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1 INTRODUCTION 
In April 2017, ACM launched a consultation on its draft regulation in relation to 
wholesale access for a next day delivery service and provided results of its 
welfare impact assessment of alternative wholesale access prices.  For the latter, 
Frontier Economics was commissioned to produce a model of competition to 
establish what might be the degree of pass-through of a reduction in wholesale 
tariffs to retail tariffs. We refer to this model throughout the paper as the “ACM 
model”. A version of this model, where confidential data was replaced by dummy 
data, was made available for review in a data room.   

Postal operators have responded to this consultation.  PostNL has commented 
and raised queries in relation to the model used for the welfare impact 
assessment based on the dummy model and the consultation document.   

We have been asked by ACM to consider and respond to the points raised in a 
report produced by Copenhagen Economics (CE) on behalf of PostNL.1 This 
report sets out our response to these comments. 

1.1 Objective of modelling exercise 
To put this report in context, it is helpful to set out first the objective of the 
modelling exercise we have carried out.  ACM is considering different options in 
relation to the approach to the regulation of PostNL’s wholesale price in relation 
to 24 hour mail traffic through a range of different wholesale price remedies that 
can be expected to affect the level of such wholesale prices. The main objective 
of the modelling exercise was to establish what might be a reasonable degree of 
pass-through of such a reduction in wholesale tariffs to retail tariffs, and assess 
the related impact on consumer and producer surplus (welfare). 

1.2 Structure of report 
The report is structured as follows. 

 Section 2 summarises the key points of our response.  
 Section 3 provides an overview of the Dutch postal market and how these 

features are captured in our chosen analytical framework. 
 Section 4 sets out the approach and features of the ACM model that are 

subject to challenge by CE. 
 Section 5 sets out our response to other observations made by CE. 

 
 

1  Economic comparison of ACM and PostNL CBA models, CE, prepared for PostNL, 16 May 2017 
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2 KEY POINTS OF OUR RESPONSE 
In this section, in response to the CE assessment, we explain why the analytical 
framework chosen for the ACM model is appropriate. Further this section 
explains why the welfare results produced by the ACM model and PostNL model 
are not comparible as the latter includes negative effects claimed by PostNL 
which have not been considered in the scope of the ACM modelling exercise.  

2.1 The ACM model is based on an appropriate 
analytical framework with a sound application to 
assess the policy  
In response to the CE report we note: 

 The objective of the ACM modelling exercise was to assess the impact of a 
wholesale price reduction on retail prices and consequent impact on 
consumer welfare.  The wholesale product is an input that PostNL offers to its 
rivals who then compete with PostNL in the downstream market. 

 This requires essentially an economic model which can predict the degree of 
pass-through of the wholesale price reduction to retail prices. This will reflect 
in general the nature and degree of competition in a market, and the relative 
strength of the end-to-end versus the access based rivals. The better a model 
reflects the realities of the Dutch postal market, the more realistic and 
appropriate the derived degree of pass-through, and hence the estimates of 
retail price changes together with welfare changes.  

 The segments of the Dutch postal market that we are considering reveal 
significant asymmetries in retail market shares between PostNL and its rivals, 
a number of years after entry (or the market being liberalised). The model of 
competition which we adopt, based on a differentiated Bertrand framework 
(DB) is consistent with this key feature of these Dutch postal market 
segments. By contrast, a model of competition that is based on 
‘homogeneous products’ (HP) between competitors, such as the one adopted 
by PostNL, cannot in general be expected to reflect the aspects of the market 
which would produce these differences in market shares.  
□ Product differentiation is not just related with the ‘objective’ assessment of 

the characteristics of a product. PostNL has a strong brand reputation, 
built over many years of offering postal services in the Dutch postal 
market, which may well lead to perceptions of it offering superior products 
possibly for example in terms of reliability and security.   

□ There are also objective ways in which the products offered differ: for 
example the standard service of PostNL does not include a collection 
service whereas a collection is usually included in the product offering of 
competitors.2  

 
 

2  PostNL CBA Analysis Report, 18 May 2017, page 2, penultimate bullet point. 
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These are therefore good reasons to believe a model that includes product 
differentiation is better placed to reflect the observed asymmetries in market 
shares in the segments we have examined.  As a result the adoption of a DB 
framework is an appropriate analytical framework to assess the policy under 
consideration.  

 The fact that PostNL is also able to maintain a large share of the market 
whilst [] above other operators’ is also consistent with customers perceiving 
PostNL’s products to be sufficiently “different” to rivals’ products in the market 
that they are willing to pay a premium. 

 We note also that the results of the PostNL modelling exercise we are aware 
of, are not directly comparable to the results of the ACM modelling exercise, 
as they include claimed other costs from the regulatory policy which we have 
not been asked to consider – this point is addressed in the next section. 

 Copenhagen Economics (CE) seem to have focussed their review of the ACM 
model on a wide range of specific/detailed issues without considering the 
extent to which each model reflects current features of the market that it is 
seeking to emulate. We remain of the view that, based on the evidence 
available to us, the DB model employed by ACM better represents those facts 
and, hence, the likely consequences of different wholesale price remedies. 

In addition to the above point, CE, PostNL/RBB have also commented on the 
extent to which our assessment of the impact of the policy included a 
consideration of its impact on welfare through price differentiation.3 We 
understand that this additional point of the PostNL/RBB critique is that the 
proposed policy would reduce PostNL’s ability to price differentiate, which in turn 
could lead to a reduction in consumer welfare.  

 As a matter of principle, a reduction in the ability of a company that has 
market power to engage in price differentiation can lead to an increase in 
consumer welfare. 

 Based on the analysis we have undertaken, we think PostNL should continue 
to have significant ability to price differentiate between customers in the large 
segment, and the small/medium segments. PostNL would therefore continue 
to be able to seek to recover its (fixed) costs in a way that would be consistent 
with seeking to maximise allocative efficiency after the policy is introduced.  

We respond to the technical questions raised by CE, PostNL and RBB in the 
main report. These do not challenge the choice of analytical framework and 
mainly concern the calibration used in the dummy model. 

2.2 The PostNL welfare results include claimed costs 
of regulation that are not considered in the ACM 
model  
CE’s report seems to suggest that the models produce very different results 
regarding the scale of the impact of the proposed regulation as a result of using 

 
 

3  Based on information provided by ACM. 
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different analytical framework (HP v DB model).4 In particular, whereas the ACM 
modelling exercise indicated a positive impact on welfare, the PostNL modelinge 
exercise resulted in an estimated negative impact on welfare.  

The welfare results of the PostNL and ACM models are not comparable however, 
as the PostNL model includes additional costs related to the implementation of 
the policy. These were not considered within the scope of the modelling exercise 
undertaken by Frontier - ACM considered these aspects separately. 

In order to illustrate the point, it is useful to set out the breakdown of the total 
welfare calculation:  

Change in total welfare  =  

(A. Change in Consumer Surplus) + (B. Change in Producer Surplus, i.e. profits) 

- (C. additional costs to implement the policy)   

+ (D. additional benefits from the policy).  

The ACM model produces estimates of A and B only. As the proposed policy 
leads to a reduction in the price paid by consumers, and we have assumed in the 
current context that overall demand would increase with reductions in price, A is 
larger than B and hence overall welfare increases.5  

The PostNL model however includes C, which is not considered as part of the 
ACM model.6 For example, the PostNL model includes additional claimed costs 
that would have not arisen absent the new regulation, including: 

 Costs associated with late injection of access mail into PostNL network,  
 Costs associated with the higher proportion of mixed consignments, and  
 Cost of regulation. 

Since the values of these costs are not all fully disclosed in the PostNL CBA 
report, it is not possible for Frontier to fully and accurately assess the effect of 
these costs on the total welfare calculation of PostNL.7  However it is clear that 
these assumed costs have a material impact on the total welfare calculation. For 
example, the costs of regulation are assumed to be Euro 5-6m pa. Adding these 
costs (with no additional benefits), will therefore negatively impact on the total 
welfare estimate. The change in the total welfare from the ACM model as a result 
of the policy is not comparable to the estimate of the total welfare change from 
the PostNL model.  

Based on our understanding of the way the PostNL model works, the estimate of 
A + B from the PostNL model should also be expected to show a positive impact 
of the policy on welfare – i.e. in other words, the estimated size of A from the 
PostNL model would also be expected to be larger than the estimated size of B.  

 
 

4  CE report, page 4, 4th paragraph 
5  This is true on the basis that there are not decreasing returns to scale for producers which is a reasonable 

assumption in this context. 
6  As PostNL assumes that the policy has or can only have additional costs, it implicitly assumes that D=0. 
7  We understand however that PostNL/CE should be able to report the estimated changes in consumer 

surplus and producer surplus from the PostNL model.   
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The reason for this is that the ‘mechanism’ through which the policy change 
affects the retail market is similar in both models.8  Both models 

1. Assume that the policy will lead to a reduction in wholesale tariffs. 
2. That this reduction will be passed on by rivals to their customers through 

reductions in their retail tariffs. 
3. PostNL will then respond to rivals’ reducing their retail tariffs by reducing its 

tariffs. 
4. This reduction in tariffs can be expected to lead to an increase in overall 

demand for mail, reflecting customers’ price elasticity of demand.9 
5. The reduction in PostNL’s retail tariffs will reduce its profits, though this will be 

mitigated by the additional profits from the increased demand for its wholesale 
product.10  

6. This increase in demand for mail implies that there is an overall increase in 
welfare from the policy.  

Variations in the comparable estimates of changes in welfare between the two 
models should therefore be expected to reflect differences in steps 1-3 above.11 
The mechanism itself however through which the policy impacts retail prices and 
welfare, based on our understanding of how the PostNL model works, seems 
comparable in the two models. 

Therefore the Copenhagen Economics’ claim that its report aimed “to discern 
which key differences are most prominent in  driving the overall divergences in 
results”12 seems unjustified. Although CE mentions the additional costs included 
only in the PostNL modeling exercise, it has not provided an assessment of their 
significance in explaining the differences between the results of the two modeling 
exercises.  

2.3 Concluding remarks 
In light of the above, we continue to be of the view that the ACM modelling 
approach is more appropriate than the approach adopted by PostNL, as it is 
expected to reflect more closely the realities of the segment of the Dutch postal 
market that is the focus of the policy under consideration.  

 

 
 

8  This is based on our reading of PostNL CBA Analysis Report and CE succinct references to PostNL’s model 
in its own report - we have not had access to the PostNL model.  

9  The approach to this differs in the two models, though based on the description of the model provided to us, 
it is not possible to be definitive about this.  We have however tested this by subtracting from the reported 
total welfare results of the PostNL model an estimate of the additional costs that have been included in the 
calculation (i.e. item C). This seems to indicate that PostNL’s estimate of the sum of A and B is also 
positive, at least in some scenarios.  

10  This is based on our understanding of the description of the model and should not therefore be treated as a 
definitive view, as we have not had access to the PostNL model.  

11  The PostNL model should in fact produce a larger increase in consumer surplus than the ACM model (all 
else the same): the reason is that according to CE, for any given reduction in rivals’ price, PostNL would be 
predicted to reduce its prices by more in the PostNL model than in the ACM model. This therefore implies 
that, under a like for like comparison, the ACM model should provide a more conservative estimate of the 
impact on consumer welfare. 

12  CE report, page 4, 4th paragraph 
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3 OVERVIEW OF THE DUTCH POSTAL 
MARKET  
This section provides a description of the Dutch postal market using data 
collected by ACM from postal operators.  It is an important step since the features 
of the market we observe today guide the choice of the analytical framework – a 
differentiated Bertrand framework.   

3.1 Demand for mail 
According to ACM data, the 2015 business mail market was made of 2.7bn items 
with a split between 72hr+, 48hr and 24hr as shown on the pie chart.13  

Figure 1 Business mail market by service class 

 
Source: ACM 

 

The overall total market has been declining by 8% each year of the last five 
years. As for the 24hr segment, it has been declining by 11% per annum on 
average over 2011-2015. The less time-sensitive 48 and 72h+ segments have 
been declining at a slower pace. 

The business mailers fall into three mail segments (and these determine the 
range of prices available to them):  

 Small segment is made of mailers sending less than 100,000 items per 
annum,  

 Medium segment corresponds to  annual volumes between 100,000 items 
and 2.5m items per annum, and 

 Large segment corresponds to annual volumes above 2.5m items per annum.  

Overall large mailers account for []% of the total demand for business mail.  

 
 

13  The model is based on 2015 data 
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Regarding the 24hr segment, small and medium business mailers accounted for 
[] of volumes in 2015 ([] respectively). In the 48hr and 72hr+ segments, 
small and medium business mailers combined generated [] and [] of 
volumes respectively. Small and medium mailers use therefore relatively more 
24hr products, relative to large mailers. 

 

Figure 2 Business mail breakdown by customer type and class 

[] 
Source: Frontier analysis based on ACM data 

 

3.2 Market structure and competitors 

3.2.1 Postal operators 

The operators in the Dutch postal market are PostNL, Sandd and smaller local 
and regional operators which we call “Others” in our model. 

Regional postal operators use broadly two types of business model. The first type 
are commercial postal operators who serve small and medium business mailers, 
collect nationwide and deliver regionally and sub-regionally (Other 1 thereafter); 
the second type are local and regional postal operators which serve business 
mailers, collecting and delivering mail at a regional level (Other 2).  

The table below lists the main “Other” operators active in the 24hr segment with 
their geographical focus.  

Figure 3 Local and regional postal operators  

Name of main local and regional 
competitors in 24hr segment 

Geographical delivery focus 

Businesspost West-Brabant regional 
Businesspost Zuid-Limburg regional 
Caparis regional 
Cycloon Post & Koeriers national 
De Postbode regional 
Diamant regional 
Ergon regional 
Gresbo regional 
Intrapost national 
MSG regional 
Postvak 50 regional 
SB Post regional 
SkyNet national 
Stadspost Hengelo - Enschede regional 
Van Straaten Post national 
WNK regional 

Source:  ACM 
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The table below provides volume market shares across the different products 
and size of mailer segments.  Across all different business market segments and 
service delivery times (24hrs, 48hrs and 72+hrs) PostNL held significantly more 
than half of the market with a market share of []. The second largest operator 
is Sandd with a share of [] and “Others” account for a small share at [] in 
2015 according to the ACM data.  

There is however significant variation in these market shares by both product and 
mailer size.  We note in particular that, in the 24hr segment (the main segment of 
interest in relation to the modelling exercise) Sandd is not present, and PostNL 
has a market share that ranges from [] in the large mailer segment, to [] in 
the small and medium segments respectively. We also note that PostNL, despite 
seeing a reduction in its market share in recent years, still has a significantly 
higher market share in the 24hr product segment than in the other segments, 
especially the 72hr+ segment. 

Figure 4 Market share by product and customer segment 

[] 
Source: Frontier analysis based on ACM data  

Operators with different client mix  

The client mix of PostNL’s rivals tends to vary within each product segment by 
customer segment. In other words, the market share of PostNL in the same 
product segment but for different size mailers varies significantly: for example, in 
the 24hr segment PostNL does not seem to face any significant competition for 
large mailers, whereas it does face competition for small and medium size 
mailers. In the other product segments, PostNL seems to face the strongest 
competition in the medium size customer segment from Sandd, but it is still in the 
strongest position in the small and large size customer segments in the 48hr 
product market. 

Operators with different product ranges 

PostNL provides the widest product range and is active in the three product 
segments: 24hr, 48hr and 72hr+ where it held high market shares of [], [] 
and [] respectively in the year 2015.  “Others” are hardly present in the 48hr 
and 72hr+ segments with [] and [] market shares of these respective 
segments.  Sandd on the other hand is not active in the 24hr segment. Its main 
focus is the 72hr+ segment where it held a [] market share. It is also active in 
the much smaller segment of 48hr with a share of []. 

Implications for modelling assumptions  

The above indicates that PostNL has been facing rivals with different degrees of 
competition in the different product and customer segments within which it 
competes. This is not consistent with the outcome that would be expected if 
PostNL’s rivals have been offering products that were seen by customers as 
‘homogeneous’ products (HP) (i.e. extremely close substitutes to PostNL’s). In a 
market with such characteristics, with very little frictions, barriers to expansion, 
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and/or reasons to expect significant/persistent efficiency differences between 
rivals, market shares would in general be expected to be relatively close between 
the different rivals14, as customers would be effectively indifferent between the 
offers of different providers, at similar prices. This is inconsistent with the 
evidence on market shares observed, as set out above15 especially in the 24hr 
product market that is the focus of the modelling exercise.  

If the geographic focus of regional competitors was specific regions, rather than 
national, the HP model would predict that the market share of PostNL should be 
much more symmetric in those regions.  If PostNL faced competition in a lot of 
the regions, it does not seem to us that it would be possible for its national 
market share to be as high as []%, with its regional shares being close to 
[]% under an HP model.  

What explains observed market shares 

We recognise that it takes time for competition to evolve and for a market to 
reach a longer term ‘equilibrium’ position and that this is also a relevant 
consideration in assessing the degree/nature of competition in the Dutch postal 
market.  We note however that the letters market has been fully liberalised since 
2009.  

There are a number of other reasons that can explain why mailers may consider 
PostNL’s 24hr products preferable to those of rivals as they: 

 May observe differences in the actual reliability of 24hr product of PostNL 
when compared to rivals; 

 Differences in the actual product specifications (e.g. different mail 
presentation requirements and time windows when mailers hand over their 
mailing to the operators and differentiated pickup services (e.g. free mail 
collections);16  

 Prefer to use an established brand, which may be attributed to the ubiquity of 
the universal service provided by PostNL (and signalled with its branded 
vans, post offices across the country), its incumbency with a history of a big 
institution and its perceived reliability and trust customers can place in the 
institution;17 18  

 Prefer to purchase from a single supplier who can provide a wide range of 
services – which PostNL’s competitors may be unable to match to date; and 

 
 

14  There could be short term variations as rivals seek to outperform each other by innovating – but the basic 
idea of competition based on homogeneous products is that there is relatively limited degree for significant 
and lasting innovation/differentiation.   

15  We recognise that there is price differentiation between customers (i.e. mainly volume discounts) in the 
Dutch postal market. In a competitive HP market, such price differentiation could be easily replicated by 
rivals, hence should not be expected to be a source of sustainable competitive advantage. 

16  PostNL’s CBA report states that the standard service of PostNL does not include a collection service 
whereas a collection is usually included in the product offering of its competitors. 

17  A paper by Burns, Carslake, Houpis discuss the importance of brand in product differentiation as a reason 
for the limited entry in post soon after the liberalisation of postal market.   “Brand Loyalty and Limited Entry 
in Postal Markets”– in Postal and Delivery Services: Delivering on Competition, edited by M.A Crew and P.R 
Kleindorfer, Kluwer Academic Press, 2003.      

18  PostNL uses its brand strategically and states that “The crucial assets of this network are trust, 
interconnectivity and visibility as a worldwide brand.  These assets are of high value in a fast changing world 
caused by the digital transition.”  http://www.postnl.post/about .    

http://www.postnl.post/about
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 Prefer a provider that will deliver all of their mail to one that will hand over 
some of their mail to a third party. 

3.2.2 Product margins/prices 

Based on the data held by ACM, all operators charge prices (proxied by average 
revenues by operator by product group by customer segment) that allow them to 
earn [] margins above estimates of marginal/incremental costs.    

The available evidence, also indicates differences between the average revenues 
earned by operators - both in the 24hr product segment, and others (for example, 
PostNL 24 average revenues are [] higher than rivals’ in the small segment.   

Figure 5 ARPU by product group and operator, 2016 

2016 Post NL 24 Other  24 Post NL 72 Sandd/other 72 

SMALL  [] [] [] [] 
MEDIUM [] [] [] [] 

Source:  Based on ACM data 

In a market that is characterised by competition based on homogeneous 
products as PostNL assumes, we would expect average revenues per customer 
between competitors to also converge: if PostNL charges a higher price than 
justified by the incremental value that a customer attaches to PostNL’s product, 
then rivals with homogeneous products should be able to undercut the PostNL 
price, leading PostNL to reduce its price to match the rival price.  Volume 
discounts cannot explain sustainable differences in average revenues per 
customer, as these would be expected to be replicable. Similarly, because of 
length of contracts which may extend beyond one year, switching from an 
incumbent to a rival may take some time after entry. However as mentioned 
earlier the market has been liberalised now for more than 6 years.  

The fact that PostNL is able to maintain a large share of the market whilst 
earning average revenues above other operators’ is also consistent with 
customers perceiving PostNL’s products to be sufficiently “different” to rivals’ 
products in the market that they are willing to pay a premium. This is therefore 
another important feature of the market that an HP model would fail to explain.  

3.2.3 Summary of key relevant features of the postal market for 
present regulation 

Based on the information we have been given and discussed above, there is 
evidence of product differentiation even within the same product segment (e.g. 
24hr) in the small and medium customer segments.  Differences in the actual and 
perceived product offers within the 24hr and the role of the brand indicate that 
operators currently compete in a way that is not consistent with a HP model. This 
is confirmed by the [] market shares and average revenues earned by PostNL. 

An economic model used to assess policy changes should reflect these key 
features of the postal market, as the main way in which the policy will impact the 
market outcome is through a reduction in the cost of access.  The ACM DB 
model captures these features as we discuss in the next section.  
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4 APPROACH AND FEATURES OF ACM 
MODEL 
This section sets out the rationale for the modelling framework chosen for the 
ACM model and its key features.   It focuses on the features upon which PostNL 
and its consultants have expressed some reservations and criticisms.  For each, 
we comment on the position taken by CE in its response to the consultation on 
behalf of PostNL. 

4.1 Choice of model framework  

4.1.1 Product differentiation 

As explained in the previous section, there are a range of product offers in the 
postal market in the Netherlands from PostNL and its rivals, which differ by speed 
of delivery and price and non-price terms. Furthermore, rivals to PostNL tend to 
have different product and customer segment focus. Operators therefore 
compete overall in the postal market with products that are similar but not 
identical.  

The choice of a differentiated Bertrand model as the chosen model framework in 
the ACM model is consistent with these features of the Dutch postal market and 
can be used as a basis to assess the impact of a change in wholesale tariffs on 
retail tariffs. This model considers that companies compete on price whilst 
producing differentiated but substitutable products.  

CE’s observation 

CE recognises that there is some product differentiation between next day (24hr) 
and deferred products (e.g. 72hr) but finds it “not reasonable to assume that 
substantive product differentiation is present within product categories i.e. for 
different operators within the 24hr market”.  It says that “the scope for variation of 
such a product, i.e. getting a letter delivered from A to B within 24hrs is limited” 
and concludes “it would thus be a mischaracterisation to state that firms hold 
market power by way of product differentiation”.19   

The PostNL model assumes that there is no product differentiation among 
competitors providing 24hr services and those firms have no market power as 
such and customers “simply choose to purchase from the cheapest providers”.20 

Our response 

For the reason already explained, we consider that the characterisation of the 
market as a ‘HP market’ by Copenhagen Economics, based on the evidence we 
have reviewed, is at odds with the facts of the market. This means that a 

 
 

19  CE report, page 4, last paragraph, page 11 
20  CE report, page 12 
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simple/unqualified HP model is not an appropriate model to use to characterise 
the Dutch 24hr postal product market/segment we observe today. 

The welfare impact assessment of a change in wholesale tariffs within a 
differentiated Bertrand framework is therefore more grounded in the reality of the 
market.  

4.1.2 Base case 

The ACM model assumes that the base case is an equilibrium or a steady state 
given the regulatory and market conditions.   

CE’s observation 

CE finds that the interpretation of the base case at steady state is unrealistic. CE 
argues that it is “the differentiated Bertrand model that deduces that consumers 
have a strong preference for PostNL”.21   

CE concludes that this interpretation of the model cannot be right since it implies 
that PostNL is facing limited competitive pressure whereas PostNL is facing 
competition.  It reports that PostNL won only 7% of public tenders in the first half 
of 2016 as evidence that PostNL is not facing limited competition. 

CE states that “PostNL also assumes an initial steady state, but in the PostNL 
model framework, this assumption does not generate any unfortunate results”. 22 

Our response 

The ‘market power’ of each operator is not deduced by the DB model.  The base 
case merely captures as input actual data (provided by operators) on average 
revenues, and eatimates of marginal costs (hence actual margins) together with 
market shares. These reveal how customers have responded to profit maximising 
decisions of operators to date.  These facts are therefore an input into the ACM 
DB model, rather than an output.  

Further, CE suggest that the ACM DB model implies that PostNL is unresponsive 
to price changes as a result of the base case input data. In effect their critique is 
that as the DB model implies that customers find PostNL’s products preferable to 
rivals’, PostNL does not have to react significantly to price changes of its rivals, 
which CE believe is unrealistic. CE suggest that in an extreme sensitivity where 
the costs faced by Others are nearly zero, others still do not gain a large share of 
the market from PostNL. They suggest that this is in contrast with the market 
data, despite the base case scenario relying on the market data as explained 
above. 

CE’s sensitivity represents an unrealistic scenario as the costs of the operators 
are not near zero.23 The results of modelling that reflects the actual market data 

inputs, and reasonable assumptions show that, under wholesale tariff scenario A, 
in 2018, Others would be expected to reduce their retail prices by ~12% for the 
 
 

21  CE report, page 18, 2nd paragraph 
22  CE report, page 5, last paragraph,  
23  CE report, page 20 
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small segment, whilst PostNL (facing no cost reduction) is predicted to react with 
a price reduction of ~7%, hence reducing their profit margin. PostNL is therefore 
predicted to react with a significant price reduction in order to maintain its market 
share. This is a rational response as PostNL would wish to retain customers from 
which they could make a significant retail margin (and comparatively, they would 
value wholesale volumes less as they now make a smaller margin on these 
access products).  

4.2 Choice of characterisation of the wholesale 
product 

4.2.1 Price differentiation 

The ACM model differentiates between two customer groups – small and medium 
mailers.  Small customers are charged on average different retail prices to those 
charged to medium customers, according to the data held by ACM.   

The ACM model makes use of an average retail price per operator per customer 
segment.  An average, by definition, recognises that some mailers may pay a 
price per item that is above this average and some other mailers pay a price per 
item below this average.  

CE’s observation 

CE argues that ignoring price differentiation is “poorly aligned with the actual 
market situation which is characterised by a lot of price differentiation”.24 We 
understand that CE raises this as the ability of PostNL to charge differentiated 
tariffs between customers will be reduced, as a result of this regulation.  This is in 
contrast to the current pricing flexibility that PostNL enjoys which “allows PostNL 
to recover their fixed costs in the best way and generate allocative efficiency”.25 

Our response 

Price differentiation is reflected in the ACM model as we have separate small and 
medium segments with their own prices. The fact that the small segment has 
higher retail prices than the medium segment reflects the price differentiation on 
volume.  Whilst we understand that there is further price differentiation within 
each customer segment, as mentioned above, the main aim of the modelling 
exercise is to assess the impact of the reduction in the wholesale access price on 
retail tariffs and welfare. All else the same, therefore, as far as the modelling 
exercise is concerned, the impact of the policy on welfare as a result of the pass-
through of the wholesale access price reduction is captured appropriately in the 
model.  

The ACM regulation, by adopting a single access rate may reduce the ability of 
PostNL to engage in price differentiation. We note however that PostNL will still 
be able to maintain price differentiation between the large segment and the 
 
 

24  CE report, page 5, 1st paragraph, and in pages 12 & 13.   A similar point is raised in PostNL’s note 
‘Comments by PostNL’, point 2. 

25  CE report, page 5, 1st paragraph 
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small/medium segments. We also note that CE seems to implicitly assume in its 
critique that a reduction in the ability of PostNL to differentiate would be welfare 
reducing. As a matter of principle, a reduction in the ability of a company that has 
market power to engage in price differentiation can also lead to an increase in 
consumer welfare In practice, ACM has also assessed this question and we 
understand has come to the view that a reduction in PostNL’s ability to price 
differentiate should  not be expected to be detrimental to welfare.  

4.2.2 Access product in the baseline scenario 

In its draft decision, the ACM sets out that the key features of the wholesale 
access service will be similar to the current retail service used by competitors to 
hand over their mail to PostNL for final delivery (as required under Article 9 of 
Postal Act).  In the main, the location of the access point will be the same and 
similar mail handling and presentation of the mail can be expected.   

As a result the ACM model compares the average realised price of the current 
access provision (albeit acquired through a retail product in the base case) with 
the proposed wholesale product tariffs for the access product in the 
counterfactual.  

CE’s observation 

CE finds that the above is a mischaracterisation of the market as it implies that 
the new regulation brings only a minor change to the current market.  Having said 
that CE reports that PostNL model also treats the current retail service used by 
competitor as an access product used today despite the fact that a wholesale 
access product is not on offer strictly speaking.26 CE states that PostNL’s 
calculation of welfare leads to a “conservative estimate” as one compares a base 
with some access volumes today and the change in access following the policy 
change.  

Our response 

We understand that the access products after the regulation will have largely the 
same operational characteristics as the current retailed-based services used by 
access seekers (under Article 9) and so it seems thus reasonable to regard the 
regulation as an incremental change to the current services used by access 
seekers with the primary difference being a reduction in the access price. 

4.3 Welfare calculations 
4.3.1 Consumer surplus with multi-products 

As part of the modelling undertaken we calculate an estimate of the change in 
consumer surplus resulting from the different proposed wholesale tariffs. 

 
 

26  CE report, page 6, 1st paragraph, pages 21 & 22 
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CE’s observation 

CE argues that since the ACM model involves multiple differentiated products, 
the consumer surplus calculation cannot rely solely on a change in average 
prices, as customers have different product preferences and so different 
willingness to pay for different products. Therefore customers will experience 
different change in consumer surplus and this because they will each have 
different willingness to pay.  Hence CE argues that it is “not sufficient to simply” 
aggregate all products and consider the change in the average price level as it 
has been done in the ACM model.27 They argue that in a differentiated product 
setting the relevant estimate of consumer surplus should take into account 
willingness to pay.  

The PostNL model does not face this challenge because the products are 
homogenous; this means (average) prices reductions can be used to estimate 
consumer surplus accurately. 

Our response 

As CE explains, consumer surplus aims to estimate the difference between 
customers’ willingness to pay (WTP) for a good and the price they actually pay. If 
a customer switches between differentiated products, theoretically one would 
consider the new WTP compared to the price of the good a customer switches to, 
rather than just the differences in prices paid as WTP may differ between the 
differentiated products. In practice the application of this ideal approach is 
constrained by the lack of supporting evidence with respect to both consumers’ 
WTP for new products (i.e. products they do not hold) and the order in which 
price changes occur and hence the order in which customers switch between 
products.  

We have therefore deployed in practice what can be termed a ‘market approach’ 
to the calculation of the change in consumer surplus28. We first calculate the 
reduction in total profit absent any changes in total volumes as the direct transfer 
of surplus to consumers (as discussed further below in section 4.3.3). Second, 
we take the market elasticity of demand to estimate the additional surplus from 
increased demand for (overall) mail following the reduction in tariffs. For the latter 
we use the reduction in the weighted average price and an overall price elasticity 
for the market.29 Although this is an approximation of the consumer surplus 
change, it seeks to reflect consumer preferences as the DB model reflects the 
realities of the market including the existence of product differentiation across the 
three segments (24, 48 and 72hr+). 

It is possible to sense-check the consumer surplus results with an additional test 
that uses a calculation that removes the issues related to the difficulties of 
 
 

27  CE report, page 27, penultimate paragraph 
28  The CE example given in Box 1 of their report (page 28) is misleading as it does not reflect what is 

happening in the ACM model. In the Box 1 example the price of one good changes leading a customer to 
switch.  In the ACM model, prices of all products fall, and there is limited switching – as explained in the 
main text.  

29  The overall elasticity of demand for the markets under consideration recognises that a price reduction could 
result in switching away from ‘outside’ the postal market under consideration into the 24/48/72 hour market 
(resulting in a smaller decrease of postal volumes). To avoid a spurious level of accuracy, consumer total 
welfare is considered at this ‘market’ level for 24/48/72hr mail. 
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estimation when customers switch between differentiated products; and provides 
a lower bound estimate of the consumer surplus change. In order for a rational 
customer to switch, it must be the case that they gain more consumer surplus 
from switching than they would from sticking with the product they were originally 
purchasing. When assessing the impact of the proposed wholesale tariff changes 
with the ACM DB model, prices of all products are predicted to fall. Customers 
who still have a preference for the products they purchase (ie those that do ot 
switch) see an increase in consumer surplus that is equal to the change in price. 
For customers who switch, the change is consumer surplus must be strictly 
greater than the change in price for the original good they were purchasing. 
Therefore a lower bound estimate of consumer surplus can be calculated by 
considering the change in price customers face (and hence the change in 
consumer surplus) if they did not switch products. 

When undertaking this additional test, we found that the results are similar to 
those found through our market approach (where we estimate the surplus 
transfer from producers to consumers). This therefore suggests our results are a 
conservative estimate of the consumer surplus change.  

We note also that we observe that there is not a large amount of actual switching 
between the rivals in the model, as PostNL is estimated to react to the price 
reductions of its rivals by reducing its own prices to seek to maintain retail market 
share. The close relationship between our estimates under our market approach 
and this lower bound sensitivity further supports the reasonableness of the 
approach. 

Although the PostNL model would not face this estimation problem, the 
consumer welfare calcuations would not reflect the realities of a market where 
consumers have different preferences for the differentiated products in the 
market,as noted in section 4.1.1. 

4.3.2 Outside customers and elasticity of demand for welfare 
calculation 

CE’s observation 

CE argues that the welfare calculations are inconsistent with the ACM DB model 
as they rely on an elasticity of demand assumption that is not the same as the 
ones used within the model.30 They argue that instead an “outside” option (i.e. 
having a provider of an ‘outside’ good) should have been captured within the 
model.31 Related to this they also argue that the model does not capture e-
substitution as declines in volume are an exogenous process.32 

Our response 

When choosing how to best model a market situation there is a trade-off between 
keeping the model simple and tractable, to reduce the number of assumptions 

 
 

30  CE report, page 31, section 4.4 
31  CE report, page 32, first paragraph 
32  CE report, page 32, section 4.5 
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and input data required and ensuring it sufficiently resembles the realities of the 
market. Given the objective of the modelling exercise and the information we 
have about the market, we came to the view it was preferable to accurately 
capture the competitive pressures within the postal market that will be the main 
drivers of pricing decisions rather than to add all competitive pressures including 
“outside” pressures into the model, which would require a large number of 
additional assumptions to be made.33 However recognising that “outside” options 
are a relevant consideration when evaluating overall welfare impact, we have 
captured this through a second stage of the calculations (i.e. using a market 
elasticity to estimate the change in total market demand).  

Accounting for the “outside” effect in a second stage would not be expected to 
lead to significant issues regarding the firms’ optimisation as (i) the current prices 
we observe, and margins, which form the input into the factual (pre-policy 
change) version of the model, will already reflect any competitive pressures from 
substitute products outside the market (ii) the impact we are focussing on is a 
change in costs within the market we are modelling, and (iii) the competitive 
pressure from “outside” could be expected to be relatively smaller than within the 
market. If CE/PostNL/RBB consider that the existence of the outside good could 
lead to further substitution into the postal market following the estimated price 
changes, the effect of this on consumer welfare/profits could be modelled through 
a sensitivity of the (market) price elasticity.  

Regarding the treatment of e-substitution, the general trend of substitution away 
from physical mail is captured in the base scenario’s volume projections 
exogenously reflecting the e-substitution trends observed in the market. Since e-
substitution is already an existing factor impacting on mail volumes, we expect 
that the base case scenario, which relies on the evidence of existing volumes 
and prices, will already capture the fact that firms have adjusted prices in 
response to the e-substitution impact.  Hence the ACM model does reflect the e-
substitution trend.  

4.3.3 Calculation of consumer surplus and use of producer 
surplus  

CE’s observation 

CE finds that it is incorrect to calculate a change in consumer surplus as the 
opposite of the change in producer surplus as there is not necessarily a one-to-
one relationship between the changes in producer and consumer surplus.34  CE 
states that the loss of producer surplus is only equivalent to the transfer to 
consumer surplus if costs faced by producers do not change and when ignoring 
any volume effect caused by elasticity of demand. 

 
 

33  For example, adding an outside good would need us to incorporate diversion ratios between this good and 
the products modelled – this would be an additional c. 12 parameters.  

34  CE report, page 29, 2nd paragraph 
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Our response 

We agree that the loss of producer surplus is only equivalent to the transfer to 
consumer surplus if costs faced by producers do not change and when ignoring 
any volume effect caused by elasticity of demand. However it is incorrect to 
suggest this is not the case in the ACM model. CE uses an example to show that 
the calculation is inaccurate if there is a change in cost. However this example is 
irrelevant to the specific case modelled in the ACM DB model: in the model no 
additional direct costs or reductions in costs (except for the wholesale tariff) are 
incurred by producers as a result of the regulation.35 

The only change in the model between the base case and counterfactual is the 
change in wholesale tariff. Wholesale profits are included in the model, and we 
consider total profits for the market rather than at an individual operator’s level. 
Therefore although an operator who purchases the wholesale product would 
experience a cost change which impacts their retail profits, when considering 
total profits in the market, this change is counterbalanced by an equivalent 
reduction in wholesale profits of the wholesale provider (PostNL).  This is 
illustrated in the figure below. When the wholesale tariff changes, all else the 
same, an “other” operator would experience an increase in profits as their costs 
have fallen (labelled new profits on the right hand side chart), whilst PostNL 
would experience a reduction in wholesale profits as their revenue has fallen 
(labelled lost profits). This shows a direct transfer of surplus from the wholesale 
operator to the retail operator, therefore the total profits for the entire market 
remain unchanged. 

Figure 6 Illustrative example of profit changes 

b

 
Source: Frontier 

 
 

35  We have considered earlier the issue of the PostNL modeling exercise including additional claimed costs 
related to the introduction of the regulatory policy change.  
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As a result, it must be the case that any change in total profits in the ACM model 
will only result from the retail price changes. Changes to total profits resulting 
from retail price changes are a transfer of surplus from producers to consumers, 
before any volume changes. 

4.3.4 Additional costs  

The ACM model as set out for the consultation does not include additional costs 
to be borne by either PostNL or access seekers using the new wholesale product 
considered under the new regulation.  

CE’s observation 

CE notes that the ACM model ignores the fact that 1) the access seekers will 
face other costs with access deliveries 2) it will impose additional costs for 
PostNL.36   

Our response 

As mentioned in the summary section (Section 2), the scope of the modelling 
exercise did not include an assessment of additional implementation costs (the 
costs termed C in our summary). We have however run a sensitivity and 
considered the impact of access seekers facing an additional cost of 1 cent per 
item as a result of the policy (an assumption we understand was made in the 
PostNL model)37.  This has an immaterial impact on the results.   

 

 

 
 

36  CE report, page 30, 3rd paragraph.   
37  Cost Benefit Analysis Report, PostNL, 18 May 2017 – Attachment to the response of PostNL on the concept 

decision of ACM, page 5, Table reporting upstream costs of access for other operators 
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5 RESPONSE TO OTHER COMMENTS 
This section covers other comments made by Copenhagen Economics. We 
provide clarifications on these items and note that in general these comments are 
relatively minor in the sense that they do not challenge the ACM model results 
and/or are of a theoretical nature. 

5.1 Other features of the ACM model 
5.1.1 Optimisation that reflects profit-maximisation behaviour 

In this DB framework adopted in the ACM model, each firm chooses the profit 
maximising prices for its products taking rivals products’ prices as given, and at 
equilibrium each firm prices are the “best response” to the prices chosen by all 
the other firms. It is an optimisation that depicts an economic behaviour of 
operators seeking to maximise profits. 

The approach is attractive as the degree of pass-through is derived based on a 
model underpinned by economic principles rather than being assumed. It is 
feasible to implement such a model with the data available (i.e. margins) and 
where data are not available (e.g. elasticities), assumptions can be made that 
can be modified to test their impact on the results. The approach is similar to the 
approach already used by the EC (and others) to assess price effects due to 
mergers in markets with oligopolistic competition based on differentiated 
products. 

CE’s observation 

On one hand CE seems to suggest the fact that the ACM model optimises 
“numerically” is inferior, whereas PostNL derives the optimisation process “using 
economic logic”.38 On the other hand CE finds that the ACM’s optimisation 
approach within the ACM model is reasonable towards “capturing the market 
process”, which we interpret as referring to how operators would respond to a 
change in wholesale tariff.39 It is therefore unclear what criticism CE is making in 
relation to “firms optimising numerically within the ACM model”. 

Related to this optimisation, CE makes the critique that the ACM’s model allows 
for negative prices and volumes – which they argue should not be possible in any 
reasonable economic model.40 

Our response 

The ACM model captures a profit-maximisation behaviour of operators – which is 
simply depicting first economic principles and so economic logic.  The ACM 
model is a coherent model in that it assumes this profit maximisation applies for 

 
 

38  CE report, page 14, heading of section 2.3  
39  CE report, page 14, section 2.3 paragraph 1 
40  CE report, page 5, 3rd paragraph and page 15, section 2.4, page 20. 
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for the full range of products offered by PostNL (and equivalently for the other 
operators). PostNL, CE explains, “has derived the optimal firm response outside 
the (PostNL) model using economic reasoning, and then provides the result as a 
model input”.  CE does not seem to suggest that one approach is clearly superior 
to the other. CE’s criticism is therefore somewhat unclear to us at this stage.  

Regarding negative prices and volumes, the model does not produce overall 
negative prices or volumes even in the extreme and unrealistic scenario 
considered by CE.  In this scenario, (where it is assumed that marginal costs are 
close to zero, with no other changes made in the inputs to the model) the model 
leads to one rival competing ‘very strongly’ for additional volumes, which then 
leads to this rival being projected to charge a price below zero to attract volumes 
from others.41 It would be straightforward to introduce an additional constraint to 
prevent such an outcome. However, as mentioned above, our overall aim was to 
strike the right balance between complexity and addressing the objective of the 
modelling exercise.  As this outcome is totally unrealistic for the scenarios that we 
have considered, and relies on an assumption about maginal costs that does not 
reflect reality, we do not consider that this would be a sensible use of additional 
resource. A constraint to prevent negative values would only bind in extreme 
(corner) solution scenarios, and therefore the results of the model in all other 
scenarios remain unchanged. CE incorrectly suggest that this is a “mistake” in 
the model; in reality it has no effect on the results presented as none of these 
include a corner solution.  

5.1.2 Instantaneous response 

CE’s observation 

CE argues that it is unrealistic to assume that a new steady state will be attained 
immediately once a policy change has been made.42  PostNL assumes a speed 
of market transition that is based on historical market shifts, which reflect in part 
that some customers under long-term procurement contracts will not face 
changes in tariffs straight after a policy change.43 

Our response 

We recognise that the pricing adjustment would be an iterative process and the 
ACM model embodies a simplification. However any gradual shift would be an 
estimate for which we had no relevant and readily available information or 
evidence. Instead the ACM model derives long run optimal responses and 
therefore provides the full impact that can be expected in the long run.   

 

 
 

41  CE report, page 20 
42  CE report, page 5, 3rd paragraph 
43  CE report, page 24, last paragraph 
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5.1.3 Model run per year 

CE’s observation 

CE finds that the ACM model is not a dynamic model because there are no 
interdependencies between the years and so the welfare calculation is not a 
dynamic evaluation.44  

Our response 

In the ACM model, each year is independent from one another.  This means that 
the results of say Year 1 do not feed into the determination of the base case 
scenario in Year 2.   

We chose this modelling approach having considered the available alternative.  
There were two options for the model and each has its own benefits and 
downsides: 

 Option 1 (ACM model): the base case scenario is forecast forward to take 
account of changes in the market (i.e. the expected decline of volumes at 
different rates for the 24hr, 48hr and 72hr+ segments of the market). The 
model therefore calculates a change from the base as defined for each year; 
this means that some inaccuracies may be introduced due to not recognising 
the new market conditions from the previous year. In effect, the model acts as 
though the change in wholesale tariffs relative to the base has only been 
introduced in each year to ensure that the relationship between the base case 
forecast and the results of the model are consistent. 

 Option 2: the base case scenario is only relevant for the first year and in 
subsequent years the market conditions are taken from the previous years’ 
model results. In doing so the model follows a pattern more similar to reality in 
that the change modelled each year is only any slight difference in wholesale 
tariffs between years.  However it has the downside that no further exogenous 
changes that would affect volumes (such as declines in the market) can be 
included and therefore the computed base case may actually depart more 
from reality if exogenous changes are expected to have a significant effect. 
Therefore inaccuracies may be introduced if there are exogenous trends 
which would affect the optimal reactions of operators to the wholesale tariff 
changes over time. 

Since the trend of volume declines (which are not driven significantly by prices 
but by exogenous factors such as a general migration towards digital services for 
example) is expected to continue to significantly affect volumes in the market and 
since it is important for ACM to be able to compare the results to a base case 
forecast of what would happen if the current market conditions prevail, we 
consider that Option 1 is the preferable approach in these circumtances:we 
would expect the level of inaccuracy resulting from using this approach to be less 
than that introduced if using Option 2. As a result we opted for Option 1 when 
modelling the small and medium segments. 

 
 

44  CE report, page 24, section 3.5 
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PostNL model faces its own challenges since it is also a static evaluation.  One 
interpretation of CE statements is that the PostNL model calculates the impact for 
a generic year, and then has to infer the trajectory on an annual basis for the 
three years.  “PostNL model only finds a single new steady state, which is not 
related to any specific year.  This single steady state can be assigned to 2018, 
2019 and 2020”.45 “Its application to three specific years must then be 
interpreted”.46  So there seems to be an overstatement of the differences 
between the two models in this respect.      

5.1.4 Reliance on access product – an exogenous input 

The ACM model aims to evaluate the impact of a change in wholesale tariffs all 
else equal.  This means that the proportion of volumes that other operators will 
hand over to PostNL for final delivery is set exogenously (and this independently 
from the level of the access tariffs considered).   ACM’s assumed proportion of 
access usage is also based on interviews with operators, []. 

CE’s observation 

CE argues that this is a flaw in the approach and that the cheaper the wholesale 
access price the higher one can expect the access proportion of total volumes to 
be.47  Alternative operators can be expected to optimise their access usage in 
response to changes to the level of wholesale access tariff.  

CE notes that PostNL’s model also does not have an endogenous E2E or access 
decision choice module either.  The access proportion is an input parameter – 
which we understand is assumed to be at 70% in the PostNL model in the 
context of a wholesale price of 43 cents.  

CE does not set out how this exogenous assumption impacts on the welfare 
estimates and the profits of PostNL. 

Our response 

We accept the logic that as the wholesale access price comes down, it may 
become more profitable for access seekers to rely more on access in some 
geographical areas than deliver by themselves.  In practice however, the 
recommended scenario chosen by ACM implies a relatively smaller reduction in 
wholesale price (from 76 cents to 58 cents in 2017) when compared to the 
wholesale scenario considered by PostNL (from 76 cents to 43 cents).  Further 
one should bear in mind that rivals may have strategies to expand their own 
delivery networks as they grow, or some of them may merge making roll out more 
profitable, all else the same, hence there are other drivers of rivals' decisions on 
geographic coverage of their own networks which could counter the impact of the 
wholesale price reduction.  The evidence collected by ACM supports this 
hypothesis and is the basis for the ACM assumption in the BD model.  

 
 

45  CE report, page 24, 3rd paragraph 
46  CE report, page 25, last paragraph 
47  CE report, page 22, last paragraph 
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5.1.5 Focus on change in contribution/ margin 

The ACM model evaluates the impact of a change in wholesale tariffs on retail 
tariffs and on margins (price minus marginal cost).   

PostNL position 

PostNL is of the view that our analysis does not take into account fixed costs.48  

Our response 

The retail tariffs in the base are actual tariffs that PostNL will have to set to seek 
to cover also its fixed and common costs. The ACM DB model is thus consistent 
with this pricing requirement upon PostNL. The model focusses on the change in 
the level of contribution (revenue minus marginal cost) that could result from a 
change in the wholesale tariffs.  

ACM has considered this issue in its decision, and its review taking account the 
wider regulatory framework finds that with the implementation of the policy under 
the preferred scenario, PostNL should still be able to cover its fixed and common 
costs.      

5.1.6 Exogenous market shares 

PostNL position 

PostNL notes that “market shares are assumed to be constant in the model 
rather than being the result of the model” and ask for an explanation on this 
approach.49 

Our response 

The control panel of the ACM model includes a parameter “Other Market share 
development medium (percentage point)”.  This refers to exogenous changes to 
market shares.  This parameter is set at 0 in both dummy and ACM models, as 
the model seeks to estimate the changes in market shares that are attributable to 
the change in wholesale tariffs only.50  Market shares can change as a result from 
the changes in wholesale policy considered and are an output of the model. 

 
 

48  Based on information provided by ACM 
49  Based on information provided by ACM 
50  We tested the sensitivity of the model results to growth in the market shares of Others in the base case and 

found that it does not have a material impact on the results. 
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5.1.7 Welfare calculation: reference price for producer surplus 

CE’s observation 

The calculation of additional producer surplus resulting from change in volumes 
due to elasticity of demand relied on the original reference price and hence 
overestimated the total welfare.51   

 Our response 

The calculation has been amended and whilst this does reduce the total welfare 
results slightly, it does not change the overall findings. 

5.2 Item raised in relation to dummy model  

5.2.1 The 72hr segment 

RBB’s observation 

RBB finds that in the dummy model the 72hr+ segment is sensitive to changes to 
the assumptions on diversion ratios.52 

Our response 

The ACM model aims to capture competitive constraints on the pricing of the 
24hr products and for this reason it includes the 48 and 72hr+ products in the 
modelling as these put competitive constraints on 24hr products. The 72hr+ 
segment is a cheaper product which makes a lower margin than the 24hr product 
and is likely targeted at more price sensitive customers. When there is more 
competition driving down the price of the 24hr product, price sensitive customers 
purchasing the 72hr product may now be more attracted to the 24hr product. 
Therefore it can be expected that directly or indirectly (and through customer 
switching and operators’ re-optimisation in relation to their relative prices 
between products) this has an impact on the 72hr+ market.  

When changing diversion ratios it is important to consider the implications of 
these changes given the modelling constraints and underlying theory. The 
starting point in terms of the theory is that there is ‘symmetry’ in the cross-price 
effects.  This enables the derivation of demand functions for different 
substitutable products that are tractable.  In practice, this means that if when the 
price of product A goes up (or down) by 10%, demand for (substitute) product B 
goes up (or down) by say 5%, then the same (proportionately) would happen to 
demand for product A if the price of product B increased. Our model deviates 
from this assumption mildly, in an effort to ensure that the calibration of the model 
is consistent with the data we had received. 

Whereas some asymmetry as assumed in the model appears plausible, it does 
not seem as a starting assumption, and without additional evidence, reasonable 
 
 

51  CE report, page 33, section 4.6 
52  Based on information provided by ACM 
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to assume that there is some significant substitution between the products in one 
direction only (i.e. when considering overall demand for 24hr and 72hr+ mail, 
users of 24hr and 72hr+ mail would find 72hr+ mail a potential substitute for 24hr 
mail, but 24hr mail would not be a substitute at all for 72hr+).  

Further the model will capture indirect effects (via substitution through other 
products) in addition to the direct effects. Therefore it is possible for there to still 
be an indirect effect of substitution when there is no (or small) direct effect 
because the diversion ratios are assumed low. 

We have undertaken some sensitivities ourselves, to examine the effects of 
changing the diversion ratios in the model and these produced outcomes that 
were in line with expectations. 
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