THE SCOTTISH COUNCIL FOR DEVELOPMENT AND INDUSTRY

RESPONSE TO THE CONSULTATION DOCUMENT

“REVIEW OF CONSIGNIA PLC’S PRICE AND SERVICE QUALITY REGULATION: PROPOSAL FOR A SECOND PRICE CONTROL”

Introduction

1.
The Scottish Council for Development and Industry (SCDI) is an independent economic development organisation that strengthens Scotland’s economy through the formulation and promotion of innovative public policies to encourage sustainable economic prosperity.  Its members are drawn from businesses, local authorities, trades unions, educational institutions and the voluntary sector.

2.
In March this year, SCDI submitted views on the Postcomm consultation regarding “Proposals for Promoting Effective Competition in UK Postal Services”.  In its response, SCDI was concerned that the proposals put forward in the consultation document would threaten Royal Mail’s ability to provide an affordable, universal service, particularly in the more remote areas of Scotland.

3.
SCDI is disappointed to conclude that the current consultation has still not taken into account the particular Scottish dimension and in our view the proposals will once again threaten Royal Mail’s ability to provide an affordable, universal service by costing the company an estimated £460 million.

4.
SCDI’s concerns focus on two main areas.  These are the Pricing Control and the Flexibility of the Price Cap.

Pricing Control

5.
The gradual opening up of the postal services market will expose Royal Mail to increased competition.  SCDI supports increased competition in the UK postal services market and believes that increased competition will facilitate efficiencies and be beneficial to customers.  This was the thrust of SCDI’s argument for a staged reduction in the weight and price limits of the reserved area under the EU Postal Service Directive and the measured and gradual approach successfully embodied in the EU Directive is welcomed by SCDI.

6.
One of the expected results of market opening will be that a proportion of current Royal Mail business now covered by the licensed area will be lost to competitors and this is likely to impact on Royal Mail’s revenue base.  The precise impact is difficult to ascertain.  As the consultation document states, “Postcomm’s Market Opening Decision of May 2002 leads to significant uncertainty in assessing the volumes it is likely to retain.”  It continues, “Postcomm accepted that ‘competition by its nature is unpredictable’ and that Postcomm would be ‘unable to predict likely market outcomes’”.

7.
Whatever loss of revenue that occurs, any commercially aware company faced with such a situation would be expected to respond by seeking out compensating revenue sources.  In this instance Royal Mail would look to its premium priced services, many of which are already subject to competition, to increase their contribution to its revenues.

8.
However, it would seem to SCDI that Postcomm’s proposal to impose a 29.1p weighted average price control across Royal Mail’s regulated services, coupled with the inclusion within that controlled area of some premium priced services, would mean that Royal Mail would have no incentive to expand these services.  This is because every extra premium priced product subject to the price control that is carried by Royal Mail would cause an increase in the weighted average price. This would have to be compensated by price decreases in other services to maintain the 29.1p average.  Since Royal Mail has only recently been successful in gaining from Postcomm the ability to increase the price of its First and Second Class mail services by 1p, it does not seem sensible or timely to cut future prices in these services, to maintain the 29.1p weighted average.

9.
It is the premium priced products that provide the profit to allow the current affordable, universal service.  The impact of the proposals on the finances of Royal Mail could threaten the universal service in much the same way as Postcomm’s previous proposals to open the postal service market to competition at too rapid a pace.

10.
It seems to SCDI that Postcomm continually underestimates the effect that its proposals would have on the universal service and does not seem to take proper account of issues in areas such as Scotland with its high proportion of rurally based population.  This makes the likely impact of the proposals disproportionately severe in Scotland.

11.
SCDI recommends that, in common with all other statutory regulators, that Scotland be properly represented at the top level within the staff and board of Postcomm so that regional issues are properly considered.

12.
The proposed pricing regime should be reconsidered in light of the effects on Royal Mail’s market share once the gradual opening of the postal service market commences.  SCDI notes the consultation document states that, “Postcomm intends to further assess this issue during the consultation period and consider, if necessary, what should be done to counteract the effect”.  Also, according to the Postcomm website, Postcomm, “expect to be able to adjust our proposals so that, if the Royal Mail are correct, the £460 million cost is not incurred.”  This is not a sufficient mechanism and will leave Royal Mail in an uncertain position as to the likely impact of the proposals.  SCDI recommends that a properly formulated mechanism based on the amount of volume lost to competitors be established so that a greater degree of certainty can be factored in to the pricing control.

The Price Cap

13.
Not all of Royal Mail’s services are profitable.  The proposal in the consultation to cap price rises at RPI-X, where X = 2.5%, means that, currently, in real terms, prices would fall and Royal Mail will be constrained in its ability to adjust prices on unprofitable services.  The result is that this price cap will “lock-in” these losses.  SCDI recommends that the price cap should be reviewed to ensure that Royal Mail is provided with the ability to adjust prices to ensure that every service provided can move towards potential profitability.

Access Pricing

14.
It has been brought to SCDI’s notice that a further threat to the affordable, universal service may arise from proposals regarding future pricing of access for competitors to Royal Mail’s network.  Although, SCDI understands that this is not part of the current consultation and notes from the Postcomm website that Postcomm has, “not yet even begun to consult publicly on our access pricing proposals”, SCDI takes this opportunity to state that Royal Mail must be able to charge access prices that make commercial sense and are at a level which does not encourage cherry picking by rivals.  This would again threaten the provision of an affordable, universal service to less commercially attractive areas of the country.  SCDI will await any public consultation on access pricing proposals and respond in more detail at that time.
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