauation of Audraia Post’s assets, and the dlocation of assets to the regulated services which
are the subject of this price notification.

8.4.1 Current assets

Ausdtrdia Pogt provided to the Commission an dlocation of both current and fixed assets to the
letters business. Audtralia Post suggests that andysis of return on assets requires al assets, not just
fixed assets, to beincluded in the capita base.

The Commission notes that a return on assets measure that includes current as well as fixed assets
may be useful for certain purposes. For example, a potentid lender to Austraia Post may use this
measure as an indication of the extent to which interest-bearing debt can be used to finance
operations. However, the Commission notes that current ligbilities provide a sgnificant proportion of
the funding for current assets. Furthermore, to the extent that current assets exceed current
lidhilities®, the Commission is unclear as to the judtification for dlowing an additiond return to afirm
for this excess**

129 Australian Competition and Consumer Commission, Draft Statement of Principles for the Regulation of
Transmission Revenues, May 1999, p. 39.

1% Current assets minus current liabilitiesis also known asworking capital.

131 The Commission notes that these considerations can be thought of as a question regarding the timing of cash
flows within each period in the model being used — in this case each year. It is not clear that such
considerations lend support to the argument that an allowance for working capital be made.
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The WACC applied by the Commission (discussed in Chapter 9) represents the opportunity cost of
the capital held in assets that are relatively long-lived. Such an approach aims to ensure a regulated
entity has sufficient incentives to invest capitd into the fixed assets necessary to provide those
sarvices, and maintain the assets over time, such that the services can continue to be provided to an
gppropriate qudity standard. Such assets would not normally include current assets.

As noted above, the vauation of fixed assets is relevant in a regulator’s assessment of the future
cash flows required to compensate the regulated entity for holding those assets. Yet current assets
are cash, or are assets that are expected to be converted to cash in the current reporting period. It
is therefore not clear as to whether there is any sgnificant opportunity cost in holding them. Thereis
therefore no apparent need for revenues — and thus cash flows - over future periods to compensate
the regulated firm for holding such assats.

The Commission’s profitability analyss is designed to caculate revenues which provide a return on
and of the capitd invested in the fixed assets necessary to provide regulated services. The
Commission does not generdly incorporate current assets into such analys's, and notes that Audraia
Post has not provided any particular reason why it should do so in this case. The Commission has
therefore not included current assets in the asset base.

8.4.2 Valuation of fixed assets

Unlike other regulated industries such as gas, rail or arports, a posta network is not characterised
by large sunk investments in specidised assets**? That said, different asset categories do have some
digtinct characterigtics, and it is therefore useful to consider some of these separately.

Land, buildings and fit-out

The single most significant category within Audtralia Post’s asset base is property (which comprises
land, buildings and fitout). The property category incorporates its post office network, mail and
delivery centres and corporate offices. At 30 June 2002, these assets represented around $1000m
out of Audtralia Pogt’ s total fixed assets of around $1743mt=. Of the $1000m total, around $678m
is dlocated to the letters business segment. Audtrdia Post’s property values have grown by an
average annud rate of around 2.5% over the past four years - in red terms, this represents very
little, even negative growth.

In the event that Audtralia Post chooses to dispose of a particular property, it could readily be
converted to an dternative use. In such circumstances, market based vauations are likely to reflect
the opportunity cost of holding these assats. Such vauations are do likdly to be largely independent
of Audrdia Post’s own decisons to hold or dispose of the property. That is, given the dispersed
nature of the property portfolio, spanning many different locations, it is dso unlikdy that the

132 |t should also be noted that in post, capital costs (depreciation and return on capital) are a much smaller share
of total cost than isthe case for other regulated industries.
1% Fixed assets covers property, plant and equipment. It does not include other financial or intangible assets.
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opportunity cost of these types of property would materidly change in the event that Audtrdia Post
makes adecison to divest itsdlf of them.

Audrdia Pogt regularly acquires and disposes of property assets, and through this process, its
valuations could be expected to be tested for accuracy within the market. Were Audtrdia Post to
sysematicaly over-value its property assets, it would be expected to regularly record losses on
disposd. The Commission is not aware of any evidence of significant losses on disposd; particularly
losses that might represent a systematic undervauation of property vaues.

Accordingly, the Commission consders Audtraia Post’s market-based valuation of property assets
to be reasonable for regulatory purposes. Changes over time are likely to be gradud, and thus the
risk of price shocks on the basis of changes in the vaue of these assets should be minimd.

Motor vehicles

The second category of assets to be consdered is that of motor vehicles, which represented some
$122m at 30 June 2002, of which around $81m is dlocated to the letters segment. As with land
assets, it could be expected that the market value of such assets could be reasonably estimated.
Indeed, as noted above, Audtrdia Post has indicated that vehicles are valued at market vaue since
losses on disposa were being recorded over a period of several years. Audrdia Post has
accordingly written down the vaue of these assets. This has the result of lowering the return on
capital for these assets. However, it should be noted that Austrdia Post has made a corresponding
increase to the depreciation rate on motor vehicles in response to this trend, thus increasing the
return of capitad in each period. While the depreciaion effect is likely to outweigh the return on
capitd, the Commission does not congder these adjusments unreasonable. The Commission is
satisfied that the valuaion of motor vehicles represents a reasonable approximation of the
opportunity cost of those assets.

The remainder of Audrdia Post’s fixed assets which are alocated to the letters business are
esentidly vaued a written down historic cost.** In examining the appropriateness of these
vauations, it is useful to consder the more specidised FuturePOST assets separately from other,
more easly transferable assets.

FuturePOST assets

Audtrdia Post’ s FuturePOST assets category includes multi-line optica character readers, barcode
sorters and tray management system assets found in Audrdia Post’s mail sorting centres. They
represent a sgnificant proportion (around 13%) of the tota |etters assets, with a total book vaue of
$164m as a 30 June 2002. While these assets are technicdly classified as a finance lease, the
treatment of the assats is essentidly the same, with the asset vaue being depreciated over the
economic life of the assetsin question.

13 The one qualification to this statement is that some FuturePOST assets have been subject to a cross-border
lease arrangement. This has the effect of lowering the book value of those assets, which are then depreciated
using the normal economic lives.
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The FuturePOST assats appear to be the only significant assets that might be thought of as being
‘gpecidised’. They are specificdly desgned for the sorting of mail, and could not be readily
transferred to dternative uses. This degree of specidisation suggests that, unlike property and motor
vehicles, market vaue is not immediately observable. That is, should Audrdia Post choose to
dispose of these assets, aliquid secondary market is not straightforward to find.

That said, there is dill an important distinction between these assets and those in other regulated
indudtries in that the degree to which the assets are ‘sunk’ isless clear. That is, the investment is not
necessaily irreversble. While sgnificant capita expenditures have been made in the assts, there
may be some scope to find a purchaser for redundant assets. Such purchasers might include
overseas postd providers and/or customers of Australia Post who may be able to use such assetsto
meet Audtralia Post’ s own barcoding requirements.

As dready noted, however, such amarket is not highly liquid, nor are market vaues for these assets
readily observable. Accordingly, Austrdia Post’s approach — comparing the written down book
vaue with the replacement cost of the assets is a reasonable dtarting point in congdering ther
vauation. Audrdia Post has indicated, however, that in practice, differences between replacement
cost and higtoric cost are largely driven by changes in the exchange rate (since the assets were
purchased in the United States) rather than changes in the purchase price of the assets per se.
Accordingly, it adopts the written down historical cost for its reporting purposes. The Commission
has reviewed Audtrdia Post’s estimates of the replacement cost, and considers that historic cost is,
in these circumstances, likely to be a suitable measure for regulatory purposes.

Other fixed assets

The vast mgjority of other assets used by Australia Post are likely to have dternative uses. Much of
the plant and equipment required to provide retail services, office equipment and other assorted
assats could be expected to be used in a variety of industries. Accordingly, disposa vaues should
be readily observable and hence depreciation rates are likely to result in asset vauations that closdy
reflect the remaining service potentid of the assets. The Commission therefore accepts Audrdia
Pogt’s contention that the market value of these assets would be smilar to the written down book
vaue. Any differences between the two are unlikely to be materid.

In summary, then, the Commission consders that, in the case of Audtraia Pogt, the book vaues of
its assets are not ingppropriate for regulatory purposes. Thisis a consequence of

= the generdly non-specidised nature of its assets,
= the generdly non-sunk nature of its assets;, and

= thedepriva vaue reporting requirements currently impaosed upon it by the Department of
Finance.

The issue of asset vauation for Audtraia Post thus seems significantly less problematic than in other
regulatory contexts.
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8.4.3 Depreciation

The points raised above regarding the non-specidised and non-sunk nature of many of Audrdia

Pogt’ s assets has implications for the robustness of its estimates of depreciation. Since market values
for many assets can be approximated with a reasonable degree of certainty, and sSince at any point in

time Audraia Post’s asset base will contain amix of assets of various vintages, sysematic deviations

from market value upon disposd are likely to become apparent readily quickly. Indeed, such a
deviation led Audrdia Pos to write-down the vaue of its motor vehicles, and dightly increase the

depreciation rate applied to them.

It follows that the depreciation rates adopted should be closdly related to the economic lives of the
assets. Accordingly, the Commisson’s preliminary view isthat Augtrdia Post’s depreciation charges
are reasonable for the purposes of its profitability assessment.

8.4.4 Optimisation

The above discussion has not considered the issue of optimisation of Audrdia Post’s asset base.
However, the notion of optimisation is an important element of the ODRC methodology aready
referred to. ‘Optimisation’ of the asset base is a process which attempts to ensure that a regulated
entity is not rewarded for holding assets which cease to contribute to the provision of services.
These assets are normdly excluded from consderation in profitability andyss. As noted above,
Australia Post has dtated thet it is required to optimise its asset base for the purposes of its financia

reporting.

There are, however, many degrees of optimisation. For example, a regulator may adopt an
goproach which bases the vaduation on an ‘optimised’ network configuration, as well as assuming
that each particular facility in that network has an optima configuration of assets. Another gpproach
might be to accept the existing network configuration as a given and concentrate only on ensuring
that the network assets do not include any that are unnecessary to support that configuration.

In other indudtries, the Commission has generdly adopted an gpproach more in keegping with the
latter characterisation. For example, in considering access to Telstra's public switched telephone
network (PSTN), the Commission uses a ‘scorched node gpproach, which assumes that existing
switch stes and links between them are maintained but the equipment is optimised. Similarly, in the
case of Sydney Airport, the Commission accepted an approach which assumed that the existing
location of the airport and the configuration of the facilities on that Site were optimal.

In the case of Audtrdia Pog, the case for accepting its existing network is strengthened by the fact
that the existing configuration is heavily influenced by its CSOs. Audraia Post is required to meet
certain performance sandards in terms of accesshbility to its services and frequency of collection and
delivery. Its post office and transport network has developed over time in response to these
requirements. Accordingly, the Commission sees no reason to require further optimisation of its
exiging network configuration.
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For Audrdia Pogt, then, the question of optimisation relates mainly to whether its asset base
contains assets that are not necessary to maintain its existing network. On this question, Audtrdia
Pogt is again likely to be somewhat a different case to other regulated industries. As noted in the
preceding discussion, most of the assets used by Australia Post to provide reserved postal services
are not sunk, and could be trandferred into other uses at relatively little cos.

The issue thus centres on whether Audrdia Post has sufficient incentives to dispose of redundant
assets. On this point, the Commission notes that Austraia Post’s performance targets are based on
return on operating assets measures. This might be expected to provide some incentive for Audraia
Post to sdll assets that are no longer required and use the funds to make investments with higher
expected returns.

The Commisson notes that this optimisation argument is less persuesve in redion to more
gpeciadised FuturePOST assets. Nonethdess, given the rdatively smal proportion of the asset base
that these assets represent, and the fact that the investment is ill quite recent, the Commisson’'s
preliminary view is that optimisation would leaed to negligible, if any, reductions in the value of those
assats. Accordingly, the Commission consders that Audtrdia Post’s asset vauations are unlikely to
incorporate much in the way of redundant assets.

8.4.5 Allocation of fixed assetsto reserved services

As noted in Chapter 3, the Commission has essentialy adopted a ‘dud till' gpproach to assessng
Audtrdia Post’s proposed prices. This means that the Commission has focussed on the costs of
providing the regulated services, while largely ignoring the revenues and profitability of non-regulated
sarvices. The Commission congders that a dud till gpproach has advantages over the so-cdled
‘angle till” methodology that has been used by regulators in the past.** The Commisson’'s decision
on pricing a Sydney Airport sets these out in more detail.** In particular, the dud till approach
provides more gppropriate incentives for new investment.

Adopting a dud till approach, however, necessitates dlocation of costs (including capitd costs)
between the regulated and non-regulated services. Accordingly, in consdering Austraia Post’ s asset
vauation, it is dso necessary to consder the alocation of assets to the regulated services.

Audrdia Podt’s fixed asset alocations do not include any receivables, investments or future income
tax benefits. The Commission condders it gppropriate that these assets remain excluded from the
asset base for current purposes, as they do not specificaly relate to the provision of reserved letter
sarvices. Furthermore, tax is explicitly factored into the Commission's profitability andyss as a cash
flow. The trestment of tax is discussed further in Chapter 10.

Audrdia Post has indicated that most fixed assets are dlocated to the letters business through its
Activity Based Cogting (ABC) system. Essentidly, this means that fixed assets are alocated to

1% The regulation of airports, for example, has until recently been frequently based on a single-till approach.
1% A ustralian Competition and Consumer Commission, Sydney Airports Corporation Ltd — Aeronautical Pricing
Proposal: Decision, May 2001.
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products on the same basis as the associated depreciation charges. In the case of land, which does
not depreciate, it is dlocated on a matching basis to the associated buildings dlocations. The
Commisson's views on Audrdia Podt’s activity based cogting are discussed in more detall in
Chapter 7.

Audtrdia Post dso states, however, that some assets are directly matched to product groups. In
particular, mgor FuturePOST processing assets such as multi-line optica character readers,
barcode sorters and tray management systems are directly classed as | etters assets.

The Commission understands, therefore, that Audtrdia Pogt’s focus in the dlocation of assats is to
alocate to particular business segments rather than specific products.’*” Assets dlocated to its |etters
business segment are therefore likely to be used in the provision not only of the reserved services
subject to this notification, but other non-reserved services managed through the letters business
segment. These other services include non-reserved large letters, aswell as Printpost and, to alesser
extent, unaddressed letters.**® The assats alocated to the letters business should, however, exclude
amounts that apply to international mail.**

In relation to the letters assets, Audtralia Post argues that although they are used to process some
non-reserved services (ie large letters over 250g, Printpost and unaddressed letters), no capita
costs would be avoided if the non-reserved component of the service was not provided. Audrdia
Pogt therefore suggests that the full value of the assets should be alocated to the letters business for
the purposes of ng its pricing proposa.

The Commission takes a somewhat different view on this issue. Where assets are necessary to
provide a regulated service but are dso used to provide other services, it is reasonable to expect
that some of the capital costs associated with holding the asset are recovered through profits on the
non-regulated services. Indeed, this is one judtification for the use by regulators of the single till
methodology discussed above.®

An dternative gpproach would be for Audrdia Post to separately identify the proportion of the
value of letters assets that would properly be alocated to the non-reserved letter services. Audtrdia
Post suggests that this is ingppropriate since there would be no reduction in the level of assets
required to provide reserved letter services if the non-reserved services were not offered. Essentialy
thisis an avoidable cost argument. The Commission notes, however, that this argument is somewhat

187 This contrasts with its allocation of operating costs (including depreciation) which are allocated down to
specific products.

1% Unaddressed letters are likely to utilise fewer assets than either large letters or Printpost since they would not
incur sorting costs. However, assets such as vehicles might be expected to be used in the delivery of these
articles, so some allocation might be expected.

1% The Commission understands that the | etters business segment does not incorporate international mail. Thus
the allocation of assets between the letters business segment and the international business segment should
be appropriate. A similar issue might arise in examining the proportion of the assets allocated between
reserved incoming international letters and non-reserved outgoing international letters; however, these are
not relevant to the current notification.

190 The single till here referred to would generally be applied across an entire company’ s business activities. The
concept can, however, be thought of as applying more narrowly.
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inconsistent with Australia Post’s approach to alocation of operating costs and depreciation, which
represents afully distributed cost alocation methodology. It would therefore seem more gppropriate
to alocate some portion of the letters assets to those non-reserved | etter services.

On this point, Austrdia Post argues that the non-reserved letters place only a smal demand on the
network’s assets. This may be the case, however, it has not provided the Commisson with a
quantification of this argument. Given that assats are broadly dlocated on the bads of the
depreciation dlocations, it would seem that it is possible for this additiond dlocation of the assets to
be undertaken. However, Audrdia Post appears to be suggesting that there are no compelling
commercid reasons for it to do so. Accordingly, the Commission has considered the posshility of a
dightly modified ‘till" for |etters services.

Since Audtralia Post does not allocate the letters assets between dl the services that require those
ass for ther provison, the Commission’s preliminary view is that a narrower form of single till
could be gpplied to determine an appropriate level of returns from the regulated services. That is, the
‘1ill” can be thought of as gpplying across the | etters business segment.

This would necessitate the incorporation of the costs, revenues and assets attributed to non-reserved
large letters services, Printpost and unaddressed letters. Since no assets are separately allocated to
these products, this means that the profits generated from these services could be subtracted from
the required revenues from reserved services.

That sad, Audrdia Post has provided the Commisson with information regarding the profitability of
these separate product categories. Effectively, Printpost and unaddressed letters appear to
goproximately break-even; ie revenues only just cover the codts of these services. Accordingly,
incorporating the costs and revenues for these products into the Commission’s profitability anaysis
would have negligible impact. The Commisson notes, however, that non-reserved large letters
gppear to make anot inggnificant contribution to recovering the capital codts of the letters assets. 2

The Commission aso notes that, to the extent that assets are ‘over-alocated’ to the reserved
sarvices, the reported returns on these assets may be understated and the returns on non-reserved
sarvices overstated. This may in part explain the gpparent discrepancy between these reported
measures.*s

141 *Profits here refers to the excess of revenues over operating and maintenance costs and depreciation (since
depreciation is allocated to products). These profits essentially represent a contribution to the return on
capital for the assets in question (but not return of capital, since thisis aready included in the costs allocated
to particular products).

142 These letters generate around 1% of total letter volumes and 4% of total |etter revenues.

143 For example, in 2000/01, Augtralia Post reported a return on assets for non-reserved services of 21.7%,
compared to 4.2% for reserved services. It should be noted, however, that Australia Post's method for
allocating assets has significantly developed in the last year. Accordingly, return on asset measures reported
in the 2000/01 annual report will not reflect the new approach.
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In other respects, the Commission consders that Audtraia Post’s alocation of assets through the
use of its activity based cogting system is acceptable for the purposes of this preliminary view, in light
of the views expressed on the issue of cost dlocation in Chapter 7.

8.4.6 Conclusion

In light of the above discusson, the Commission consders that Audtralia Post’s fixed asset vaues
are likely to be reasonable for the purposes of andysing the profitability of providing domestic
reserved letter services. The vaue of fixed assets for the letters business was $1203m as at 30 June
2002. Similarly, the depreciation charges associated with these asset vauations are likely to be
reasonable.

The one qudlification to this view, however, relates to the alocation of these assets to the reserved
sarvices. That is, the Commission has some concern that some of the return on capita required on
these assets may be recovered through non-reserved letter services. To address this concern, the
Commission has incorporated the costs and revenues from non-reserved large letters into its
profitability anadyss. The details of this andysis are contained in Chapter 10.
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9 Weighted average cost of capital (WACC)

9.1 Introduction

The return on capitd is another essentid component of the financid modelling used to assess
Austraia Podt’s price proposa.  The return on capital used in the modd dlows for both debt and
equity holdersto be rewarded with arate of return that reflects the opportunity cost of capita.

In caculating this required rate of return, the financia modd estimates a number of parameters to
determine both the cost of debt and the cost of equity capitd. It then weights these codts in
accordance with the capital structure to determine the Weighted Average Cost of Capita (WACC).
Professor Kevin Davis has provided advice to the Commission on the appropriate weighted average
cos of cepitd for Audrdia Pos, which is avaldble on the Commisson's webdte a
http//www.acce.gov.au/post/post.html .

The Commission condders that a weighted average cost of capitd is the most gppropriate measure
of the opportunity cost of capital. However, in Australia Post’s case the issue is more complicated
due to Direction 11 which directs the Commission to have regard for pricing targets that have been
agreed to by Audraia Post and the relevant Minister. Accordingly, this chapter also considers
Direction 11 and its relevance to the Commission’s profitability andysis.

9.2 WACC formulation

In regulated applications, there are severa aternative approaches to incorporating a WACC in a
project’s expected costs. Whilst many methods are theoretically sound, the guiding principles should
be that the chosen WACC will most accurately provide the true expected after-tax rate of return
over the life of the project and be congstent with the corresponding cash flows.

Australia Post’s position

Australia Post proposes a pogt-tax nomind WACC formulation which is shown below ([Equation
9.1). Thisis equivalent to the classca post-tax WACC, as noted in Professor Davis's consultancy

report.

Equation 9.1

WACC = —=—K_+—2 K @1- 1)
D+E ° D+E

where
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=  Kyisthepretax cost of debt;

» K, isthe post tax cost of equity*+;
» D isthe market vaue of debt;

» Eisthe market vaue of equity; and
» t.isthe corporatetax rate.

9.2.1 Commission’spreliminary assessment and analysis

The Commission conddersthat ared “vanilla® WACC is gppropriate for usein itsfinancia
modelling. A vanillaform of WACC refersto the equity and debt weightings being applied to a
post-tax cost of equity and a pre-tax cost of debt. This approach is gppropriate when applying the
rate of return to post-tax cash-flows as done in the Commission’sfinancial analyss. Taxesare
treated like cogts in the expected cash flows, rather than accounted for in a higher return. It reflects
the fact that debt-holders are compensated before payment of company tax, whereas equity holders
recelve compensation after company tax has been paid.

ThevanillaWACC formulais

Equation 9.2

WACC =—= K _+—2_k,
D+E ° D+E

A red vaue of WACC is gpplied as forecast operating and maintenance costs have aready been
inflated. However, thisis equivaent to applying anomina WACC to uninflated codts.

Thered rate, WACC,, is derived from the nomind rate, WACC, by the Fisher equation asfollows:

(1+WACC)) = (1+WACC,)/(1+p)
where p is the expected inflation rate.

For ease of understanding, however, the discussion in this chapter focuses on nomina measures.

Tax and imputation factors

An dternative formulation of WACC, known as the Officer WACC, incorporates the dividend
imputation factor. Thiswasincluded in Professor Davis s report and is shown in Equation 9.3.

4 Thisisarate of return after company tax but before the impact of dividend imputation.
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Equation 9.3

1-t
e K, + K, 1)

WACC = .
1-t (1-g D+E D+E

where gamma (g) = average degree of utilisation of franking credits by shareholders.

The dividend imputation system operates to compensate shareholders for the tax paid out of
company earnings through the digtribution of franking credits. In effect the system recognises that
tax paid by the company represents a pre-payment of persond income tax on dividends thereby
providing some vaue to shareholders. This vaue may in turn result in the actud after-tax return
required by shareholders, as calculated through CAPM, being overstated.

Thus the pogt-tax nomind WACC formulation is modified in the Officer verson to incorporate the
vaue of gammainto the required return on equity. Gamma could range from 0 to 1 with a gamma of
0 sgnifying the abosence of any utilisation while agamma of 1 sgnifies full utilisation. 1t may be noted
that, where gammaiis 0, the Officer formula collgpesto the classcd formula (Equation 9.1).

The Commission prefers to incorporate the tax and imputation factors directly into the cash-flowsin
its financid andysds, to which the vanilla rather than Officer formulation of WACC is gpplied. A
higher imputation factor thereby has an equivaent effect in reducing required revenues, but operates
through reducing the net tax payable by shareholders rather than reducing WACC. The tax and
imputetion factors nevertheess have a amal direct effect on WACC through their effect on the
equity beta, discussed later in this chapter.

Tax rate

Audtrdia Post uses a corporate tax rate of 30 per cent. Thisis the statutory rate of company tax and
is accepted by the Commission for this assessment.

I mputation factor
Austrdia Post suggests that it is gppropriate to use an imputation tax credit vaue (gamma) of 0.30.

Professor Davis notes that dthough Australia Post proposes a gamma of 0.30, its caculation of the
nominal WACC formula does not gppear to incorporate the imputation tax credit parameter. If the
imputation tax credit value of 30 per cent isincorporated, and assuming that dl other parameters are
the same as the ones used by Audrdia Pogt, then for any increase in gamma the WACC would
decrease, assuming the WACC formulation is the one that incorporates gamma (for example,
Equation 9.3)*

145 |f gammais assumed to be zero, then the WACC that incorporates the imputation factor is 9.1%. If gammais
assumed to be 0.3, then WACC decreases to 8.2%. If gammaincreasesto 0.5, then the WACC is 7.7%.
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The Commission has in previous decisons adopted a gamma of 0.50. In the Sydney Airports
Aeronautical Pricing Decision'*®, the Commisson noted that there is considerable evidence
pointing towards a higher gamma. Neverthdess, while still prepared to dter its postion for future
decisons if a clearer trend or consensus on this issue emerges, the Commisson maintains a gamma
of 0.50 for this assessment.

9.3 Australia Post’s financial target and Direction 11

9.3.1 Audtralia Post’s position

Inits draft price notification Audtraia Post argues that:

While some regulatory analysis may apply forward-looking, benchmark economic costs (including
a rate of return on capital) to determine the relevant rates of return, such a theoretical exercise
removed from the actual costs of the business being assessed is considered to be inappropriate for
Australia Post. This is because Australia Post’s business is subject to specific statutory
obligations that require it to operate in a different manner than a purely commercial enterprise (for
example, the CSO obligations and financial target requirements).*

9.3.2 Direction 11

Direction 11 directs the Commission to give specid condderation to Audtrdia Post’s obligation to
pursue afinancia policy in accordance with its corporate plans'®® as set out in sections 35 to 41 of
the Australian Postal Corporation (APC) Act, particularly the pricing and financid targets. Most
of these provisions have been revoked, so that only sections 38 and 40 remain operative. Further
information regarding the legidative framework that Audtrdia Post is subject to can be found in
Chapter 2.

The target approved by the Minister for 2001/02 was a return on operating assets of 14.1%. In
additiona information provided by Audtraia Post regarding its draft price notification, Austraia Post
outlines how the financid target applies to the organisation. Audtrdia Post states that it uses a pre-
tax nomind WACC of 13% as an internd hurdle rate for invesment evaluations. Austrdia Post dso
contends that the financid target (the required rate of return on operating assets), is analogous to a
pre-tax WACC in other circumstances. The Commisson’s views on the gppropriateness of usng a
return on assets measure to assess pricing is discussed in section 9.3.3 below.

146 ACCC, Sydney Airports Corporation Ltd Aeronautical Pricing Proposal: Decision, May 2001, p. 199.

147 pustralia Post, Draft Price Notification (Revised 17 July 2002), p. 32.

148 pustralia Post is a government business enterprise (Commonwealth Authorities and Companies Regulations
1997, reg 4) and must, under section 17 of the Commonwealth Authorities and Companies Act 1997,
annually prepare a corporate plan and give it to the responsible Minister. The plan must include (among
other things) details of financial targets and projections, community service obligations and the authority’s
strategy for carrying out those obligations, and price control and quality control strategies for goods or
services supplied by the authority under amonopoly.
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9.3.3 Commission’sprdiminary assessment framework

Inits Draft Statement of Regulatory Approach to Price Notifications, the Commisson outlined
the framework in which it will assess price notifications and the focus it will place on assessng the
“reasonableness of the rate of return that the declared company is seeking”** in accordance with
section 17(3)(a) of the Prices Surveillance Act 1983. Centrd to this assessment is the recognition
that to encourage efficient investment, a declared organisation needs to be able to earn a reasonable
rate of return on its assets.

As set out in the Draft Statement of Principles for the Regulation of Transmission Revenues™,
it is important that the regulator sets the rate of return a a leved which reflects a commercid return
for the regulated businesses. Setting a rate of return below the cost of funds in the market could
make continued investment in developing the network difficult or unattractive for the owner.
Conversdly, dlowing a rate of return in excess of the market-based cost of capitd would distort
price sgnals to consumers and investors, resulting in a misalocation of resources and sub-optimal
€CoNomicC outcomes.

The Commission assesses the reasonableness of the rate of return being generated by comparing the
economic rate of return with the cost of capital. The Commission’s rgection of accounting based
measures of return for this assessment and for decisions rdating to investment and pricing stems
from the recognition that these returns are vulnerable to bias semming from the techniques used to
vaue assets, measure accounting income and depreciation. The issue has dso been discussed a
length by authors such as Bredley and Myers who date, “unfortunately book income and return on
investment are often serioudy biased measures of true profitability and thus should not be compared
to the opportunity cost of capital” *.

Return on assets based on accounting book vaues cannot be directly compared to the economic
measure of the cost of capita. An economic rate of return, in contrast, is based on the discounted
cash flow modd and thus incorporates the opportunity cost of cepitd and risk. Within this
framework the Commission will then compare both the economic return on equity and economic
return on assets to the relevant cost of cepitd. The rdevant cost of equity capitd is estimated

149 Australian Competition and Consumer Commission, Draft Statement of Regulatory Approach to Price
Notifications, 1998, p. 4.
150 Australian Competition and Consumer Commission, Draft Statement of Principles for the Regulation of
Transmission Revenues, May 1999, p. Xii.
%1 R.Brealey & S. Myers Principles of Corporate Finance, 1996, p. 312.
Brealey and Myers went on to note that: “Book measures of profitability can be wrong or misleading because:
. Errors occur at different stages of project life. When true depreciation is decelerated, book
measures are likely to understate true profitability for new projects and overstate it for old ones.
. Errors also occur when firms or divisions have a balanced mix of old and new projects.
. Errors occur because of inflation, basically because inflation shows up in revenue faster than it
shows up in costs.
. Book measures are often confused by “creative accounting”. Some firms pick and choose among
available accounting procedures, or even invent new ones, in order to make their income
statements and bal ance sheets ook good.”
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through the Capitd Asset Pricing Modd and the relevant return on assets is derived through the
post-tax nominal WACC.

The weighted average cost of capital measures the opportunity cost of capital borne by the service
provider, including both the cost of debt and the cost of equity, weighted by its proportion in the
company’s financid dructure. The WACC is st on the bass of financid market benchmarks,
taking into account the level of commercid risk involved in the rdlevant business. In the context of
assessing Audtrdia Podt's pricing targets, the Commission focuses on whether prices are based on
an efficent cost base, including this opportunity cost. Accordingly the Commisson regards the
weighted average cost of capital as an gppropriate measure of a reasonable rate of return in its
assessment of Audtraia Post’s pricing proposal.

Although the Commission is to have regard for the financid target agreed to by the rdlevant Minister
and Audrdia Pog, this is expressed as an accounting rate of return on assets. By contradt, the
Commisson must dso assess the current price notification on the grounds of economic efficiency.
This process may in turn have an effect on the accounting rate of return of Audtrdia Pogt. For this
reason the Commisson has not employed Audrdia Post’s explicit financid target in its profitability
andyss.

This course is further suggested by the fact that the target applies to Audrdia Post as a whole
(rather than just its reserved services) and aso that the Commission has not provided advice on
pricing targets as the Direction apparently envisages. A further congderation is that the financia
target is agreed by the Minigter in relation to a particular year, whereas the Commission seeks to
estimate the cost of capital over alonger term corresponding to the period of andysis.

In the following section there is a discusson of the underlying WACC parameters proposed by
Audrdia Post and the Commisson’s views on these parameters. Table 9.2 a the end of the
chapter compares Australia Post’s proposed values and the parameters used to edimate the
WACC by the Commission in this decison.

9.4 Gearingratio

Australia Post’ s position

Audtrdia Pogt points to advice received from Price Waterhouse Coopers regarding the gearing ratio
and consders that a debt equity ratio of 30:70 to 40:60 per cent is appropriate.

Commission’s preliminary assessment and analysis

In previous decisions regarding capital structure the Commission has tended to adopt a benchmark
debt to equity ratio of 60 per cent on the bads that such a ratio operates as an incentive for
regulated firms to efficiently sructure ther cgpita such that the cost of capitd is minimised.
However, the Commission has noted thet, as a result of offsetting channds such as equity (levered)
beta and trestment of tax, any variaion on this benchmark will have only a limited impact on the
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post-tax nomina WACC. Given its reaive immateridity, therefore, the Commission has adopted
Australia Post’ s suggested debt to equity ratio of 30:70.

9.5 Cost of debt

9.5.1 Introduction

The cost of debt in the WACC formulation is the expected return to debt holders on debt capital
invested and is cdculated as the sum of the nomind risk free rate and the cost of debt margin. That
is

K4 =Rf+dm.

where:
= Rfisthe nomind rik freerate and

» dmisthecogt of debt margin; that is, the excess of the market return on debt over therisk
freerate.

95.2 Risk freerate
Australia Post’ s position

Audrdia Pogt in supplementary information to its draft price notification, provides information
regarding the appropriate measure to determine the risk free rate. Audtrdia Post uses a ten year
Commonweslth government bond rate. Audiralia Post is of the view that the 10 year rate reflects the
longevity of its capitad base and, in particular, the composition of capita expenditure in recent years
eg. property and mail handling plant and equipment. The ten year bond rate was 6.27% on 5 June
2002. For the purposes of comparison with the Commission’s caculations, a more recent figure of
5.7% isincluded in Table 9.2.

Commission’s preliminary assessment and analysis

The Commission generally adopts estimates of the risk-free rate which correspond with the length of
the regulatory period under consideration. The use of the nomina and red bond yields with terms
that correspond to the regulatory period is the appropriate estimate of the risk free rate of return for
the following reasons.

Firgly, the use of such bond yidds will ensure that rates that asset owners are expected to be
subject to through the course of regulatory period will exactly correspond with estimated rates. In a
previous consultation paper for the Commisson, Professor Kevin Davis supported this argument.
Professor Davis suggested that the use of yields commensurate with the regulatory period ensures
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that service providers do not ‘charge prices tha incorporate a premium for bearing long term
interest rate risk which is not in fact being borng *>2,

Secondly, the use of yidds commensurate with the regulatory period is gppropriate under the
CAPM framework. The CAPM framework is a one period mode, thus it is more appropriate to
edtimate the rate for one regulaory period, rather than over the course of numerous regulatory
periods.

Although the PS Act does not define regulatory periods, the Commisson condders that an
asessment over a five-year term may be more appropriate in the case of Australia Post’s pricing
proposal. Thisisdiscussed further in Chapter 3. In this prdiminary view, the Commission therefore
uses fiveyear rates to caculate the risk-free rate. The 40-day moving average of nomind
Commonwedth government 5-year bond rates up to 29 August 2002 was 5.5% per annum. The
equivaent rate for indexed bonds was 3.0%, implying an expected inflation rate of 2.4%.

9.5.3 Debt Margin

An integra dement of the cogt of debt formulation is the debt margin, which is a function of an
organisation’s credit rating. An organisation’s credit rating is a measure of the potentiad default risk
of a company. Standard and Poor’ s incorporates the level of gearing as a parameter in determining
the overd| rating™=.

Australia Post’ s position

Audrdia Post contends that a debt risk premium 0.3% to 0.4% above the risk free rate is
aopropriate as it reflects the corporation’s AAA credit rating and relatively low gearing. In its
caculations, Audtrdia Post used a debt margin of 0.3%.

Commission’s preliminary assessment and analysis

The Commission agrees that credit ratings and gearing ratios are factors relevant to the debot margin.
In its July 2000 decison rdaing to Teldra, which has an AA credit rating, the Commisson
concluded:

...that given Telstra had both an excellent credit rating and a very low gearing ratio, a small debt
premium was appropriate™.

In that context, the Commission decided to use a0.8% debt margin for Telstra s PSTN.

182 K Davis, The Weighted Average Cost of Capital for the Gas Industry — Report Prepared for the ACCC, 1998,
p. 15.

183 Standard and Poor’ s Cor porate Rating Methodol ogy, p.17.

1% ACCC, Report on the assessment of Telstra’s Undertaking for the Domestic Public Switched Telephone
Network (PSTN) Originating and Terminating Access services, July 2000, pp. 92-3.
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In light of Audtralia Post’s credit rating of AAA and gearing ratio of around 30%, the Commisson
consdersthat Australia Post’ s proposed debt margin of 0.3% is appropriate.

9.6 Cost of equity

9.6.1 Introduction

The cost of equity capitd is the rate of return required by equity holders given the opportunity cost
of investing in the market, the volatility of the market and the sysematic risk of holding equity in a
particular organisation. It is estimated using the Capita Asset Pricing Modd, that is:

Ke=Rf + bgRmM-RY)

where:
=  Rfistherisk freerate of return
»  (Rm-Rf) isthe market risk premium; and

» beistherdative sysematic risk of an organisation’s equity.

9.6.2 Equity and Asset Beta
Since the equity beta depends on the cepitd structure of an organisation, it is unique to an
organisation and thus cannot be used as a proxy unless the effect of financid gearing is dlowed for.

An dternative measure to be used when establishing a proxy is the asset beta®™. The asset beta is
the beta that would prevail if an organisation were wholly financed by equity. It therefore measures
the risk associated with an asset’s cash flows and controls for the risk arising from an organisation’s
capital structure. Two possible methods by which a proxy asset beta can be established are:

= through the use of a comparable organisation’s asset beta; and

= through an estimate of the income eadticity of demand for the organisation’s products.

The firg of these methods requires condderation of the operating environment in which the
organisation exists and then identifying listed companies with Smilar or identical business segments.

155 An estimate of the equity betais derived from the asset beta using the formula:
be=ba[l+ (1T (1-g)(D/E)] - bd (DNV)
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Australia Post’ s position

Audtrdia Pogt has adopted, on advice from Price Waterhouse Coopers (PWC), an asset beta of
0.55. This asst beta is based on a comparative study performed by PWC of smilar regulated
organisations. Audraia Post dso argues that the asset beta could possibly be higher due to the
volaility of the advertisng market.

Commission’s preliminary assessment and analysis

Professor Kevin Davis in his advice to the Commisson regarding the weighted average cost of
capital states that:

...it would appear that this estimate (b=0.55) is based on using electricity, gas and water utilities as
comparable companies, and the suggestion is given that UK data was seen as particularly relevant
to (rather than that of the US).*%®

Professor Davis suggests that the choice of comparative organisations could be based on observed
gmilarities in the relevant indudtries such as. operating leverage, covariance of industry demand with
aggregate demand or stock market returns, longevity of assets and forecast cash flow patterns,
regulatory framework and growth opportunities.

Audrdia Post suggests that there are reasons for believing that the asset beta might be somewhat
higher than this estimate. One reason given is the voldility of the advertisng market, where it is
suggested that the beta of any industry dependent upon it will be higher. Professor Davis points out
that ‘this argument appears to equate volatility and systematic risk, wheress the latter is determined
by covariance with market returns rather than volatility per se. It is difficult to assess this argument
without further information’ 7.

Although as Professor Davis suggests, there are companies which Austraia Post could be compared
to, these companies are involved in some activities that are different from Audrdia Post. The
difficulty arises due to the fact that the activities of such companies, and that of Audtrdia Pogt, span
severd business segments. Professor Davis notes that if there is no systematic risk difference across
those segments, an estimate of a company leved betais gppropriate. However, if there are sgnificant
differences across business segments, it would be appropriate (if feasible) to estimate separate betas
for each segment.

Professor Davis provided the information contained in Table 9.1. It provides relevant information on
a number of companies, which might be thought comparable, to some degree, to Audtrdia Pogt.
Professor Davis notes that the datain Table 9.1 is, a bes, indicative.

1% K Davis, Report on asset beta and cost of capital for Australia Post, prepared for ACCC, July 2002, p. 6.
187 Davis 2002, p. 6.
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Table9.1

Indicative Asset Beta Estimates

Company Equity Beta Gearing Asset Beta

UPS 0.64 0.32 0.43

Fed Ex 1.04 0.26 0.77

TP 0.8 0.42 0.46

DPW 0.6 0.3 0.42

Conggnia 0.842

Source: Professor Kevin Davis, Advice to the Commission on Australia Post’s Weighted Average Cost
of Capital, p. 3.

Professor Davis concludes that ‘on the basis of this, admittedly, highly imperfect information, the
assumption of an asset beta of 0.55 made by Australia Post does not appear to be unreasonable’ %2,

The Commission aso notes that the estimate is not out of line with asset betas for other regulated
businesses in Audrdia. For the purposes of this preiminary assessment, therefore, the Commission
has adopted the asset beta proposed by Australia Post.

9.6.3 Market Risk Premium
Introduction

The market risk premium represents the additiona expected return for investing in the market as a
whole over investing in the risk free instruments such as government bonds. The MRP is a parameter
in the CAPM, which together with the risk free rate and firm specific beta, determines the expected
return on equity in the business - that is, the level of compensation required for investors to assume
the risk of the market (exclusve of franking credits).

Australia Post’s position

Australia Post suggests that an appropriate market risk premium (MRP) would be 7 per cent and
a0 suggests that the adoption of asingle rate of 6 per cent for the MRP is inappropriate.

1% Davis 2002, p. 8.
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Commission’s preliminary assessment and analysis

The Draft Statement of Principles for the Regulation of Transmission Revenues discusses the
Commission’s congideration of the appropriate market risk premium. It notes that:

Theoretically the market risk premium is an ex-ante premium based on aforward view of the market.
However, for practical reasons much of the analysis of its value has relied on the premium
historically achieved, as a proxy measure. Historical estimates are contentious as, for example, the
more stable inflationary environment now prevailing may mean that the relevant market risk
premium is less than has been observed over recent years....Conventional market wisdom
favoured by many financial analysts indicates the market risk premium lies in the region of six to
seven per cent under a classical tax system. The Commission will use its judgement in setting the
market risk premium, noting the views of market participants asto its value are just as important as
its statistically determined value. *°

In past regulatory decisions the Commisson has adopted a MRP of 6 per cent. It should also be
noted that despite severa arguments to the contrary since September 11 the Commission has
continued to use a market risk premium of 6 per cent. While the Commisson acknowledges the
various complexities and uncertainties involved in the estimation of this parameter, the market risk
premium is a parameter that does not vary according to the company in question. Since Audraia
Pogt has not provided any particular arguments to support its cdlam for a higher figure, the
Commission has not departed from its stlandard 6% vauein this case.

9.7 Conclusion

The Commisson concludes that an gppropriate podt-tax nomind return on equity is 9.9% given the
parameters outlined above. Thisis lower than the post-tax nomind return on equity caculated using
parameters proposed by Audrdia Pogt, primarily due to the difference in the market risk premium.

The resulting post-tax nomina vanillaWACC is 8.7%, and the equivdent red WACC is 6.1%.

A comparison of Australia Post’s proposed parameters, and the Commission’s preferred values, is
contained in Table 9.2. The table dso shows the corresponding estimate of the WACC and return

on equity.

1% ACCC, Statement of Principles for the Regulation of Transmission Revenues, 27 May 1999, pp. 78-9.

129



Table9.2

WACC Parameter Australia Post Commission’s
value initial view

Risk freerate (Rf) 57% 55%
Market risk premium 7.0% 6.0 %
Asset beta 0.55 0.55
Cost of Debt Margin (over Rf) 0.30% 0.30%
Imputation credits (g) 30 % 50 %
Equity beta 0.72 0.74
CorporateT ax Rate 30 % 30 %
Debt beta 0.04 0.05
Gearing 30 % 30%
Nominal VanillaWACC 9.4% 8.7%
Post tax nominal return on equity 10.8% 9.9%
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10 Financial modelling

10.1 Introduction

As discussed in Chapter 3, two key criteria which the Commisson must have regard to under
Subsection 17(3) of the PS Act in deciding whether to object to notified price increases are:

(a) the need to maintain investment and employment, including the influence of profitability on
investment and employment;

(b) the need to discourage a person who is in a position to substantially influence a market for
goods and services from™ taking advantage of that power in setting prices,

The Commisson’s financid analyss provides away of quantifying the level of prices stisfying these
criteria. A spreadsheet-based mode is used to caculate the amount of revenue required in any year
to cover the tota costs of an efficient service, based on the following formulai®:

RR=0&M +D +ROC+T
where RR = required revenue
O&M = operating and maintenance expenditure (including adminigtrative costs).
D = depreciation or return of capitdl
ROC = return on capitad = WACC * WDV
WACC = weighted average cost of capital (post-tax);
WDV = written down (depreciated) average vaue of the asset base™®
T = corporate tax, less benefit of dividend imputation
The return on capita covers both (i) interest on externd debt and (i) return on equity. The WACC
is a weighted average of the return on debt and equity, weighted by the proportions of debt and
equity used to finance the asset base. WACC is estimated as the rate sufficient to continue to attract
capitd into the industry without an excessive return, based on norma returns in the capita market
and the particular risks of the industry under investigation (as discussed in Chapter 9). By alowing
the service provider a reasonable rate of return on capita employed, this addresses the firgt criterion

of maintaining investment in the service provider’s industry. At the same time, by discouraging
prices based on returns above the WACC, it addresses the second criterion of discouraging the

180 This approach has been further developed by the ACCC in the context of the electricity and gas industries,
and recently accepted by the ACCC as the basis for the decision on Sydney Airport in 2001.
181 Average asset value over the year is (Opening value plus Closing value)/2.
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provider from taking advantage of its market power to make excessive profits and restrict supply at
the expense of consumers and users.

Another way in which a provider could take advantage of its market power and lack of competition
is by dlowing codts to inflate to unnecessary or inefficient levels. Hence the andysis should be
based where possible on an efficient cost-base rather than the provider's actua cogts. Audtrdia
Pogt’ s efficiency is discussed further in Chapter 5.

10.2 Discussion

Period of analysis

For the reasons st out in Chapter 3, the financd anadyss spans the five year period up until
2006/07.

Australia Post’sdata

The Commission invited Audrdia Pogt to provide a financid modd which supported its clams by
demonstrating how the proposed prices reflect costs, volumes, efficiency and required rates of
return. Audrdia Post did not provide a mode showing such relaionships, but provided
(confidentid) data tables showing forecast volumes, asset values, codts, revenues at proposed
prices, and profits for the 5 years up to 2006/07.

The cost and revenue data were provided on two bases:

I Domedtic letters, including certain large letters which are not reserved, solit by 6
broad categories of |ettere?,

i. Reserved domedtic letters only, split by 4 broad categories of |etter'ss,

The difference relates to non-reserved large letters (over 250 gm), which account for only about 1%
of tota dometic letters by volume, dthough they contribute alarger share of revenue and profit. The
services declared under the PS Act exclude these non-reserved letters. However, Australia Post
presented price changes for al letters as an integrated proposal, and provided asset data only on a
totd letters bass. Hence, as discussed in Chapter 8, the Commisson condders that it is appropriate
to undertake the financid analysis on the basis of dl domedtic letters.

Australia Post’ s accounting costs included depreciation, but excluded interest, income tax, GST and
return on capital*®. Table 10.1 below shows Audtrdia Post’ s forecast data, assuming the proposed

182 These were: Small Ordinary, Small PreSort — Regular, Small PreSort — Off-pesk, Large Ordinary, Large PreSort —
Regular, and Large PreSort — Off-peak.

183 gmall Full-rate (Ordinary), Small Bulk (PreSort), Large Full-rate, Large Bulk; that is, the PreSort categories of
Regular and Off-peak are combined.

184 Deducting costs on that basis from revenue gives EarningsBefore Interest and Tax (EBIT).
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prices apply from 13 January 2003 and remain congtant thereefter, while cogts increase. As aresult,
projected profit declines from $152m in 2002/03 to $21m in 2006/07.

Table10.1: Australia Post forecasts, domestic letters

2002/03 | 2003/04 | 2004/05 | 2005/06 2006/07
Volume (million |etters) 4163 4189 4205 4205 4184
Revenue ($m) 1,807 1,869 1,870 1,864 1,849
Codts ($m) 1,655 1,701 1,723 1,772 1,827
Profit ($m) 152 167 146 2 21

Australia Post dso provided limited cost data for 2000/01 and 2001/02 to help show the link
between actual and forecast data.

Austrdia Post did not attempt to trace the relation between its costs, prices and required rates of
return. However, the Commission tested the basic cost data provided in its own financid modd,
combining it with the Commission’s estimated parameters for cost of capital and tax.

Costs

The poga sarvice is rdatively labour-intensive compared with severa other mgor regulated public
utilities such as gas, dectricity and telecom, and a higher proportion of its costs are operating and
maintenance rather than capital. Employee expenses condtitute 50% of tota costs across the whole
of Audraia Post'®. Depreciation is only about 7% of costs as submitted by Austrdia Post, and
when areturn on capitd is added, total capita charges are only 11% of totd coss. The remaining
89% are operating cogts. Hence the main uncertainties affecting alowable prices concern operating
costs rather than capital charges.

Inflation

It is expected that the prices set by Audrdia Post may have to endure for severa years, as
discussed above, and hence need to give an gppropriate rate of return over severd years in the light
of generd cogt inflation over that period. The Commission does not propose to adjust future prices
to reflect any difference between actud and expected inflation.

The Commisson’s andyss is in terms of nomind prices for future years, incorporating condtant
nomind postage prices but an adlowance for expected future rates of inflation in input codts.
Ausdtraia Pogt’s estimates of future costs incorporate assumed inflation rates (approximating 3.25%
pa when averaged over labour and other input goods). These gppear to be consgtent with
independent forecasts used for the economy generdly in Audraia, but the Commission notes that
the assumed inflation rate for non-labour inputs gppears to be a the high end of market

165 Australia Post Annual Report 2000/2001, p. 48.
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expectations. For consgency, asset vaues in the andyss are in nomind (inflated) terms for future
years, as noted below.

Assets

Asset vaues were provided by Audraia Pogt as the bads for deriving a return on fixed assets
employed. The asset vaues were shown on a rolling 5-year bads, that is, opening and closing
vaues each year are linked through depreciation, additions, revaluations, sdes and internd transfers.
The return on capitd in the modd was based only on the vaue of fixed assets, excluding current
assats, as discussed in Chapter 8 on asset vauation.

The asset data related to the totd letters business and were split by asset type (land, vehicles,
equipment, buildings, land etc) rather than by product type, due to the high degree of commondity
discussed earlier in Chapter 7 on cost dlocation and Chapter 8. Hence the Commission consdered
it appropriate to apply rates of return and estimate required revenue for the letters business as a
whole.

Australia Pogt states that its assets are valued by Depriva Vaue, in accordance with Department of
Finance guidelines for financid reporting for government agencies and authorities. As discussed in
Chapter 8, the Commisson accepts the vauation methodology as being an acceptable
gpproximeation of the optimised replacement cost gpproach it generaly uses.

Ausdralia Post’s asset vaues are understood to be in current cost terms at the time they were
supplied, except that property values were adjusted for expected CPI inflation from 2004 onwards.
Other assets appear not to have been revaued after 30 June 2002. Since the Commission has
adopted a current cost gpproach for its andyss, it has revaued the non-property assets for years
following 2002/03, by applying the expected inflation rate, derived from the difference between
nomina and indexed bond rates. Thisis the same inflation rate as is used to estimate the red value
of WACC, and is currently 2.4% pa.

Depreciation

Australia Post also provided data for depreciation of fixed assets. Property, plant and equipment
asets owned by Audrdia Post are depreciated over ther estimated useful lives using the Straight-
line method**® which is common in business accounts, and is accepted by the Commission for
goplication in its financid andyss (as discussed in Chapter 8 on asset vauation)**”. However, the
Commission revaued depreciation amounts in future years by the expected inflation rate, as for asset
vaues.

This regulatory depreciation differs from depreciation for income tax purposes in that tax
depreciation is based on the historic cost of assets. Hence the tax calculations in the Commisson’s

186 Australia Post Annual Report 2000/2001, p. 54.
167 Other methods of depreciation may be acceptable in other circumstances.
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modd use the origina depreciation data supplied by Audtrdia Pogt, without adjusting for inflation,
wheress the regulatory depreciation used in the model as a component of codts is inflated to future
price leves.

Cost of capital

The full cogts estimated in the Commission’s modd include a return on capitd, equd to the weighted
average cost of capital (WACC) times the asset base. Since the WACC is gpplied to inflated asset
values each year, ared WACC is gppropriate to avoid double-counting inflationt®. The parameters
suggested by Audtrdia Post generate a nomina “vanilla® WACC of 9.6%, equivaent to a WACC
of 6.5% on ared basis. As discussed in Chapter 9 on WACC, using the parameters considered
more appropriate by the Commission, the nomina “vanilla® WACC is 8.7%, or 6.1% pain red
terms.

Prices & revenue

Audrdia Pos provided confidentid data to show how its forecast revenues are derived from the
proposed prices for the 125 products in the proposed schedule. This is based on estimates of the
volume (number) of letters in each price category, with weighted averages caculated to show
expected revenues per unit for the broad letter categories that match the cost data provided.

As the new prices are proposed to gpply from 13 January 2003, Australia Post’ s revenue forecasts
for 2002/03 reflect the current prices applying for the first part of the year, and the new prices for
the second part. Thefirst full year with revenue at the proposed ratesis 2003/04.

Forecast revenue per unit declines dightly from year to year, even at fixed prices, because of a shift
in compogtion from higher-priced ordinary mail to lower-priced bulk mail. The decline in the
weighted average revenue per unit is about 0.4 cents by the end of 2006-07.

Taxes

Australia Post’s accounts since 1 July 2000 are affected by the introduction of Audrdia's Goods
and Services Tax (GST). Retall prices as quoted in Attachment 1 of Audtrdia Post’s submission
include GST. That is, from its revenue at those prices, Audrdia Post must pay the Audraian Tax
Office its GST liability which is 10% of the GST-exclusive price. It can offset (againg this liahility)
credits from GST it pays on input.

Hence, in caculating the revenue effectively received by Audrdia Post, one-deventh is deducted
from retail prices to arrive a GST-exclusive revenue. Austraia Post accounts show both costs and
revenues exclusive of the GST. Indirect taxes other than GST are treated as costs.

188 Note, however, that when discounting future (nominal) revenues to a present value, it is appropriate to use a
nominal WACC.
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Income tax is caculated separately in the modd using standard benchmark rates for corporate tax
and franking credits, as if it were an extra cost. The rates gpplied are discussed in Chapter 9.
Correspondingly, the WACC applied to derive the cost of capital incorporates a post-tax return on

equity.

10.3 Commission’s modelling results

Required revenue

As a darting point, the Commisson’s cdculations used Audraia Pos's own cost data for the
domestic letters busness within the model described earlier. To fit the data into the Commission's
framework of anayss, fixed asset vaues and depreciation were inflated, and ared return on capita
(based on a red WACC of 6.1%) and standard income tax were added. The model generated
required revenue which could be compared with:

" revenue a existing prices, and
= revenue expected by Audtralia Post at its proposed new prices.

The main components of the andyss are shown in Table 10.2 below:

Table 10.2: Financial modelling results.

[$m] 2002/03 2003/04 2004/05 2005/06 2006/07

Volume (million letters) 4,163 4,189 4,205 4,205 4,184
Average Assets $1,216 $1,208 $1,192 $1,194 $1,184
Return on capital $75 $74 $73 $73 $73
Depreciation (current prices) $119 $126 $129 $132 $133
Tota capita charge $193 $200 $202 $205 $206
Operating costs $1,536 $1,579 $1,600 $1,649 $1,707
Total Costs $1,729 $1,778  $1,802 $1,854  $1,912
Plus Tax Liability $19 $20 $21 $22 $23
Less Dividend Imputation Credit -$9 -$10 -$10 -$11 -$11
Required Revenue $1,739 $1,788 $1,813  $1,865 $1,923
Revenue at existing prices $1,767 $1,778 $1,785 $1,785 $1,776
Revenue at AP proposed prices $1,807 $1,869 $1,870 $1,864 $1,849
Exidting less required revenue $28 -$10 -$28 -$80 -$147
Proposed |ess required revenue $68 $80 $57 -$1 -$75
Unit revenue - required (%) $0.418  $0.427 $0.431 $0.443 $0.460
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Unit revenue - existing prices (%) $0.424 30424 $0.423 $0.422 $0.420
Unit revenue - AP proposed prices (%) $0434  $0.446 $0.445 $0.443 $0.442

Revenue at existing prices

Under the above assumptions, revenue at existing prices would be $28m (or 1.6%) in excess of
required revenue in 2002/03, as shown in Table 10.2. This would change to a deficit of $10m in the
following year 2003/04, and the deficit would increase to $148m or 9% by 2006/07, due to the
assumed increase in cogts.

One way of gauging the overdl appropriateness of a particular set of prices is to measure the
difference between revenue at that set of prices and the required revenues in each year of the period
studied, and take the discounted totd value of the differencesin dl years.

Using this approach, the discounted vaue of the difference between revenues a exiging and
required prices over the first 3 year period would be a deficit (or under -recovery of costs) of $5m
in present value terms. Over a 5-year period the deficit would grow to $173m, which is 2.2% of
the discounted value of required revenue.

Revenue at Australia Post’s proposed prices

At Australia Post’s proposed prices and forecast costs, revenue would exceed required revenue by
$68m in 2002/03, and would not fall below required revenue until 2005/06. Over the first 3-year
period, the present value of the differencesisa surplus or over-recovery of $190m, and there is il
asurplus of $136m over a5-year period (or 1.7% of revenue).

The return on capital is based a red pogt-tax (vanilla) WACC of 6.1%, as discussed in Chapter 9.
Changing the WACC to 6.5% pa, the value derived from Audrdia Post’s suggested parameters,
results in the required return on capital being increased by $5m.

The change in WACC vaue does not dter the broad implications that:

" existing prices are adequate now but may result in under-recovery from 2003/04, with a
dight under-recovery over the first 3 years as awhole, and a significant under-recovery over
Syears,

= Augrdia Post’s proposed price increase in 2003 would be expected to result in over-
recovery over a 3-year and even 5-year horizons.

In light of these results, dternative “intermediate’ gpproaches were consdered for testing in the
financid modd, namely:
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" increasesof alesser Sze

= delaying the proposed price;

® increases over amore limited range of products.

Smaller increases

Asdiscussed in Chapter 3, there are advantages in maintaining the price of the basic postage stamp
in 5 cent multiples. Further, the accuracy of the data available does not support finely judged annua
increases of asmaler sze.

For bulk mal rates, thereis little need to maintain round amounts, and they can be adjusted a more
frequent intervals with little loss of efficiency. However, the increases in bulk rates proposed by
Audrdia Pogt are dgnificantly smaler than the basic poda rate — averaging only about 2.2 cents.
Therefore there is little scope for reducing the size of the bulk increases while dlowing increases that
are adminidratively worthwhile.

Therefore the Commission is reluctant to recommend price increases of a smdler sze for ether the
basic rate or bulk mail, and no such options were tested in the financid modd.

Deferral

On the above cost data, AP's proposed increase could be delayed for 2 years, and if gpplied and
maintained for the following 3 years, a broadly neutra result would be obtained. That is, the present
vaue of the difference between required and proposed revenues would be smdl (at a surplus of
$13m) over afull 5-year period.

Increases over alimited range of products

The broad product groups in Australia Post’s data show some contrasting features. Smdl ordinary
letters incur a samdl percentage loss currently, while large letters and bulk mall have comfortable
profit margins. This difference would be magnified over future years, in the case of smdl |etters, for
which volumes at full rate are forecast to fal by 12%, while those a bulk rates rise by 15%. These
have corresponding inverse effects on their unit costs. Thet is, the fdl in volume of smal full rate
|etters causes an increase in their unit costs and therefore greater losses, while the rise in volume of
bulk letters causes a fdl in their unit costs and a rise in unit profits. Partly on account of this
(combined with inflation and other factors), unit cost of amdl full rate letters is expected by Audrdia
Post to increase by 23% while unit cost for small bulk letters increases by only 1% over the next 5
years.

Given the wide and growing disparity in profits per unit between different types of letter, thereisa
case on economic efficiency grounds for restructuring prices to increase the profit contribution from
ordinary smdl letters, and bring price and unit cost more in line. One smple mechanism would be an
increase in the basic postd rate without the rises for other letters proposed by Austrdia Pogt.
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The rationde for differentia increases in the price structure is discussed further in Chapter 11, but
the broad implications have been tested in the financia modd and are reported here. The test
investigates the option of regtricting the price rise to smdl ordinary letters (the basic postage samp),
and related services such as seasona greeting cards, barcoded and metered, and locd delivery,
while holding large letters and bulk letters at their existing prices. It is assumed that the Clean Mall
category is introduced, with the price left a 45c, and the rates for PreSort unbarcoded residue are
st a Audrdia Post’ s proposed rates, to dign with Clean Mail.

This scenario increases estimated revenue in the firgt full year, 2003/04, by about $53m which is
about 58% of the increase sought by Audtrdia Post. This increase would gpply to smdl ordinary
letters (excluding Clean Mail) accounting for about 26% of tota |etters, but the size of the increase
at 5 cents per letter islarger than the average proposed increase for bulk mail of around 2.2 cents.

Accepting Audtrdia Podt’s codts as given, the scenario would result in more than adequate returns
over the first 3 years (over-recovery of $110m over the period in present value terms). The result
would be near neutral over the 5 year period.

A broad comparison of the different price scenariosis shown in Figure 10- 1.

Figure 10-1: Present value of revenuesover 5 yearsunder various price options

8,000 1

7,500-/

7,000
Required Revenue Revenue atexisting Revenue at AP Revenue at test
prices proposed prices prices

10.4 Conclusion

On the Commission's andys's, the scenarios for future costs and volumes submitted by Audrdia
Post, combined with the WACC consdered reasonable by the Commission, would not justify dl the
proposed pricerises. Increases of the size proposed by Austraia Post in January 2003 would result
in over-recovery of costs over a5-year horizon.

On the other hand, maintenance of the existing level of prices could lead to under-recovery of costs
by 2003-04, increasing over a 5-year period on the bass of Audrdia Post’s assumptions of
deteriorating growth in volumes and productivity. There may therefore be some judtification for an
increase. The Commission has consgdered the following basic dternatives to the proposed increases:
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= objecting to al of the proposed price increases, but not to lesser price increases; and
= objecting to some of the proposed price increases but not others;

= recommending that Audrdia Post delay the introduction of some or dl of the proposed
iNncreases.

The Commission is reluctant to recommend a smdler increase in the basic postage rate so thet it is
no longer around multiple of 5 cents. There is no such congraint regarding bulk mail rates, but the
increases proposed by Audtrdia Post were dready relatively smal. There appears to be little scope
for reducing the dze of the bulk increases while making increases that are adminidratively
worthwhile. Further, the accuracy of the data available does not support finey judged annua
increases of a smdler sze. Hence, the Commission did not pursue moddling results for smaler
increases.

The effects of delaying the introduction of Austrdia Post’ s proposed set of price increases were dso
tested. This indicated that a delay of 2 years, with maintenance of the new price leves for the
following 3 years, would yield a broadly neutrd result over a 5-year period to 2006-07 on the
above costs scenarios.

A third option tested was for a price increase only for smal ordinary letters — the basic postage
stamp, and related products such as seasona greeting cards and local ddlivery, while holding large
letters, bulk letters and Clean Mall a ther existing prices. Accepting Audtrdia Post’s costs as given,
the scenario would yield a near-neutra result over a5 year period.

The merits of these various options are explored further in Chapter 11.
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11 Pricing options

11.1 Introduction

The earlier chapters build up a modd from Ausraia Podt’s information to caculate a required
revenue for Audtraia Post’ s reserved services. The approach followed these steps:

= taking Audrdia Post’s estimate of the capital base used to produce the reserved service.
This involved taking Audrdia Post's estimates of both the value of the assets and the
portion of the assets that should be alocated to the reserved services,

= caculating areturn on the capital base. The WACC used to caculate thisis dightly lower
than Australia Post’ s proposed WACC,

= cdculating an alowance for depreciation of the capita base used to provide the reserved
sarvices,

» caculating Audralia Post’ s operating and maintenance costs associated with supplying the
reserved services. Again, this involved accepting Audtralia Post’s dlocation of costs
between reserved and non-reserved services.

Following this process, the Commisson provisondly finds that the proposed increases would leed
to Audtrdia Post earning excessve returns.

The current chapter takes the anadlysis to the next step of examining Audrdia Post's proposed
mechanisms for recovering a reasonable amount of revenue. In other words the focus now shifts
from “how much revenue should Austrdia Post earn to ‘how is Austraia Post to earn this revenue'.

11.2 Options

The Commission's role is to look at proposed price changes and ether object to the proposed
increases or serve a notice saying it objects but would not object to alesser price increase.

Australia Pogt’s proposa covers 125 separate prices. Having provisonaly found the full proposa
would result in Audrdia Post earning excessive returns, the Commission must consider how to bring
Austraia Post’s prospective revenues to an gppropriate level. In a broad sense the Commission’s
options are:

= to object to some of the proposed price increases but not others;

= to object to al of the proposed price increases, but not object to lesser price increases,
and
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= to recommend Austrdia Post deay the introduction of some or al of the proposed
increases.

The regulatory framework does not unambiguoudy point to a particular solution. The Commisson
has considerable discretion in formulating its response to the proposed price increases. It isreevant
to congder the principles to which the Commission must have regard when exercising its powers
under the PS Act. Asdiscussed in Chapter 2, the Commission seeks to formulate a response which
promotes the following objectives.

» the cost base underlying the proposed charges should be efficient;
= Ausraia Pog should face gppropriate signds for investment decisions,
= users should receive gppropriate sgnas for consumption of Audtrdia Post’s services, and

= Audrdia Pogt should earn a reasonable rate of return which is sufficient to enable it to
meet its community service obligations and does not reflect monopoly rents.

11.3 Relationship between price and cost

In the present context the Commission considers these objectives are best advanced if prices are set
a efficient levels. Asdiscussed in Chapter 7, prices are consistent with economic efficiency if:

» The revenue derived from any subset of services is more than the incrementa cost of
providing the services and less than the stand done cost of providing the services, and

»  Shared costs are appropriately alocated among the various subsets of services.

In a generd sense the Commission is hesitant to prescribe prices at too fine aleve of andyss. Itis
not feasible or desirable, for example, to smply reduce each of the proposed prices by a proportion
to bring tota revenues into line with total costs. This approach would be insufficiently subtle to
accommodate the commercid judgements which must take place a amicro levd.

For example, this approach might point to the basic postal rate being increased to, say, 47 cents. In
this scenario a customer purchasing a sngle stamp for cash would pay 45 cents due to rounding,
whereas a customer purchasing 10 slamps would pay $4.70. This outcome gppears unsatisfactory.

To some extent, the different types of mail services provided by Audtrdia Post represent different
gtages in the postd market. Full rate mail could be thought of asinvolving a degree of retal servicing,
while users of bulk mall services might be thought of as wholesde cusomers, who may in some
sense compete with Audtrdia Post in eements of the mail processing required in the broader postal
market.

In any case, as discussed in Chapter 7, Audraia Post has not provided sufficient information to
enable the Commisson to determine Audrdia Pos’s codts at the levd of individud products.
Austrdia Post’ s product costing system (*PCS”) breaks costs down to 12 product groupings. The
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data indicate the discounts offered by Audrdia Post for bulk mail are generdly less than the cost
savings it achieves through this group of services. This could leed to dlocative inefficiency as bulk
sarvices are likely to be under utilised reative to full-rate mail, resulting in both Audrdia Post and
mail users forgoing savings.

The PCS data dso suggests Audtralia Post’ s returns from ordinary small letters do not fully meet the
cods of providing these services. The uniform price requirements means there is inevitably a degree
of crosssubsdisation between high and low dendty routes within this servicee.  However the
ordinary small letters service is dso cross-subsidised by other product groups such as large letters
and bulk mail.

The existence of these cross-subsidies between different product groups leads the Commission to
provisondly conclude that pricing efficiency will be enhanced if the price for ordinary smdl lettersis
increased while the price for bulk mail services is maintained at its current level. This gpproach
would better dign codts to revenues as between the different product groups identifiable within
Australia Post’s PCS.

11.4 Relationship between price and demand

When conddering what level of prices should atach to particular services or groups of sarvices, it is
relevant to consder the likely effect upon demand of any increasein price. As discussed in Chapter
7, inverse dadticity pricing involves levying higher charges for those products for which demand is
least respongve to charges. This leads to the recovery of common costs in a manner which
minimises the loss of transactions which would have made both parties better off.

Studies which evauate the dadticity of each of the individua services covered by Audradia Post's
proposd are not avallable. The finest leve of resolution is in the analyss described in Chapter 4,
which discusses the dadticity of three market ssgments, namely:

» gocd mall, conssting of household to household mail;

= transactiona mail, including such mailings as bank statements; bills and cheque payments;
and

= promotiona mail, including addressed advertisng mail and brochures.

The andyssin Chapter 4 suggests that demand sengitivity to price is lowest in relation to socid mall
and highest in relation to promotional mail. The andyss dso suggests there may be a degree of
price sengtivity in rdation to transactiond mal.

These market segments do not relate directly to individua Australia Post service offerings. However
it is possble to draw the following loose connections.

= ordinay full rate letters are likdy to fdl within the socid mail and transactiond mall
categories,
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»  PreSort letters are likely to fal within the transactiond or promotiond category;

= AdPos items currently fal in the promotiona category. Many of these items may be sent
as PreSort items when AdPost is no longer offered.

These connections lend support to the Commission not objecting to an increase in the price of
ordinary full rate letters via the basic podtd rate, as the demand for services affected by this increase
appears to be less sengtive to price changes. This aso lends support to the Commission objecting
to increases in PreSort prices, as the demand for these services agppears to be relatively more
sengitive to price changes.

11.5 Competition in related markets

In consdering price structure issues it is rdlevant for the Commission to have regard to the likely
effect of the proposed prices on competition in markets related to the markets in which Audrdia
Post holds a monopoaly.

Mail aggregation

GoMail expresses concern at the combined effect of the introduction of Clean Mail and the increase
in PreSort rates. GoMail argues the introduction of Clean Mail is at odds with Audrdia Post's
policy of requiring bulk mail usersto bar code mail. GoMalil ates.

Australia Post’s $500M FuturePOST investment strategy set forth the future vision of Australia
Post to the mailing industry —with mail processing automation viathe introduction of barcoding as
akey element. Put more succinctly, no barcoding, no discount. The mailing industry was given
forward notice of the changes allowing the industry to organise itself and make the requisite
investment in parallel processes, consistent with FuturePOST’ s direction.

The emergence of the aggregation sector in 2000 was a positive example of how the industry
invested behind the industry’ s blueprint for the future.

[...]

Australia Post’s current price justification announcement evidenced by the proposal to introduce
the new mail product “Clean Mail” demonstrates a complete contradiction and inconsistency in
Australia Post’s previously applauded commitment to the principles underpinning FuturePOST’s
direction.

Australia Post has broken its duty of care obligation by compromising on one of the foundation
premises of FuturePOST — a commitment to barcoding as the industry blueprint. It is a statement
of fact that right up until the proposed introduction of Clean Mail as announced in April 2002,
Australia Post had been reinforcing its consistent message of barcode compliance as the only
means to continue to enjoy bulk mail discounts. As recent as March 2002 the Australia Post
customer awareness marketing program/publication ‘Barcoding July 2002 - A Way of Life,
reinforced the FuturePOST commitment.

[...]

Via the proposed introduction of Clean Mail, Australia Post has displayed a disregard for the
significant investment made by the mailing industry in barcode technology. As from July 2002,
under the principles of FuturePOST, any mailer unable to meet the 90/10 barcode compliance either
through its own investment in barcode technology or utilising the services of aggregation would

144



have no choice other than to pay full rate for all mail sendings. The proposed introduction of
CleanMail effective January 2003 provides nil incentive to seek barcoding as the price of postage
will remain at 45 cents%®

GoMail dso argues Audtrdia Post’s proposd criticaly reduces the margin in which it must operate.
It States:

The mail aggregation sector is dependent on the bulk mail presort pricing schedule released by
Australia Post for itstop line margin.

[.]

The Clean Mail proposal in its present form completely undermines the value proposition of the
mail aggregation sector. Increasing the base presort discount price and at the same time creating a
new maximum price point for unbarcoded mail volumes (target market for aggregation) represents
an adverse “double whammy” effect and renders aggregation as uncompetitive.

The maximum pricing differential between barcode pricing and full rate was 7.6 cents (45 cents —
37.4 cents). After Clean Mail the differential has been narrowed to 5.4 cents (45 cents— 39.6 cents).
[Further,] the weighted average gross margin over postage (taking into account typical mail mix)
available to the aggregation sector reduces from 5.7 cents to 3.7 cents before operating costs and
margin sharing with customers”

GoMail goes on to suggest that the introduction of Clean Mall represents a ddiberate attempt by
Austraia Post to curb the growth of the aggregation sector. GoMail submits that the price of Clean
Mail should be increased to 47 cents to maintain the necessary reldivities.

In its response to GoMail’s submission, Audrdia Post argues the margin for operators such as
GoMail are largely unaffected by the proposed changes. Austrdia Post provides a diagram showing
the price differential between PreSort (barcoded and unbarcoded) and the basic postal rate
(including the new Clean Mall and unbarcoded residue rates™) based on a weighted average price
for each service. The diagram is reproduced on the following page.

Audrdia Pogt notes that, based on the weightings used for the diagram, the current differentia
between Barcoded PreSort and Unbarcoded PreSort is 3.8 cents2. The proposed differentia
between Barcoded PreSort and Clean Mall is 3.6 cents. Audrdia Post submits that the example
illugrates the introduction of Clean Mail will not have a detrimenta impact on margins and that the
proposed priceis therefore appropriate.

189 GoMail submission, June 2002, pp. 4-5.

170 GoMail submission, June 2002, p. 6.

11 *Clean Mail’ would be a new service for customers lodging at least 300 letters which are machine addressed,
minimally sorted but not barcoded. ‘Unbarcoded residue’ would be redefined to apply to letters which are
not barcoded but lodged as part of a barcode PreSort lodgement and: a) could not be matched against a
barcode in the Postal Address File (maintained by Australia Post); and b) are lodged in separate unbarcoded
residue trays. While the threshold for a barcode PreSort lodgement is 300, there is no restriction on the
unbarcoded residue component of that lodgement. The proposed pricing for Clean Mail and unbarcoded
residue is the same, as are the addressing, envelope and sorting conditions.

172 Note that the table puts the differential at 3.3 cents rather than 3.8 cents. The key point, however, appears to
bethat the differenceistrivial.
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Price Variation Comparison between PreSort (Barcode) Weighted Average Price vs PreSort (unbarcoded) / Clean
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Source: Australia Post, Response to Public Submissions p. 69.

Audrdia Pog’'s comparison does not address the point that, until recently, Austrdia Post had
sgndled to the industry that the unbarcoded PreSort service was to be phased out. Referring again
to Audrdia Post’ s diagram, the Commission consdersit likely that operators such as GoMail would
anticipate and invest on the basis that after July 2002 mailers would have to barcode in order to get
any discount at dl. That is, mall aggregators would reasonably have expected to face the 5.1¢c
margin between barcoded PreSort mail and the BPR (rather than the 3.3c margin between
barcoded and unbarcoded PreSort mail) beyond this date.

The Commisson provisondly accepts GoMail's submisson that Audrdia Post's decison to
introduce Clean Mail and increase PreSort rates narrows the margin upon which mail aggregation
firms anticipated they might operate. Audtrdia Post has actively encouraged the industry to invest in
barcoding technologies. The Commission is concerned that by narrowing the margin Austrdia Post
may generate uncertainty in the industry. This may lead to innovative operators being less likely to
commit to Audrdia Pogt’ s directions in future, having negative implications for dynamic efficiency.

Agang that, it is possible that the proposed price changes could alow for more efficient outcomes,
to the extent that the new price structure is more closdy digned with the differences in the cost of
providing the different services. For example, consder the following hypothetica situation.
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Smplified Hypothetical

Assume Audrdia Post’s ordinary rate exactly matches the average cost for that service. Further
assume Australia Post saves an average of 1c per item from mail received as part of a barcode
PreSort lodgement (compared to ordinary mail), the barcode PreSort rate is 5¢ below the ordinary
rate, and a mail aggregator is prepared to operate for a price of 3c (which reflects the costs,
including its own profit margin, of providing aggregation). A mail originator will have an incentive to
use the mail aggregator, asit will be able to offer a price 2c below Audtrdia Post’s ordinary rate (5¢
discount from Audrdia Post less the 3c for aggregation). The mail originator receives a benefit of
2c, however, Audraia Post incurs aloss of 4c on that item (Since it receives a price 5¢ less than the
ordinary rate, yet only saves 1c of cost). Consequently, there is a net welfare loss of 2c on the
transaction. In these circumstances, any reduction in the PreSort discount (provided the discount is
a least 1¢) would improve efficiency by: @ reducing the number of transactions which generate the
loss and b) lowering the loss per transaction. If the discount is exactly 1c, no efficiency loss should
eventuate.

It follows that if the margin within which mail aggregetors currently operate (ie, the 5c in the
hypothetical above) is too broad, then maintaining the current price structure might encourage
inefficient entry in this aggregation market.

However, the Commisson’s andyss suggedts that the opposite argument gpplies in the case of
Augtrdia Podt’s price structure. That is, the margin between full rate mail and PreSort rates is, if
anything, insufficient. In the earlier part of this chapter it was noted that Audtrdia Post recovers a
relatively low return in relaion to costs on ordinary full rate services and a relaively high return on
PreSort services. On this basis it would represent a step away from efficiency to further narrow the
gap between these classes of services. Indeed, Audtrdia Post hasitself made this point.

Pricing of the standard postal article, that is the basic postage rate, will reflect the need to maintain an
affordable rate and as a result of this, the basic postage rate is not expected to fully recover the cost of
providing these services. Consequently, prices for other letter services will contain a cross-subsidy to the
standard postal article. That isavery important point for the forum, that in our pricing, as aresult of this, the
need to cross-subsidise letter prices will be set to achieve an appropriate aggregate rate of return for the
letters business as awhole and that is central to our pricing principles!™

It follows that by increasing the current margin between full rate and bulk mail, more competition
between mail aggregators — and hence more efficient outcomes - might be fostered.*™

The Commisson must be conscious of the effect of any price changes on the potentid date of
competition in markets which are related to the market for the reserved services. This is because
competition is generdly insrumenta in promating efficiency, which as discussed is one of the chief
objectives the Commisson seeks to promote when conddering a price notification.  The

1% Mr Gary Lee, Australia Post, ACCC's Technical Issues Forum 11 July 2002. A transcript of this forum is
available at www.accc.gov.au.

174 1t should be noted that an increase in the BPR of 5¢ would significantly improve the profitability of ordinary
mail.
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Commission condders there is a reasonable case that, by introducing Clean Mall a the sametime as
increasing the PreSort rates, Audtralia Post is narrowing the margin otherwise available to operators
such as GoMail. This is likely to render the conditions for competitive entry in this sector less
favourable than would be the case if Audtraia Post either did not introduce Clean Mail or did not
increase its PreSort rates.

Retailing

As noted in Chapter 6, a concern expressed by newsagents relates to the absence of a profit margin
available to many retalers of postage stamps. For example, the Queend and Newsagents Federation
remarks that the sdle of samps “is on the bas's of cash up front purchase and a no margin to the
retailer”*s, By contrast, licensed post offices receive a discount price for products purchased from
Audrdia Pogt. Audtrdia Post dso gppears to have discretion over which outlets are authorised to
actudly sl its products.

The Commission notes that dlowing an increase in the BPR may increase the potentid for Audrdia
Pogt to provide a margin to retalers selling stamps, and so extend the distribution of stlamps through
avaiety of third parties. This could provide increased convenience and accessihility to consumers.

11.6 Delaying priceincreases

An option available to the Commission is to recommend Audtrdia Post delays its proposed price
increases. While this gpproach may mitigate the likeihood of Audrdia Post earning excessve
profits, it does not address the concerns noted above regarding the efficiency of the proposed
pricing dructure. Specificdly, adopting this option would not diminish the possbility of margin
contraction in the mail aggregation market.

Furthermore, the Commisson’s financid moddling suggests that the period of ddlay would need to
be substantid; ie in the order of two or more years. This cregtes some risk of regulatory gaming in
the interim, thereby undermining the efficiency incentives the Commisson is keen to sudan.
Accordingly, delaying the proposed price increases is not considered a desirable option.

11.7 Conclusion

Applying the objectives derived from the rdevant criteria, the Commisson provisondly finds
Augrdia Podt's proposal is more defensible in relation to the proposed increase in the basic rate of
postage and less defensible in relation to the proposed increase in bulk postd rates.

Accordingly, the Commisson'sinitid view isthat it should not object to the proposed increase in the
basic postal rate but should object to the proposed increase in bulk postd rates.

175 Queensland Newsagents Federation, submission, p. 1.
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This gpproach does, however, involve some further complications. An important element of the
Commission’'s preliminary view is the proposed introduction of Clean Mail and unbarcoded resdue
rates. These new services gppear to have merit, in that they offer discounts thet reflect the fact that
mail lodged in thisway provides a cost saving to Audtrdia Post. This should prevent inefficient use of
full rate mail. In particular, it protects mail users from the proposed increase in the basic postage rate
for those mail items which might not be lodged in a barcode PreSort lodgement, or are part of a
barcode lodgement but cannot be matched to a barcode through the Postal Address File (PAF).*
That is, were these new services not offered by Audtrdia Post, much of this mail would be charged
the full rate. These services may aso have some attraction to businesses that would otherwise pay
the full postage rate. For these reasons, the Commission sees merit in not objecting to the proposed
rates for these services.

The Commisson congders this response would cregte a better dignment between costs and
revenues than is currently the case. It may dso minimise any welfare losses caused by price
increases due to the dightly lower degree of demand sengtivity of socid mail. Further it may
encourage longer term dynamic efficiency by lending greater confidence to those consdering
investing in markets related to and dependent upon the services reserved to Audtraia Post.

176 *Unbarcoded residue’, as defined in the draft notification, has a dightly different meaning to its current
definition (as outlined in Australia Post’ sPreSort Letters Guide, July 2002) or to the definition which applied
prior to 1 July 2002. The Commission has previously agreed to the discount on unbarcoded mail being
removed on 1 July 2002. Australia Post could therefore remove the current definition/discount were the
Commission to object to the proposed rates for the ‘new’ unbarcode residue service. Accordingly, the
Commission has considered the unbarcoded residue category asa‘new’ service, akinto Clean Mail.
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12 Preliminary view

As noted earlier, this paper is an initid view. The Commisson encourages Audradia Post and mail
users affected by this preliminary view to respond to this paper and address the preliminary
conclusonsit contains. The Commission will publishitsfina decison on the basis of responsesto its
preliminary conclusons.

In Chapter 10, the Commisson’s andysis of the profitability of providing reserved services under a
number of dternative pricing scenarios was discussed. It was noted there that endoraing al of
Augrdia Post’ s proposed price increases would appear to result in Austrdia Post earning excessve
returns over the medium term. Such an outcome is incongstent with the Commission’s obligations
under the PS Act.

In light of these concerns over the returns Austrdia Post might generate, Chapter 11 canvassed
some of the choices available to the Commission. It was noted there that the Commission generdly
prefers to leave questions of price structure to the regulated business, providing the overdl levd of
prices does not seem excessive.

In the case of Audrdia Pogt, however, the Commisson’s concern over the generd leve of prices
proposed, and how this concern should be addressed, has led to the question of price structure
being conddered in a little more depth than might otherwise be the case. This is dso suggested by
the differing characteristics of bulk mail users and retal customers.

With the large number of posta products and prices covered by the draft notification, there are
many possible approaches the Commission could adopt. However, each of these has advantages
and disadvantages. Chapter 11 concluded that, on balance, the Commission should not object to the
proposed increase in the basic postal rate but should object to the proposed increase in rates for
barcoded PreSort letters. It dso noted the benefits of the proposed introduction of Clean Mail and
unbarcoded residue rates.

There may, however, be some undesrable effects from the introduction of Clean Mail. Thisis one
reason the Commission condders it should object to the proposed bulk rate incresses. The
Commission’s objection essentidly gpplies collectively to the proposed increases to barcode pre-
sort rates, athough unbarcoded residue rates are the exception for the reasons outlined above.

For amilar reasons, the Commission’s preliminary view is to not object to the related prices for
small seasond greeting cards, smal (non-bulk) barcoded and metered letters, smal loca delivery
letters, small prepaid envelopes (both plain and window-faced) or Clean Mail prices for medium
and large envelopes.
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The Commission’s objection does, however, extend to the proposed increases in prices for ordinary
large letters, and related loca delivery and prepaid letters.””

It should dso be noted that the Commisson consders that the level of prices to which it has not

objected should provide Audraia Post with sufficient returns over a medium term time horizon of 5
years. The Commisson is mindful of the pogtive incentive effects that can result from establishing a
level of prices to gpply for a reasonable period of time. It dlows for price reductions in red terms
over the next 5 years. This could provide some continued stimulus to volume growth, and should

provide Australia Post with continued incentives to reduce cods. At the same time, it dlows a
reasonable level of certanty to mal users which can ass3gt them in making efficent invesment

decisons.

In this context, the Commission would aso expect Audrdia Pogt to face the risk associated with
forecast volume growth and cost savings. The failure of these to materidise as anticipated should not
initsef provide a case for further price increasesin the intervening period.

The Commisson’s preliminary view is to not object to the postal charges proposed by Audrdia
Post for the services set out in Table 12.1.

The Commisson’'s preiminary view is to object to al the other increases in postd charges for
reserved services proposed by Australia Post.'

The Commission notes that a number of the price changes proposed by Audtrdia Post represent
price decreases. Audrdia Post has no requirement to notify these changes and as such, the
Commission does not object to them.

In light of the preliminary views expressed here, the Commisson notes that Audtrdia Post may wish
to re-consider its proposed pricing and structure, in particular, for barcoded PreSort letters. The
Commission is prepared to consider such proposas, but emphasises its concerns regarding overdl
price levels and the extent to which re-structuring might deter competition in closely related markets.
In generd, Audraia Post should demongtrate that the re-structure would not lead to increases in
average prices beyond those represented in this preliminary view.

17 The Commission’ s objection (to these and to barcode PreSort rates) does not extend to those products within
this list that are specifically excluded from the definition of reserved services, since Australia Post does not
have to formally notify the Commission of increasesin these charges.

178 A number of the price changes proposed by Australia Post relate to services not reserved to Australia Post,
and thus not declared for the purposes of the PS Act. These comprise large letters weighing more than 250g.
AustraliaPost has no requirement to notify these changes and as such, the Commission does not object to
them.
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Table 12.1: Commission preliminary view —endor sed postal char ges'

Service Current price® Proposed price

Small letter —ordinary $0.45 $0.50
Small letter — Clean Mail - $0.45
Small letter — seasonal greeting $0.40 $0.45
Small letter — barcoded and metered $0.43 $0.48
Local delivery —small letter up to 125¢g $0.41 $0.46
Prepaid Envelopes
Small (DL & C6)
Single $0.54 $0.60
1-4 Packs of 10 $5.13 $5.85
5+ Packsof 10 $4.86 $5.70
Small Window Faced (DL & C6)

Pack of 50 $25.55 $29.70
Pack of 500 $244.50 $286.00
Clean Mail
Medium Letters - 5mm Max®
Upto 1259 - $0.70
Large Letters
Up to 1259 - $0.98
Over 125 up to 250g - $1.43
Over 250 up to 500g - $1.98

1. GST-inclusive

2. Provided Australia Post electsto offer this pricing category.
3. Where no current price is specified (because the service does not currently exist), the appropriate
comparator isthe full rate price that would apply in the event the new price was not approved.
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Table 12.1 (contd.): Commission preliminary view —endor sed postal charges'

Service Current price® Proposed price

Unbarcoded Residue Rates— Regular Delivery
Small Letters
Upto 1259 - $0.450
Charity Mail - $0.450
Medium Letters - 5mm Max®
*Up to 50g - $0.700
Over 50 up to 1259 - $0.700
Medium Letters - 20mm Max
Upto50g - $0.803
Over 50 up to 1259 - $0.803
Over 125 up to 250g - $1.034
Large Letters
Upto50g - $0.980
Over 50 up to 1259 - $0.980
Over 125 up to 250g - $1.430
Over 250 up to 500g - $1.980
Unbar coded Residue Rates— Off-Peak Delivery
Small Letters
Upto 1259 - $0.435
Charity Mail - $0.435
Medium Letters - 5mm Max®
Up to 50g - $0.671
Over 50 up to 1259 - $0.671
Medium Letters - 20mm Max
Upto50g - $0.759
Over 50 up to 1259 - $0.759
Over 125 up to 250g - $0.946
Large Letters
Upto50g - $0.957
Over 50 up to 1259 - $0.957
Over 125 up to 250g - $1.353
Over 250 up to 500g - $1.815

1. GST-inclusive

2. Provided Australia Post electsto offer this pricing category.
3. Where no current price is specified (because the service does not currently exist), the appropriate
comparator isthe full rate price that would apply in the event the new price was not approved.
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Appendix A Proposed prices
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Schedule 1 to Draft Price Notification and Details of Charges Proposed by the Australian Postal Corporation of 22nd May 2002
Barcode PreSort Letters

|Reguiar Delivery
Same State BDT Cther State BDT Barcode Residue Unbarcoded Residue #
Size / Weight Current  Proposed % Var Current  Proposed % Var Current  Proposed % Var Current”  Proposed % Var
Small Letters
Up to 1259 $ 0374 § 0.39% 59% |$ 0385 $ 0407 57% |$ 0424 $ 0429 1.2% |$ 0424 $ 0450 8.1%
Charity Mai $ 0312 $ 0334 71% |$ 0323 $ 0345 68% |$ 035 $ 0.380 67% |$ 0356 $ 0450 264%
Medium Letters -5mm Maximum thickness
Up to 50g $ 0461 50% |$ 0478 59% |$ 0614 68% |$ 0614 14.0%
0.484 0.506 0.572 0.700
Qver 50 up to 125g $ 0565 $ -143% |$ 0598 $ -154% | $ 0724 $ 210% |$ 0724 $ -3.3%
Medium Letters -20rmm Maximum thickness
Up to 50g $ 0461 241% |$ 0478 243% |$ 0614 93% }$ 0614 30.8%
0.572 0.594 0.671 0.803
Over 50 up to 1259 $ 0565 $ 12% |$ 0598 $ 07% |$ 0724 $ 73% |$ 0724 § 10.9%
Qver 125 up to 2509 $ 0724 $ 0.759 48% |$ 0779 $§ 0792 17% {$ 0889 $ 0902 1.5% $ 0889 $ 1034 163%
Large Letters
Up to 50g $ 0735 48% |§ 0790 44% |18 0900 39% |$% 0.900 8.9%
0.770 0.825 .935 0.980
Over 50 up to 1259 $ 079 $ -25% |$ 0845 $ -24% |$ 0933 $ o8 02% |$ 0933 $ 5.0%
Over 125 up to 2509 $ 1118 § 1144 22% }$ 1229 3 1254 20% |$ 1338 $ 1364 19% |$ 133 § 1430 6.9%
Over 250 up to 5009 $ 1591 $ 1595 03% [|$ 1700 $ 1705 03% |$ 1810 $§ 1815 03% |$ 1810 $ 1980 9.4%
Off Peak Delivery
Same State BDT Other State BDT Residue Unbarcoded Residue #
Size / Weight Cument __ Proposed % Var Cument  Proposed % Var Current _ Proposed % Var Current” __ Proposed % Var
Small Letters
Up to 126g $ 0363 $ 0.385 6.1% $ 0374 $ 03% 5.9% $ 0402 $ 0418 4.0% $ 0402 § 0435 8.2%
Charity Mail $ 0296 §$§ 0319 7.8% $ 0301 $ 0325 8.0% $ 0340 $ 0363 6.8% $ 0340 $ 0435 27.9%
Medium Letters -5mm Maximum thickness
Up to 50g $ 0434 6.5% $ 0445 8.8% $ 0587 -6.3% $ 0587 14.3%
X! . 0.550 0.671
Over 50 up to 1259 $ o0.516 $ 0462 -105% |$ 0533 $ oasd -9.2% $ 0675 $ -185% [$ 0675 $ -0.6%
Medium Lstters -20mm Ma:
Up to 50g $ 0434 21.7% |$ 0445 225% §$ 0587 8.7% $ 0587 29.3%
0.528 0.545 . 0.759
Over 50 up to 1259 $ 0516 $ 23% |$ 0533 $ 23% |$ 0675 $ o638 55% |$ 0675 $ 12.4%
Over 125 up to 2509 $ 0653 § 0.682 4.4% $ 0669 $ 0704 5.2% $ 0818 $ 0830 1.5% $ 0818 § 0946 15.6%
Large Letters
Up to 50g $ 0713 65% |$ 0757 61% |$ 0878 40% |$ o878 9.0%
0.759 0.803 0.913 0.957
Over 50 up to 125g $ 0768 $ -1.2% $ 0.823 $ -2.4% $ o911 $ 0.2% $ o911 $ 5.0%
Over 125 up to 2509 $ 1.048 § 1.067 18% |$ 1119 § 1144 22% |$ 1268 § 1.280 09% |$ 1268 $ 1.353 6.7%
Over 250 up to 5009 $ 1300 $ 1320 1.5% $ 1372 $ 1397 1.8% $ 1569 $ 1.650 5.2% $ 1560 $ 1815 15.7%
Notes/Comments - PreSort Letters
# Unbarcoded component to be eligible for an Unbarcoded Residue Price. Price consistent with clean mail, but ing and i i to be as per Barcode PreSort
* Current price shown for Unbarcoded Residue is the Barcode Residue price, eligibie under the 90/10 rule. The Proposed price wilt apply to all Unbarcoded items in a barcoded lodgement.
Small PreSort
Prices increased by around 2¢ (GST exclusive) across the board
Medium PrgSort
Redefined into two segments.
First segment to be one weight step (up to 125g) and 5mm in thickness to align with MLOCR and BCS i ilities (cument max di i 250g and 20mm thick). Tha 0 to 125g price is set just above the old 0-50g price plus an
additional 2c.
Second Segment to be two weight steps, with the current 0-50g and 50-125g merged into a single up to 125g stap. The new 0 to 125g price is set marginally above the previous 50 to 126g price.
rge P\ it

0-50g and 50-125g merged to a 0 to 125g, price set in middle, plus add 2¢
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Appendix B Summary of submissions

The following is a brief summary of the main points made in the submissons received in response to
the Commisson’sinitid view on Audrdia Post’ s pricing proposd.

Major Mail Users Association

The MMUA makes the following comments:

MMUA is opposed to the proposed increase in the basic postage rate from 45 cents to 50
cents.

Asyet, Audrdia Post has not captured al of the potentia productivity gains that can be
achieved within the ‘ FuturePOST’ project.

Audtrdia Post has contributed to the decline in the volume of paper-based forms of
communication by concentrating on promoting non paper-based forms of communication.

Augtrdia Pogt has opted for the easy way out by asking for a price increase in an uncertain
market, aluxury that commercid enterprises do not have in a competitive marketplace.

Audtrdia Post should be subject to more stringent monitoring and transparency requirements.

A broader analysis of Audtrdia Post’s proposal is necessary. In particular, the combined impact
of the present natification and past natifications should be conddered. Additiondly, itis
important to consider the impact of the proposed price change on both reserved and unreserved
postd services.

With regards to mail aggregation, duty of care should be upheld and the reasoning behind the
introduction of ‘Clean Mail’ should be further investigated.

Australian Direct Marketing Association (ADMA)

Initssubmisson, ADMA raises a number of issues:

The withdrawal of the AdPost service and the proposed price changes will significantly increase
prices.

Audrdia Pog’ s mailing conditions have become more redtrictive.

Theincrease in the postd addressfile (PAF) pass rate requirement from 90% to 100% is
unregidic.



= Time and money was invested in software and systems development to ensure compliance with
the new barcoding lodgement process set out by Audtraia Post and Austrdia Post has
diminished the vaue of thisinvestment by introducing Clean Mall.

= TheClean Mail service iswelcomed in principle. However, ADMA acknowledges that
sgnificant investment has been made to accommodate the barcoding and that the service
eliminates competitors such as GoMail.

GoMail

GoMail’s submission expresses concerns with regards to claims made by Australia Post. They are
that Austrdia Post has.

= Underestimated the impact on users of the proposed price increases.

= With the introduction of Clean Mall, Audtralia Post is ddliberatdly attempting to curb the growth
of the aggregation sector in the mgor mail segment of the market.

= With regard to efficiency of Audtrdia Post’s operations, GoMail suggests that Audtrdia Post has
improved over the last decade but there is still room for improvement.

=  Overedimated the decline in mall volume growth over the next five years and will contribute to
the decline in mail volume growth.

= With regard to its CSO, made claims regarding the cost of maintaining its CSO’sthat are driven
more on fear and implied threat than economic substance. GoMail explains that there is a cost of
meeting those universal obligations, but such a cost obligation should be seen as part of the
premiafor its privileged monopoly datus.

Reader’s Digest

Reader’ s Digest opposes Audtrdia Post’s proposed price changes and makes the following clams:

Augtrdia Post underestimates the impact of the proposed price increases.

= TheClean Mall serviceisapromising discount service, however use of the serviceis subject to
highly specific lodgement criteria

= AudrdiaPost overesimates the potentid decline in mail volume growth and will contribute to
the declinein mail volume growth with the proposed increase in prices.

= AudrdiaPog has not reached its full potentid for productivity improvement.

= Theintroduction of anew pre-sort medium letter category to dign with Audtralia Post’s small
letter processing capabilitiesis a pogitive move.
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= Reader’sDigest, on severd occasions, aso expresses its support for the concerns and issues
raised in the MMUA and ADMA submissions.

Printing Industries Association of Australia (PIAA)

PIAA opposes the proposed price notification submitted to the Commisson. It dates that the
additiond price rises combined with the dimination of the AdPost sarvice and the introduction of
barcoding will have a sgnificant effect on printers and mailing houses. It dso notes that Sgnificant
investment was made to accommodate Audtralia Post’ s introduction of mail sorting equipment on the
proviso of keeping costs down and other benefits such as generating more efficient mailing ligts.
Findly, PIAA expresses a concern about Audraia Podt's inflexible attitude towards requirements
for discounted mail.

Subsequent submissions from the Printing Industries Association of Australia
PIAA made the following comments in response to Audtrdia Post’ s response to public submissions.
= PIAA damstha Audraia Pos inadequately addresses the issue of offshore printing mailing.

= Specificdly, PIAA daestha Audtraia Podt’s price increases and redtrictive limitations on
shapes and sizes of mail have disadvantaged Augtrdian printing companies.

= PIAA dressesthat Audtralia Post’s proposed changes will have a significant impact, especialy
with advertiang subdtitutes such as email and the internet available.

=  PIAA argues that the combination of the proposed changes, the withdrawa of the AdPost
sarvice and the introduction of barcodes will have a serious and detrimenta effect on the printing
industry.

=  PIAA concludes that it opposes the proposed notification of price changes submitted by
Augrdia Pog.

Penfold Buscombe Limited (PB)

The Commission received correspondence from PB expressng concern about Audrdia Post's
proposal. The primary issue brought to the Commission’s attention concerned the proposed price
increases potentid to impact dramaticaly on the printing industry, particularly after the withdrawa of
the AdPost service.

Subsequent submissions from Penfold Buscombe Limited

PB submitted the following comments to the Commission after attending the Technicd Issues Forum
and reading Australia Post’ s response to public submissions:
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=  PB aguesthat, smilar to the newsagencies, it bears Sgnificant costs to accommodate Audtrdia
Pogt for which it seeslittle in return.

= PB damstha AudraiaPos has redtrictive mail formatting and barcoding conditions compared
with other postal services around the world.

=  PB refutes Augrdia Post’ s comments that it will not deliver mail printed oversess, arguing that
under internationa agreements Audtrdia Post is required to deliver thismail.

= PB gresses the importance of comments made by large representative associations such as
MMUA, ADMA and PIA.

=  PB suggeststhat Audtrdia Pogt should completdy open dl servicesto competition, if it
performing so well.

= PB grongly disagrees with Australia Post’ s comments that “the proposed changes proposed will
have any sgnificant impact on the use of mail as an advertisng medium”.

=  PB suggeststhat the AdPost decision should be reconsidered in light of this gpplication for a
further price rise in barcoded mail costs, when the impact of the July increase can be
determined.

= PB doesnot object to the increase in the retail slamp as that would appear to be justified
following the introduction of the GST by the Government.

= PB concludesthat it opposes any increase to business for cost of postage.

Queendand Newsagents Feder ation (QNF)
The QNF expresses concerns on these matters:

= The terms under which Audralia Post allows access to postage stamps and other postd
products.

» The cross-subsdisation of retall activities by reserved activities of Austraia Pos.

= The lack of trangparency in Audtraia Post’s operations between reserved activities and other
comptitive retall activities.

Queendand Retail Traders & Shopkeepers Association (QRTSA)

The QRTSA dates that it fully supports the QNF submission. In particular, the QRTSA expresses
concern about the lack of margin on stamps and Australia Post’ s use of cross-subsidisation.
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Newsagents Association of South Australia Limited (NASA)
NASA raises three concernsin its submission:

= Audrdia Podt’s falure to provide access to posta stamps and other postal products. It argues
that retailers are helping Audtraia Post meet its CSO.

= AudrdiaPog’scommercid activities are being subsidised by its reserved activities.

= The trangparency in Audrdia Podt’s financid reports. It suggests that Audtrdia Podt’s clearly
bresk down its commercid operations and its reserved activitiesin itsfinancid reports.

Post Office Agents Association Limited (POAA)

The POAA supports Austrdlia Post’s proposa to increase prices. It clams that the profitability of
licencees has declined, with red decreases in both volume and price and limited opportunities to
achieve productivity gains. It states that the proposd to increase the standard rate of postage will
trandate directly into revenue for licencees and help to maintain the existing retail network.

National Far mers Federation (NFF)

The NFF suggests that the publicly available information provided by Australia Post does not
enable it to make a fully informed decison on whether the postage price rise is needed. It
clams that Australia Post does not explain whether the price increase is needed to maintain
existing rates of return, or whether the increase will actually add to profit levels. In addition,
Australia Post is unclear on whether the funds from the increase will be used to bolster profit
and dividends or will they go to maintaining and enhancing its present service and
infrastructure.

Magnamail Pty Limited

In its submisson, Magnamail argues that the impact of the proposed price changes will be so
sgnificant that it will force Magnamall to adopt aternative strategies. Magnamall is a privately owned
mail order company that distributes catalogues nationdly throughout Audtrdia and New Zedland.
Magnamail aso questions the restrictiveness of Audtrdia Post’ s barcoding match rates.

DoubleDay Australia Pty Limited

Doubleday strongly disagrees with the changes proposed in Audtrdia Post's price draft notification.
It argues that the proposed price changes will have a sgnificant negeative impact on the operations of
its business. (Doubleday is a direct marketing company of book and music productsin Augtrdia) In
addition, Doubleday fedls tha it has borne dgnificant costs to accommodate Audrdia Post's
introduction of barcodes and had accepted the withdrawa of AdPogt, factors that should have been
taken into consideration.
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Action Words

Action Words, as a copywriting business specidising in writing for direct marketing, clams that
while dl direct marketers want to avoid cost, asmal increase in postage, in itsdlf, is unlikely to force
traders to walk away from direct mail. It stresses that when assessing the likdly effects of any
individua increase in codts of direct mail, it is necessary to take into account the full costs of direct
mail promotions. Where ‘lifetime true vaue'™' is conddered it is unlikdy that a smdl increase in
postage is likely to make profitable promotions unprofitable.

Rapp CollinsAustralia

Rapp Collins Audrdia, a direct marketing agency, clams that a smdl increase to the price of
postage is in this ingtance more than judtified. It states that when you look at the proposed increases
as a proportion of the tota campaign spend, the effect is minimd. In addition, its suggests that
Australia Post’ s attempts to provide value added services and its support of the Direct Marketing
Industry be taken into consideration.

R.A. Sorrenti & Co

R. A Sorrenti, a smal accounting practice, opposes the proposed price increases of Austraia Post.
R.A. Sorrenti claims that customers have endured significant increases in cods and that Audrdia
Post has benefited from the introduction of the GST.

Wynnum Plaza Post Office (WPPO)

WWPO supports Austrdia Post’s proposed price increases on the terms that the licensees
commission on postage continues to be based on the full value of standard postage and not on that
amount lessthe GST.

Charleville Newsagency

This submisson dates that it fully endorses the submisson of the Queendand Newsagents
Federation. In particular, it argues that as smal newsagents are largely offering to sdl posta
products as a community service they should be able to compete equitably with Austrdia Pogt.

ALP East Lake Macquarie Branch

The East Lake Macquarie Branch opposes Australia Post’s proposed increases in price. It states
that parcd charges have increased subgtantialy and the branch questions the reasons behind
Australia Post’ proposed price increases.

179 Action Words states that the principle of ‘lifetime true value’ isthat traders make money from customers they
win, over the longer term — or over the lifetime of the customer.
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Augtralian Commercial Galleries Association (ACGA)

ACGA dtresses that the proposed changes will contribute to the increased cost of postage aready
experienced following the removd of the AdPost concessions. It also states that as the new PreSort
letter service only applies to barcoded envelopes, for which equipment is required, gdleries will
incur further cost increases. Therefore, ACGA expresses consderable concern about the proposed
increase of 5 centsin the cogt of the basic letter postage rate.

Tamworth and Digtrict Chamber of Commerce and Industry

The Tamworth and Didrict Chamber of Commerce and Industry is concerned that the increases
proposed by Austraia Post could have a negative effect on smal business and the non-profit service
indugtry in the Tamworth area.

KU Children’s Services

KU Children’'s Services comments that it finds the services offered by Audrdia Post’s unreiable
and redtrictive.

Mr R. Cook

Mr Cook expressed his view that price of postd services should not increase as Audtrdia Post has
not improved its service.

MrsA. Potts

Mrs Potts stresses that the proposed price increases will have a negative impact on senior citizens as
many do not have access to dternative communication facilities and have limited incomes.

MrsM. Chipper

Mrs M. Chipper expresses her dissatisfaction with the service provided by Augtrdia and argues that
there is no judtification for price increases.

MsV. Breen

Ms Breen opposes Australia Post’ s proposed price changes. She states that prices are already high
and that the service of Audtrdia Post has not improved.

J. Clark

J. Clark advocates Audtrdia Post maintaining its current prices, asthis provides a valuable service to
the community and Australia Post makes profits on its other services.
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Mr K. Carr

Mr Carr questions the amount of profit that Australia Post makes on the letter service and asks how
much is needed and why.

Mr A. Miles

Mr Miles comments that he does not oppose an increase in the price of the 45 cent stamp. He does
however believe that the price of samps for large letters should be an exact multiple of the new
basic postage rate.

Dr P. Colebatch

Dr Colebatch expresses the view that the price of stamps should not be dlowed to increase as it will
reduce the incentive to write letters.

Mr D. Lardner

Mr Lardner believes that an increase in the price of slamps should only be dlowed if Audrdia Post
increases the frequency and improves the qudity of its service. Mr Lardner dso beieves that
Austraia Pogt’ s legidated monopoly rights need to be re-assessed.
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Appendix C Relevant legidative instruments

COMMONWEALTH OF AUSTRALIA

Prices Surveillance Act 1983

DECLARATION NO 75

|, PETER BALDWIN, Minigter of State for Higher Education and Employment Services, acting for
and on behdf of the Treasurer, in pursuance of section 21 of the Prices Surveillance Act 1983,

hereby:

(1) revoke declaration No 53 of 18 April 1989 relating to the transmission of standard posta
aticles and regigered publications by the Audrdian Poga Corporation published in the
Commonwedth of Audtralia Gazette No. GN 16 of 3 May 1989; and

(2) declare:

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

(b) the Audtrdlian Postal Corporation to be, in relation to those services, a declared person
for the purposes of the Act.

Dated thisfifth day of February 1992.

Peter Baldwin
Minigter of State for Higher Education and Employment Services
acting for and on behdf of the Treasurer
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COMMONWEALTH OF AUSTRALIA

Prices Surveillance Act 1983

Direction (No 11)

I, SMON FINDLAY CREAN, Minigter of State for Science and Technology, acting for and on
behalf of the Treasurer, in pursuance of Section 20 of the Prices Surveillance Act 1983 hereby
direct the Prices Survelllance Authority:

M In exercising its powers and performing its functions under the Act in relation to prices
charged by the Australian Postal Corporation (Austraia Post) in respect of the transmisson
within Augtrdia by ordinary post of standard postal articles and registered publications, to
give specid congderation to the following matters:

= Audrdia Pogt’'s obligation to pursue a financid policy in accordance with its
corporate plans as set out in sections 3541 of the Australian Postal
Corporation Act 1989 and in particular the pricing targets and Government
endorsed financid targets contained in Audtraia Post’ s Corporate Plan;

= The functions and obligations of Audtrdia Post as set out in sections 14-16 and
25-28 of the Australian Postal Corporation Act 1989 and to such directions
or notifications given to Audrdia Post by the Miniser for Trangport and
Communications under that Act as may from timeto time bein force;

(it) To provide, where appropriate in confidence, advice to the Government on the
appropriateness of pricing targets to be included in Austrdia Post’s future corporate plans.
Such advice should be given in the context of the financid targets contained in the corporate

plan.

The matters set out in this direction are to replace those contained in the Treasurer’s direction of 25
July 1984.

Dated this 14" day of September 1990.

Simon Crean
Minigter of State for Science and Technology
Acting for and on behalf of the Treasurer
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Appendix D Quality of postal services

Service performance is an important congderation in any assessment of Audralia Post’'s prices.
Deteriorating service performance a an unchanged price is seen by many consumers as being
tantamount to an effective price increase, as customers are getting less for what they pay. Whilst
assessing previous notifications, the Commisson’s predecessor, the Prices Surveillance Authority,
expressed concern about Austrdia Post’ s qudity of service levels.

Section 27 of the Australian Postal Corporation Act 1989 (the Act), requires that, as part of its
community service obligation (CSO), Audrdia Post’s performance standards for the letter service
must reasonably meet the socid, indudtrial and commercid needs of the Audirdian Community.

The Australian Postal Corporation Amendment Act 1994 (No. 142) introduced a new divison
to the Act, related to performance standards and audits. Included in the amended Act, section 28C
dates that regulations may prescribe performance standards to be met by Audtrdia Post. These
standards mugt relate to:

1. Thefrequency, speed or accuracy of mail ddivery; or
2. Theavalldbility or accesshility of:
a) postboxesor other mail lodgement points; or

b) offices of Audrdia Post or other places from which Audrdia Post products and
services may be purchased.

The Act does not specify Audralia Post’s obligations beyond section 28C and therefore Audrdia
Post has had the task of trandating its CSO requirements into an operating policy. Notwithstanding
this, section 49 of the Act Stipulates that, in consultation with the Audtrdia Post Board, the Minister
may give to the board written directions in relation to the performance of Audrdia Pogt’s functions
as he/she seesfit.

As with the Prices Survelllance Authority, the Nationd Competition Commission (NCC), inits 1998
Review of the Australian Postal Corporation Act, aso acknowledged that Audtrdia Post had in
the past provided lower than required levels of service. However the NCC found that at the time of
the report’s publication, Australia Post was providing a reasonable level of performance, athough
the NCC did remain concerned that Audtralia Post was responsible for defining the scope of the
CSOs. The NCC was concerned that Audtralia Post might concentrate on its commercia
objectives at the expense of its CSOs.

Following the NCC's report, in 1998 the Minister released Audrdia Post’s inaugurd Service
Charter. The charter sets out the standards which to be expected from Audtrdia Pog, including
delivery and posting times, lodgement points, the price and availability of stamps and complaint
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handling procedures. The Service Charter is underpinned by a set of minimum performance
standards developed under the regulations to the Act.

These standards require Austrdia Post to:

= provide adaly weekday delivery serviceto 98 per cent of dl delivery pointsin Audrdia
and at least atwice weekly delivery service to 99.7 per cent of dl delivery points,

» toddiver %4 per cent of dl reserved letters within the time specified in Austraia Post's
schedule of ddivery times,

» tomaintain 10,000 Street posting boxes in addition to providing lodgement facilities a
each of itsretall outlets, and

* maintain a least 4,000 postal outlets of which at least 50 per cent of the total number or a
minimum of 2,500 (whichever is the greater) must be located in rurd or remote aress.

As sipulated by section 28D of the Act, the Auditor Generd is required to report on compliance
with the performance sandards. The Augtrdian Nationd Audit Office is required to report annudly
to the Miniger on the extent to which Audrdia Post has complied with these regulations. This
report, together with a breskdown of the actud performance achieved, is included in Audrdia
Pogt's Annua Report. Results for the last four (reported) financia years are asfollows:

Requirement 1997/1998 1998/1999 1999/2000 2000/01
98% of ddlivery pointsto 98% 98.10% 98.2% 98.6%
receive ddiveries5
days'week
99.7% of ddlivery points 100.0% 100.0% 99.9% 99.9%

to receve ddiveries no
less than twice aweek

94% of reserved letters 94.2% 94.4% 91.6% 94.1%
delivered on time

10,000 street posting 11,980 14,444 15,288 15,386
boxes

4,000 pogtal outlets 4,481 (2,580 | 4,425 (2,527 (4,479 (2,569in| 4,491 (2,580in
(2,500 in rurd or remote rurd and rurd and rurd and  |rurd and remote
areas remote) remote) remote) areas)

These results show that Audrdia Post has dmost dways met the minimum standards set by the
regulations. Furthermore, Austraia Post has increased its supply of Street posting boxes as well as
postal outlets, and improved on its requirement to make deliveries 5 days aweek to at least 98% of
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ddivery points. Audrdia Post’s on-time delivery for reserved services has decreased dightly but
remains high and above minimum requirements, with the exception of 1999/00. Smilarly, whilst
Audrdia Pog’s performance in ddivering mail to a least 99.7% of ddivery points no less than twice
aweek hasfdlen dightly, it remains very high and above minimum standards.

In addition to the National Audit Office's role, Austrdia Post currently has a contract with KPMG
to independently audit the performance of Australia Post’s domestic letter service. In March 2002,
KPMG released a quarterly audit report summarisang findings over the previous 69 months. This
report measures Audiraia Post’s overdl letter service performance againg its delivery undertakings.
KPMG' s analyss suggests an overdl increase in |etter ddivery performance over time.
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Appendix E Detaillson ACCC Public Forums

To asd4 in the review of the submisson, the Commisson hald Public Forums a a number of
locations around the country. The Public Forums were scheduled as follows:

City Date L ocation

Brishane Monday 17 June, 9:30am ACCC Office, Levd 3,
AAMI Building,

500 Queen Street, Brishane

Townsville Tuesday 18 June, 10am Plaza Hotel
Cnr Hinders and Stanley
Street, Townsville

Sydney Wednesday 19 June, 1:30pm | Sheraton on the Park
161 Elizabeth Street, Sydney

Addade Thursday 20 June, 9:30am ACCC Office, Levd 14,
ANZ House
13 Grenfd| Street, Addaide

Perth Friday 21 June, 9am Boardroom a  Novote
Langley Perth Hotel
221 Adelaide Terrace, Perth

Hobart Monday 24 June, 10am Hobart Function and
Conference Centre,
Elizabeth Street Pier, Hobart

Mebourne Tuesday 25 June, 10am ACCC Office, Leve 35, The
Tower,

360 Elizabeth Street,
Mebourne

Tamworth Thursday 27 June, 9:30am Tamworth Town Hal,
Fitzroy Street, Tamworth

Canberra Friday 28 June, 2:30pm ACCC Office, Levd 7
470 Northbourne Avenue,
Dickson

Dawin Friday 28 June, 2pm ACCC Office, Leve 8
(linked to Canberraforum by | 9-11 Cavenagh Street,
VCU) Dawin
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Appendix F Post related markets

SERVICE Current DESCRIPTION COMMENTS
competitio
n

Retall sde of samps v Outlets, such as newsagencies, which are Licensed | While they are licensed to sdll stamps at face vaue,

Stamp Vendors (LSVs) can sal stamps but provide | LSV's receive no commission whereas LPOs, CPAs and
no other postal services. What the community sees| PPs receive a commisson for the sde of stamps. The
as Post Offices are operated under a range of | number of sales points are restricted to protect returnsto
arangements.  smal businesses own and operate | vendors.
Licensed Post Offices (LPOs), Community Posta
Agencies (CPA) and Pogipoints (PPs). Audrdia
Pogt itsdf operates and owns corporate offices
including post offices, retail shops and busness
centres.

Printing v The sender may provide an eectronic or hard copy | Audradia Post also provides this service. It may achieve
of the materid to be maled which is then| a competitive advantage arisng from the reservation of
reproduced/printed in large quantities. For example, | the collection and cariage of mal. Service dso
an dectronic record of hillings is provided to the | provided by Mail Houses aswell as printers.
printing service.

Packaging (inserting v Budnesses with large volume malings may | Audrdia Post dso provides this service. It may achieve

materias into envelopes or
other covers for mailing)
and addressing

outsource this servicee  This sep may be
incorporated into the printing step.

a compstitive advantage arisng from the reservation of
the collection and cariage of mal. Sevice ds0
provided by Mail Houses.
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Mail aggregation

Aggregates and sorts the bulk mall of smdl
businesses, which would not on their own qudlify for
bulk mail discounts.

Audrdia Pogt isin a postion to determine the terms and
conditions of access to its network as well as prices
which can impact on the ability of competitors to enter
and operate in this market.

Sorting and barcoding

Bulk mail letters may be sorted and barcoded by the
sender or by a third paty. If not sorted or
barcoded, this function is performed by Audrdia
Post after lodgement.

This can be performed by sender or by athird party.

Collection service

Picks up mail from sender.

A service offered by Audtrdia Post

Transport to
interconnection point

Carries bulk mail from one state to another to obtain
same state discounts.

This can be performed by sender.

Sorting after lodgement.
Transport to ddlivery
centres. Sorting and
delivery.

The processes followed after lodgement of mail at a
post office until ddivery to the recipient.

Resarved to Audtraia Post.

Mail holding When the mail is not ddivered directly to the | Service offered by Australia Post.
addressee but is held either for a certain period of
time or for collection.

Mall redirection Where mall is redirected to another address eg. if | Service offered by Audtrdia Post.

addressee has moved.

Courier services

Letters are carried from door to door.

An dternative to Audrdia Post as long as the price is
more than 4 times the BPR.

Document exchange (DX)

L etters collection and delivery service provided on a

An dtenative to Audrdia Post under a specific
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B2B (busness to business) bass, member to
member.

exemption.
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