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BOX ES 1 KEY POINTS 
 

A significant proportion of the mailing industry relies on services from Australia Post. Around 75 per cent of the 

mailing industries value add and employment exists outside Australia Post’s activities. 

Australia Post’s notification of its intention to increase prices represents the first stage in an economic 

regulatory review process. It would seem logical that this regulatory review process should adopt best practice 

regulation as enunciated in recent policy issues from the Australian Economic Regulator. That is that economic 

regulation should be: 

------ incentive based 

------ designed to encourage necessary and efficient investment  

------ coupled with a strong consumer engagement framework. 

These goals place a number of obligations on Regulator in reviewing Australia Post’s notification. The following 

issues are identified: 

------ Australia Post’s proposed expenditure should be scrutinised along with the examination of the cost attribution 

model to ensure that it is efficient 

------ the elasticity of demand may not be linear over a 40 per cent price rise and it is possible that demand would be 

more inelastic at the proposed higher price level than assumed by Australia Post 

------ the draft price allocation should be assessed on its own merits with regard to the efficient cost of supplying the 

relevant services 

------ the WACC parameters should be reviewed against what an efficient operator in a competitive market would 

expect: 

---- in particular the assumption of a zero gamma should be reviewed in the light of contemporary regulatory 

practice 

------ there has been limited information on the underlying costs of reserved services made available to consumers 

---- given the magnitude of the proposed price increase, consumers in the mailing industry would have 

advocated a slower smoother glide path to a new price level. There has been little opportunity for 

consultation on this matter. 
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The ACCC raised six questions in the issues paper. The submission from Printing Industries and 
related industry bodies might approach these questions by firstly outlining the key principles of better 
economic regulation, which are: 

1. economic regulation should be incentive based wherever possible 

2. necessary and efficient investment should be encouraged and the return on investment should 
balance predictability with the need to take into account changing market conditions 

3. economic regulation should be coupled with a strong consumer engagement framework. 

The submission should note that the direct activities of Australia Post represent only about 25 per cent 
of the total value added by the mailing industry and 25 per cent of the employment in the mailing 
industry. The impact of the proposed price changes needs to be carefully considered within these 
three principles. 

With respect to the six questions posed in the issues paper, the submission would make the overriding 
point that the ACCC should examine the draft pricing proposal for the reserved letter services in a 
manner that is consistent with these principles. This will ensure that Australia Post is treated 
consistently with other regulated monopoly businesses, whether they are Government owned or 
privately owned. This also ensures that Australia Post’s customers and other stakeholders can be 
assured that the prices they are paying are developed in line with best practice and are scrutinised 
appropriately. Scrutiny must be applied and must also be seen to be applied.  

Broadly, this implies the application of a building blocks approach to establish a regulated revenue 
over a regulatory period based on sound forecasts, a rigorous assessment of the efficient capital and 
operating costs and a two way consultation process with consumers to ensure that the benefits to 
consumers of the regulatory process are realised. This is not explicitly required by the applicable 
legislation. However, it is entirely consistent with its intent, which is for the ACCC, as economic 
regulator, to apply regulatory pressure in lieu of competitive pressure.  

More specific answers to the ACCC’s six questions follow. 

Question 1 

If a price increase is required for Australia Post to help meet the cost of providing the slower ordinary 

letter service, should the increase be implemented in one step or over time? Is a longer-term approach 

to setting Australia Post’s ordinary letter prices, such as a price path, more appropriate?  

Before asking how price increases should be staged, the ACCC should satisfy itself that Australia 
Post’s proposed expenditure is efficient. Therefore, the ACCC should consider how much an efficient 
prudent entity would spend in Australia Post’s position and set Australia Post’s expenditure 
allowances to this amount(s). 

Consistent with this, a building blocks approach to estimation of an efficient revenue and hence price 
should be adopted based on the reserved services component of the business. 

It is possible that some of the costs Australia Post will incur in the short term are transitional. Those 
costs may be incurred ‘once off’ and then not incurred again. Costs of this type should be recovered, 
but they should not cause prices to ‘ratchet up’ to higher levels in future after the transitional costs are 
gone. Even if the cost profile is ‘jagged’, the price profile need not be. It would be more efficient for 
their recovery to be ‘smoothed’ over time rather than for prices to go up sharply to recover them 
quickly and then to come back down in future. The ACCC should examine the extent to which 
Australia Post’s immediate costs are once off, for example the extent to which they are staff 
separation costs, and apply this approach.  

The ACCC has commissioned independent expert advice to review Australia Post’s cost allocation 
model. The same scrutiny should be applied to its proposed expenditure.  

Australia Post’s demand forecasts are a key input to the price setting process and, as is the case in 
other regulated sectors, they should be subjected to close scrutiny and review.  

The price elasticity assumptions in particular should be subjected to scrutiny. The draft price 
notification provides no justification for the values other than saying that Australia has elected to use 
different values than those estimated by Diversified Specifics.  
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The ACCC should also require Australia Post to enter into full consultation with users of the reserved 
mail services on the impact of any price increases on consumers with respect to both the magnitude 
of the increase and the timing of increases. 

Question 2 

Australia Post’s forecast savings in operational costs are largely dependent on around 80 per cent of 

addressed letter volumes being delivered at the slower timetable. Use of the slower timetable instead of 

the faster priority timetable would be encouraged by Australia Post through a price difference between 

these services. 

Would a price difference between the regular and priority ordinary mail services encourage use of the 

slower regular service? If so, what level of price difference would encourage significantly greater use of 

the slower service? 

The key issue is the need for efficient incentive based regulation of the price of the slower timetable 
service. The appropriate price differential should be considered in the light of the ACCCs independent 
investigation of the elasticities of demand. 

Question 3 

What are your views on Australia Post’s proposed method of cost allocation? Are there any other cost 

allocation issues that the ACCC should be considering? 

Australia Post’s expenditure proposal should be assessed on its own merits with regard to the efficient 
cost of providing those services. In assessing the expenditure proposal for letter services, the 
profitability of Australia Post’s non-reserved businesses is not relevant. The guiding principles should 
be: 

— efficiency - letter services should provide an efficient return to Australia post, but not more  

— competitive neutrality – Australia Post’s parcel business should not receive a competitive advantage 
by reason of its letter business. 

The cost allocation model should be examined closely in the light of the proposed report to be 
commissioned by the ACCC on this matter. Costs to be allocated should include both capital and 
operating costs. 

Question 4 

Is Australia Post’s forecast improvement in operating efficiency over the next three years comparable 

with that which would be expected in the transport / logistics sector? What rate of improvement in 

Australia Post’s operating efficiency could reasonably be expected? 

Benchmarking comparisons of relative rates of improvement over time may not necessarily be an 
indication of operating efficiency in Australia Post. The efficiency of capital and operating costs of the 
reserved letter services should be examined in the light of service delivery requirements as well as in 
light of comparisons with the transport and logistics sectors. 

The question is not whether Australia Post today is more efficient than it was yesterday. Rather, the 
question is whether Australia Post’s proposal for the future is as efficient as it could be. 

Question 5 

Australia post’s rate of decline in its letter volumes has been around 5 to 6 per cent in most years since 

2009 however it is currently forecasting that the annual rate of decline will more than double (i.e. Up to 

13.9 per cent) in the coming three years. Is such an increase in the forecast rate decline of letter 

volumes realistic given the trend since 2009? 

It is not clear that the assumptions on the factors that drive demand proposed by Australia Post in its 
pricing proposal reflect the current market situation particularly with respect to the assumption that the 
elasticities in the future are likely to reflect those in the past. Considerable substitution of electronic 
services has already occurred and it is possible that the remaining market is less price responsive. 
The ACCC’s examination of price elasticities should explore this issue.  
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Question 6 

Is the WACC proposed by Australia Post consistent with an efficient benchmark for its cost of capital? 

The ACCC should closely scrutinise the proposed WACC and ensure that it is consistent with the 
WACC allowed for other regulated business, whether Government or privately owned. We note, in 
particular, that the proposed gamma does not appear to be consistent with contemporary regulatory 
practice. 
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1  I N T R O D U C T I O N  
A N D  O V E R V I E W  

1 
 Introduction and Overview 

  

1.1 Why is Australia post submitting a price notification 

Australia Post is a substantial Government owned business. According to the issues paper released 
by the Australian Competition and Consumer Commission (ACCC) in relation to its draft price 
notification, Australia Post earned more than $6 billion in revenue in 2013/14. Of this, slightly less than 
half was in the ‘parcel’ business, in which Australia Post competes with numerous other businesses1 
(ACCC, September 2015). 

The remaining (just over) half of Australia’s revenue came from its postal business. More than half of 
this, or about 28 per cent of Australia Post’s revenue is in the ‘reserved’ services, which are 
essentially standard letters weighing no more than 250 grams.  

Insofar as it is a provider of reserved services, Australia Post is a statutory monopoly. It has this 
segment of the market to itself. As a statutory monopoly, Australia post is subject to economic 
regulation.  

Several forms of economic regulation are employed in Australia. In Australia Post’s case the 
applicable regulation is set out in the provisions of what used to be the Prices Surveillance Act, but is 
now section95Z, Part VIIA of the Competition and Consumer Act (2010) (CCA).  

In very simple terms, the economic regulatory framework applying to Australia Post prohibits it from 
increasing the price of reserved services above their current level (as that may be from time to time) 
unless two conditions are met: 

1. Australia Post has notified the ACCC of its intention to increase prices 

2. ACCC has endorsed that notification.2 

If the ACCC does not endorse Australia Post’s proposed price increase, it must state a price to which 
it would not object.  

Therefore, Australia Post’s price notification is the first ‘move’ in an economic regulatory process. It 
has submitted a price notification so that it may be scrutinised by the ACCC to ensure that it meets the 
requirements of the CCA. 

1.2 What are the requirements of the CCA? 

The reason that Australia Post‘s pricing is subject to this process is set out in s.95E of the CCA. It is 
that, in this market, competitive pressure is not sufficient to deliver efficient prices and to protect 
consumers. The broader objective of the CCA is also relevant. This is to: 3 

                                                           
1  ACCC, Australia Post draft price notification – issues paper 
2  Another option is that the ACCC does not respond to the price notification. Clearly that is unlikely in this case. 
3  CCA, s.2 
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Enhance the welfare of Australians through the promotion of competition and fair trading and provision 

for consumer protection.  

Competition is not an end in itself. Competition is pursued in markets not for its own sake, but 
because when goods and services are supplied under competitive pressure they will tend to match 
consumer preferences more closely and be priced more efficiently than if there was no such pressure. 
As the degree of competition increases, market outcomes will tend to be more efficient. 

It follows that the ACCC’s role in its dealings with Australia Post is to ensure that Australia Post’s 
prices are similar to those that would prevail if there was competitive pressure for reserved services. 
The ACCC’s role is to apply regulatory pressure in lieu of competitive pressure to deliver efficient 
outcomes. 

1.3 The principles of better regulation should apply to Australia Post  

As noted above, Australia is not the only business in Australia with a monopoly. Nor is it the only 
business subject to economic regulation.  

Economic regulation has been the subject of considerable development and attention in Australia. The 
most recent example was the Australian Energy Regulator’s (AER) Better Regulation Review, which 
was conducted in 2013. The AER operates under the CCA and the principles it developed under this 
review are equally relevant to the ACCC’s administration of economic regulation as to the AER’s.  

Following that review, the AER arrived at a set of three key principles for better economic regulation.4 

The first principle is that economic regulation should be incentive based wherever possible. The 
incentives it creates should be designed to encourage regulated businesses to spend efficiently and 
should be supported by a robust approach to assessing expenditure forecasts. 

The second principle is that “necessary and efficient investment should be encouraged” and that the 
rate at which regulated businesses earn a return on investment should “balance predictability with the 
need to take into account changing market conditions.” 

The third key principle is that economic regulation should be coupled with a strong consumer 
engagement framework. This will encourage greater involvement and communication between 
regulated businesses and their customers.  

We note, of course, that the legal framework applying to Australia Post is different to that applying to 
the energy networks the AER regulates. However, the underlying objective and purpose of economic 
regulation is the same regardless of which legal avenue is used to apply it. In our view these three key 
principles are equally applicable to Australia Post as they are to energy networks and other regulated 
businesses.  

Therefore, it is our view that the ACCC should allow these three key principles to guide its assessment 
of Australia Post’s price notification, both now at the draft stage and, in due course, when it is 
submitted formally.  

1.4 Structure of this report 

Chapter 2 of this report provides background information in relation to the Australian Postal industry to 
place consideration of Australia Post’s draft price notification into context. In summary, that section 
shows that the Australian Postal industry is substantial, contributing approximately  

— $14.1 billion to the Australian economy in 2013-14  

— And employing at least 131,000 (FTE) Australians.  

Around 25 per cent of this activity and contribution is made directly by Australia Post, with the 
remainder made by other businesses including the franchises. There is therefore a large number of 
other businesses as well as consumers that are affected by Australia Post’s prices and a significant 
part of Australia’s economic product depends on it. The ACCC’s consideration of Australia Post’s 
prices is important and should be given due consideration.  

                                                           
4  AER, Overview of the Better Regulation reform package, April 2014, p. 4, available from www.accc.gov.au, retrieved 30 September 2015. 

http://www.accc.gov.au/
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Against that background we turn to the Better Regulation principles set out above. In the following 
three chapters we take the principles one at a time and apply them to Australia Post’s draft price 
notification. Accordingly: 

— Chapter 3 discusses the incentives that apply to Australia Post 

— Chapter 4 considers whether the draft price notification encourages ‘necessary and efficient 
investment’ and whether the proposed rate of return strikes the appropriate balance 

— Chapter 5 relates to consumer engagement. 
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2  T H E  A U S T R A L I A N  
P O S T A L  
I N D U S T R Y  

2 
 The Australian postal industry  

  

Modelling and economic analysis that ACIL Allen conducted for Printing Industries in 2015 shows that 
Australia’s mailing industry is substantial.5  

It should be noted that there are activities that are undertaken, but which were omitted from this 
modelling and analysis. In large part this is because, like the tourism industry, the ‘mailing industry’ is 
not represented as a single sector in the traditional ABS national accounts. Therefore, while parts of 
the industry have been quantified, other parts are ‘mixed’ with other industries in the national 
accounts. The contribution of those ‘other’ parts of the mailing industry has not been quantified.  

This omission makes the analysis presented here a conservative estimate of the contribution the 
mailing industry makes to Australia’s economy. The true impact would be greater, though we cannot 
say confidently how much greater. 

The mailing industry includes, but is not limited to, three groups of activities that were quantified, 
namely: 

— direct mail services, which include postal and courier services 

— mail management services in other businesses 

— mail advertising services such as catalogues and other direct marketing material. 

Between them, ACIL Allen estimates that, in 2013-14, these three groups made a total value add to 
the Australian economy of approximately $14.1 billion. This represents 0.9% of Australia’s Gross 
Domestic Product. 

Further, the businesses in these groups employ a large number of Australians, including a large 
number in regional areas. Across the three groups we estimate that employment in the mailing 
industry is more than 131,000 FTE.  

This accounts for approximately 1.4% of employment in Australia in 2013-14.  

Of these 131,000 jobs, approximately:  

— 75 per cent, or 98,000 FTE, were in direct mail services 

— 17 per cent, or 23,000 FTE were in mail management services 

— 8 per cent, or 10,000 FTE were in mail advertising services.  

More detailed information in relation to the three identified groups of activities in the mailing industry is 
provided in the following sections.  

                                                           
5  ACIL Allen, The economic contribution of the Australian Mailing Industry, August 2015 
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The value added from Australia Post’s direct activities in 2013-14 was $3.5 billion which represents 
around 25 per cent of all mail industry activities. A substantial part of Australia’s mailing industry 
(including the franchises) exists outside Australia Post. However, those parts of the industry are all 
reliant on, or influenced by, Australia Post’s direct activities in some way. There is therefore a case for 
the ACCC to give careful consideration to the implications for the broader mailing industry of Australia 
Post’s pricing as it considers its response to Australia Post’s price notification. 
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3  T H E  I N C E N T I V E  
F R A M E W O R K  

3 
 The incentive framework  

  

The first of the three guiding principles for Better Regulation is that Australia Post should be subject to 
incentive based regulation to the extent that this is possible.  

This chapter begins by describing incentive based regulation briefly. It then compares it with the 
alternative, ‘cost of service regulation’, which is widely accepted to be inferior.6  

Then we discuss the application of incentive based regulation to Australia Post’s draft price 
notification. There are three key areas on which we encourage the ACCC to focus to ensure that 
Australia Post’s incentives are set appropriately.  

3.1 What is incentive based regulation 

Incentive based regulation is a form of regulation where the regulator ‘locks in’ expenditure allowances 
for a period of time at the beginning of a regulatory period. The regulator chooses those allowances by 
considering the amount of expenditure that the business would need to make to meet its (pre-defined) 
service targets. It is then up to the business to spend those allowances as it sees fit, subject to an 
obligation to meet those service targets. 

The key difference between incentive based regulation and cost of service regulation is that the 
business will not be compensated if its actual expenditure exceeds its expenditure allowances. On the 
other hand, if the business spends less than its expenditure allowances, it will keep the additional 
revenue and earn additional profit for a time. 

The advantage of incentive based regulation over the alternatives is that it the business has a profit 
based incentive to seek out and implement more efficient ways of providing its service. With cost of 
service regulation the incentive is greatly diminished because the business will earn the same profit 
whether it becomes more efficient or not. 

In practice, incentive based regulation is implemented using the building blocks model. The regulator 
analyses calculates the total revenue that a business will require based on the three ‘blocks’, namely: 

1. operating expenditure 

2. return of investment (depreciation) and tax  

3. return on investment. 

When the regulator has determined the required revenue it determines the appropriate price. Broadly, 
this is done by dividing revenue by a forecast of the volume that will be sold. 

The regulator may enhance this basic model by applying features such as an efficiency benefit 
sharing scheme or incentives to use non-traditional approaches to meeting service targets. 

                                                           
6  See, for example, AER, Overview of the Better Regulation reform package, April 2014. p. 5 
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A crucial feature of incentive based regulation is that allowances are locked in. When the regulator 
has determined the level of the building blocks, they are not reconsidered. If the business fails to meet 
the targets with the allowed levels of expenditure this is, simply put, bad luck. It is crucial that this is 
the case because, if it is not, the incentive to chase efficiencies is gone.  

Further, incentive based regulation is a forward looking process. There is no place in incentive based 
regulation for a business to be compensated for losses made in the past.  

3.2 Applying incentive based regulation to Australia Post 

There are two aspects of Australia Post’s draft price notification and the ACCC’s issues paper that 
‘touch on’ incentive based regulation, namely: 

— Australia Post’s proposed expenditure 

— Australia Post’s demand forecasts and, in particular, its estimates of price elasticity of demand. 

These issues are discussed in turn below. 

3.2.1 Proposed Expenditure 

The information that has been published in support of Australia Post’s draft price notification does not 
appear to set out proposed capital and operating expenditure allowances as such.7 

There are numerous references to Australia Post’s ‘Reform our Letter Service’ program (RoLS). From 
those references it certainly appears that the proposed operating expenditure is less than operating 
expenditure has been in recent years. It is possible, but we cannot say for sure, that Australia Post 
has submitted more detailed proposals to the ACCC in confidence.  

Broadly, the ACCC should satisfy itself that Australia Post’s proposed expenditure is efficient. 
Therefore, the ACCC should consider how much an efficient prudent entity would spend in Australia 
Post’s position and set Australia Post’s expenditure allowances to this amount(s).  

Australia Post’s argument that its expenditure is efficient appears to revolve around an efficiency 
benchmark study that was commissioned in 2008 and completed in 2009.8 

While we have not reviewed the study itself, we note that Australia Post’s reference to it in the draft 
price notification appears not to be on point. Australia Post quotes the study’s conclusion that it has: 

shown the most consistent improvement in total factor productivity (TFP) of the seven postal services 

reviewed. Importantly, Australia Post improved its ranking when formal, statistically based adjustments 

were made for differences in mail and customer density with its TFP level being ranked first or second 

after the adjustments were made. 

In other words, between 2002 and 2009, Australia Post’s productivity improved more quickly than 
postal services overseas. 

It is no doubt laudable that Australia Post was able to increase its productivity faster than its overseas 
comparators. However, the issue for a regulator is whether the costs Australia Post proposes to incur 
are efficient. The fact that they have improved faster than others might indicate that they are efficient, 
or it might just mean that they were once much less efficient than others and they have caught up 
somewhat. We cannot say. 

We note that the ACCC has commissioned independent expert advice to review Australia Post’s cost 
allocation model. However, it is not clear that the same scrutiny is being applied to its proposed 
expenditure. In our view it would be appropriate, and consistent with the regulatory treatment of other 
similar businesses, for Australia Post’s expenditure proposal to be scrutinised with a view to 
determining whether it is efficient.  

                                                           
7  There is financial information in chapter 7 of the Draft Price Notification. However, it is not clear whether this applies to the whole business 

or, as would be necessary, just to the reserved services function. The text surrounding those tables indicates that they relate to the entire 
business. Therefore, we have assumed that they are not the relevant figures. 

8  Australia Post, Draft Price Notification, p.35 
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3.2.2 Demand forecasts 

Demand forecasts are a key input to economic regulatory proposals. They are the ‘denominator’ that 
links revenue to price.  

They are also a key input to the assessment of expenditure proposals, particularly capital expenditure.  

In Better Regulation, the AER described a set of best practice principles for demand forecasting. 
According to these, demand forecasts should be:9 

— accurate and unbiased 

— transparent and repeatable 

— based on key drivers 

— produced from models that have been validated and tested 

— based on the most recent information available 

— reviewed regularly. 

In the time available to us we have reviewed the demand forecasting methodology briefly. The 
forecasts were prepared using a Vector Error Correction Model, which is essentially a form of time 
series analysis based in which trends in postal volumes have been compared to trends in explanatory 
variables.  

We raise several areas below where we feel that the demand forecasts should be considered further. 
Our key point, though, is that the demand forecasts are a key input to the price setting process and, 
as is the case in other regulated sectors, they should be subjected to close scrutiny and review. This 
is consistent with Better Regulation, in which the AER says that its review of capital expenditure 
proposals will include a “detailed consideration of the demand forecast and the timing, scope, scale 
and level of expenditure…”10 

In this case, Australia Post has submitted a set of demand forecasts based on the work of an 
independent consultant, Diversified Specifics.11 However, it has varied the forecasts to account for its 
own views of price elasticity and other factors. 

In our view the price elasticity assumption in particular should be subjected to scrutiny. The draft price 
notification provides no justification for the values other than saying that Australia has elected to use 
different values. Aside from this, Australia Post refers to unspecified previous studies that have failed 
to produce a meaningful estimate of price elasticity at all.  

It is clear that Australian letter volumes have declined rapidly in recent years. Presumably this is due 
to the rapid uptake of electronic, internet based alternatives to postal mail. In this context it is difficult 
to obtain a ‘clean’ estimate of price elasticity. In our view, it is at least arguable that price elasticity will 
now be very low, lower even than the -0.25 assumed by Australia post. This would be consistent with 
the view that a large portion of mail that can readily be converted from postal mail to electronic 
alternatives has already been converted. If this is so, the remaining ‘sticky’ mail may be much less 
price responsive than the mail that has already ‘switched’. 

We are also concerned that applying a simple linear elasticity may induce a spiral in the demand 
modelling where increasing prices induce falling demand, which induces increased prices etc.  

As we say above, it is important that the ACCC considers these issues fully in its evaluation of the 
draft price notification. This may be underway, but it is not clear from the issue paper that this is the 
case.  

In a separate issue, we note that a key driver of the future forecast decline in letter volumes is the 
projected uptake of broadband internet access. 

                                                           
9 There are other principles that are applicable to the electricity sector, which may not be applicable to post. 
10 AER, Better Regulation: Expenditure forecast assessment guideline, p. 2, available form www.aer.gov.au 
11 Diversified Specifics, Australia Post Domestic Letter Volume Demand Update, August 2015, available from 
www.accc.gov.au 
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Conceptually, we accept that this is likely to be a key driver of declining letter volumes. However, we 
note from the Diversified Specifics report that Australia Post’s volume forecasts are based on the 
assumption that broadband uptake in Australia will match that in the Asia Pacific region.12 

Diversified Specifics argues that this is consistent with the view that uptake will follow infrastructure 
condition. This may be correct, but intuitively it is difficult to accept that Australia, where uptake of 
broadband and mobile technology has traditionally been high, will follow the same forward trajectory 
as other countries where it has been slower to date. In our view this is a matter which should be 
scrutinised further by the ACCC. 

 

                                                           
12  See Diversified Specifics’ report, page 25 “the wireless mobile substitution variable developed in this study is based on a combination of 

[ABS data] and the set of global mobile traffic projections pertaining to the Asia Pacific region…”.  
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4  N E C E S S A R Y  A N D  
E F F I C I E N T  
I N V E S T M E N T  

4 
 Necessary and effic ient investment  

  

The second Better Regulation principle is that the regulatory regime should: 

— encourage necessary and efficient investment, and, by corollary, discourage unnecessary and 
inefficient investment 

— ensure that the rate of return is an appropriate balance between market conditions and predictability. 

Two issues arise from our review of the draft price notification and the issues paper. 

4.1 Cost allocation 

The issues paper and the draft price notification both devote significant time to the question of 
allocating costs appropriately between Australia Posts two broad businesses, i.e. parcel and letter 
services. 

In addition, the ACCC has dedicated significant effort in recent years to ensuring that Australia Post’s 
parcel services are not cross subsidised by its regulated reserved services.  

Cost allocation is an important issue for a business which is partly regulated. The key issue is that 
regulated businesses cannot be allowed to use their regulated status to gain a cost advantage over 
competitors in non-regulated sectors. In this context, Australia Post cannot be allowed to take 
advantage of its position as a statutory monopolist in respect of reserved services to compete unfairly 
in parcel services. 

However, the reverse is true as well. In the draft price notification, Australia Post quotes work done by 
Boston Consulting Group in which it concludes that, without reform, Australia Post’s losses from its 
letter business will soon exceed the profit of its parcel business. This may be true, but we do not see 
how it is relevant to the issue before the ACCC. That issue is the efficient level of revenue, and 
therefore price, for Australia Post’s regulated letter business. The parcel business has previously been 
seen as an offset for letter losses, but this is no more than a happy coincidence.  

Australia Post’s draft price allocation should be assessed on its own merits, with regard had to the 
efficient cost of providing relevant services. The profitability of another of Australia Post’s business 
units is simply not relevant.  

We acknowledge, of course, that any shortfall Australia makes must be funded from somewhere. The 
implication in Australia Post’s draft price notification is that if costs are not recovered from the parcel 
business they will become “a drain on the public purse”: In our view this is not correct. Australia Post’s 
letter business is just as much a drain on, or a contributor to, the public purse regardless of the 
performance of the parcel business. If the parcel business’ profit is used to offset the losses made in 
the letter business, it is still unavailable to Australia Post’s shareholder to use for other things.  
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4.2 Rate of return 

The appropriate rate of return for a regulated business is a complex and controversial matter. A 
detailed discussion is beyond the scope of this paper.  

However, we consider it important to note that Australia Post’s rate of return is not being determined in 
a vacuum. On the contrary, the AER has recently completed an extensive process for determining the 
appropriate rate of return for energy networks. That process has made substantial changes to the way 
rate of return is set for those regulated businesses.  

This process is not without controversy and, at the time of writing, the AER is in the midst of defending 
an appeal against its regulatory determination for the New South Wales electricity network 
businesses. A key part of that appeal pertains to the appropriate rate of return for those businesses.  

Given that the rate of return is currently sub judice we have not conducted a thorough review of 
Australia Post’s proposal. Nor have we attempted to parse the arguments in relation to each of the 
parameters - given its proximity to the AER, the ACCC will have far superior access to these issues 
than we could hope to have at this point. 

As in other aspects of this paper, though, our point is that the way rate of return is determined for 
Australia Post should be consistent with the way it is determined for other regulated businesses.  

It should be noted that consistency of approach will not necessarily lead to the same outcomes. For 
example, it is possible that Australia Post will be deemed to have a more risky business than 
electricity networks (for example) and that the parameters of the Weighted Average Cost of Capital 
(WACC) will differ to reflect this. This would be entirely possible in a model in which a given approach 
is applied consistently to different businesses.  

In practical terms, we expect that Australia Post will be deemed to be more similar to a gas than an 
electricity distribution business. Therefore, in Table 4.1, we have compared Australia Post’s proposed 
WACC parameters with the corresponding parameters determined by the AER for Jemena Gas 
Networks (in New South Wales). 

TABLE 4.1 – WACC PARAMETERS, JEMENA GAS NETWORKS AND AUSTRALIA POST 

 Date  Reg. 

period 

Nominal 

risk free 

rate 

Equity 

beta 

MRP Gearing 

ratio 

Gamma Nominal 

Vanilla 

WACC 

Jemena Gas 

Networks 

Jun-15 Applicable 

to 2015/16 

2.53% 0.6 6.5 60% 0.4 5.41% 

Australia Post Aug-15 15/16 and 

16/17 

2.96% 0.8 7 30% 0 7.29% 

Delta   0.43% 0.2 0.5 -30% -0.4 1.88% 

SOURCE: JGN –AER WEBSITE, JGN FINAL DETERMINATION 
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Table 4.1 shows that there are differences in several of the WACC parameters, which may be due 
partly to timing and the process of estimating parameters. However, at least one difference is notable, 
namely the difference in the proposed ‘Gamma’ or the proportion of imputation credits that can be 
used by shareholders. 

Gamma has a significant impact on the rate of return a regulated business is permitted to earn and, 
therefore, on Australia Post’s revenue.  

In the draft price notification, Australia Post proposes that Gamma should be zero. That is, it suggests 
that tax imputation credits are of no value to its shareholder. The reason is outlined in the supporting 
report from Value Advisers. To paraphrase, Value Advisers argues that: 

1. the appropriate value of Gamma should reflect the individual circumstances of a company’s 
shareholder(s) 

2. Australia Post’s shareholder is the Australian Government 



  

 

AUSTRALIA POST DRAFT PRICE NOTIFICATION 
13 

 

3. the Australian Government does not pay tax 

4. with no tax liability to offset, the Australian Government derives no value from tax credits, and 
therefore Gamma is zero. 

Value advisers goes on to say that setting gamma to any value other than zero: 

1. would threaten Australia Post’s competitive position as it would not be able to enough revenue to 
cover tax payments  

2. amounts to assuming that Australia Post’s effective tax rate is less than 30%, which is not correct.  

In our view, neither of these assertions is correct. The value of Gamma has no impact whatsoever on 
Australia Post’s competitive position because it applies only to the parts of Australia Post’s business 
where it is a statutory monopolist. In these parts of its business Australia has neither competitors nor a 
competitive position. 

Contrary to Value Partner’s assertion, setting gamma to a non-zero value does not amount to an 
assumption that Australia Post’s effective tax rate is less than 30%. Rather, it amounts to an 
assumption that the efficient tax rate for a postal business is less than 30%. Value Partners may be 
right when it says that Australia Post’s actual tax rate is 30%, but this is not relevant. As discussed 
above, in incentive based regulation the objective is to compensate efficient costs, not actual costs. 
This principle applies here as well.  

The appropriate value of Gamma is a complex issue. We are aware of views in the literature that the 
appropriate value for Gamma is zero based on the notion that Gamma should be set for the marginal 
investor in the regulated business, rather than the average investor. There are also empirical studies 
which suggest that zero is the appropriate value. 

Notwithstanding this, the ACCC has previously taken the view that the appropriate gamma for 
Australia Post should be the average gamma for Australian companies. Unsurprisingly, Value 
Partners rejects this view.  

In contrast to Value Partner’s argument, we note that the value of Gamma is an issue in the ongoing 
appeal in relation to New South Wales electricity distribution networks. In that appeal the debate is 
whether Gamma should be 0.25, as proposed by the businesses, or 0.4, as set by the AER. Neither 
party in that appeal has proposed that gamma should be zero, notwithstanding that the networks in 
question are Government owned.  
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5  C O N S U M E R  
E N G A G E M E N T  

5 
 Consumer engagement 

  

The third Better Regulation principle is that economic regulation should be coupled with a strong 
consumer engagement framework. The objective of this is to better inform the business about 
customer preferences, which would be observed in a competitive market, but are more difficult to 
detect in a monopoly.  

In this respect we note that Australia Post is conducting an “intensive stakeholder engagement 
program”, which has been intensified further since the proposed reforms were announced. We 
understand that some of the results of that program have been provided to the ACCC, though we 
have not seen them. 

Based on the information in the draft price notification, the stakeholder engagement program appears 
to have been conducted mainly after Australia Post formed its views as to the prices it would propose. 
Part of the focus in the write up of the engagement program is on how the proposed changes will be 
implemented. Another part of the focus is on Australia Post telling stakeholders what it is doing, rather 
than asking what stakeholders would like it to do. Consider, for example, Australia Post’s description 
of its engagement website ‘the National Conversation”, which is “a website dedicated to promoting 
community awareness about the future of the letter service.” 

Australia Post also sent letters to around 10 million Australians between March and May 2015 
explaining what it had decided to propose. 

Consumer engagement of this type is fine, but it is not what the AER had in mind in Better Regulation. 
Rather that telling customers, the purpose of consumer engagement in Better Regulation is to ask. In 
Better Regulation (with emphasis added) “(c)onsumer engagement is about working openly and 
collaboratively with consumers and providing opportunities for their views and preferences to be heard 
and to influence service providers' decisions.”13 

Our concern about the consumer engagement program Australia Post describes in its draft price 
notification is that it provided little or no opportunity for Stakeholders to influence its decisions. If it had, 
we understand that Printing Industries would have advocated for several differences from the current 
proposal. 

One difference we understand that Printing Industries would have advocated for is a slower, smoother 
price path to transition to the new price levels. This would allow a balance between recovering 
revenue over time and allowing businesses time to adjust. The purpose of setting prices efficiently is 
to ensure that stakeholders make efficient choices. However, to a large extent choices have already 
been made so there is a need for time to adjust. The objective of efficiency will not be met if price 
changes are so rapid that they ‘shock’ downstream businesses too harshly.  

                                                           
13  AER, Better Regulation: Consumer engagement guideline for network service providers, August 2013, available from www.accc.gov.au 
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A smoothed price path is entirely consistent with economic regulation in other sectors.14 In fact a key 
principle of tariff setting in energy markets is the need for certainty and stability for customers. 

Related to this, we note that Australia Post’s proposal would see it over-recover revenue by a forecast 
$80 million in 2016-17. It is not clear why this over-recovery is necessary or that it is efficient. 
However, it appears to be a good opportunity for price smoothing. Prices could be set lower in the 
immediate term so that the present value of Australia Post’s revenue is at the target level. Essentially 
the 2016/17 ‘over’ could be used to offset an ‘under’ in the immediate term.15 

                                                           
14 When price paths are smoothed the time value of money is brought into consideration to ensure that the regulated business does not lose 

as a result of the timing changes. 
15 The practicality of this depends on when the new prices take effect. However, the concept can be applied regardless. 
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