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Introduction: USO costing and financing

, Where a Member State determines that
entailanetcost|[ ...] and r euynfaie f$neneidl buarden on the

universal service provider(s), it may introduce:

(a) a mechanism to compensate the undertaking(s) concerned from public

funds; or
(b) a mechanism for the sharing of the net cost of the universal service
obligations between providers of se

Article 7 of the third postal EC Directive

What to do: /\

Unfair
burden?

Compensation

\’

no no

no problem?

Contribution of this paper:
Notions of unfairness and how financing mechanisms interfere
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Related literature

*  Profitability cost:
Panzar (2000), Cremer et al. (2000)

*  Practical implementations:
e.g. Copenhagen Economics (2008), Bergum (2008), Frontier
Economics (2008), Cohen et al. (2010)

* Endogenous market structure:
Jaag et al. (2009), Boldron et al. (2009)

*  Net cost vs. unfair burden:
Boldron et al. (2009), De Donder et al. (2010)
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What amount of net cost represents unfair burden? (I)

— De Donder et al (2010): Market outcome with USO where USP
does not break even.

—  CERP: Fundamental deviation from reference scenario; current
service level must not exceed requirements of the USO.

— In which case case 1 case 2 case 3
is there an A3 D g o 2 o
FZl 2 = 2 5 2 5
1 S 2 S E S S~ S~
unfair burden? S| 5 3 S 3 S 3
o
(=1
U
-
De Donder et al. (2009) no yes yes

CERP yes no yes
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What amount of net cost represents an unfair burden? (II)

1.

Page 6

Ex ante perspective
(before implementation of financing mechanism):

What is the criterion for implementing a compensation or cost
sharing mechanism? —as in CERP and De Donder et al. (2010)

Ex post perspective

(after implementation of financing mechanism)

What is the appropriate compensation such that there is no
remaining unfair burden?
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The model 1

- Two postal operators: Incumbent, competitor
* One aggregate mail category per operator (imperfect substitutes)

* Continuum of (regionally) different mail markets which are independent
of each other

* Assumption on the sequence of decisions:
1. Incumbent chooses market coverage
2. Competitor chooses market coverage

3. Price competition

~ ~ ~ "n ~ Ve

* One-dimensional USO: Delivery coverage
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The model 11

unserved market segment

monopolistic market segment

competitive market segment
N

- N
A
USP profit:
marginal surplus o+ By
single operator
(single op ) ﬁ competitor profit:
marginal surplus o4
(two operators) w0 USO net cost -
marginal fixed cost 7
0% r# < T

Market Coverage
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Three potential financing mechanisms
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Public funds / external financing

General government budget

ext __ ext __
e _Ti =0

USO fund

Uniform profit tax on all operators

é‘mld _ Tfund — tax baseis 2a + f + vy

T

T

Pay or play mechanism

Profit tax on the competitor only

a o .
.V #£1,°" =0 — tax base is @
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Four notions of unfairness

Profit w/ USO, w/ comp.  Profit w/o USO Profit w/ USO, w/o comp.

zm ﬂ,gausu (1 I 7, (2] 0

'¥1/
N\

0
'ﬂ’én nUS He

- Absolute net cost level

- Absolute profit level
®Absol ute difference to competitor’s

~ Relative difference to competitor’'s
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Notions of unfairness
Criterion 1: Absolute net cost level

According to criterion 1, universal service provision imposes an unfair
EUUE]I OwPl wbUwUI EVUET UwUT | wda2/ zUwxUOI DU
(by a at least certain amount). — cf. CERP

Ex ante perspective: r; + T = »,-1;;.””59
* Pay or play Tpﬂp,eaar = =Yy
- Fund S g + B+ y] = —y

Ex post perspective: ;" = H;_nusa
.Payorplay H+B+]/+Tpop,3pﬂ: :Df+ﬁ

 Fund (1=77"* N a+ B +y]l+ /" PRa+B+yl=a+p
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Criterion 1: Absolute net cost level
Distribution of profits after compensation

m USP profit ;" Competitor profit mg"

ext a+f a

pop ex ante a+f a+y

fund ex ante cr—l—ﬁ-l—?({x—l_ﬁ—l_?) - ra
2a+B+y 2a+f+y

pop ex post a+f a+y

fund ex post a+f a+y
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Criterion 1: Absolute net cost level
Distribution of profits after compensation

40.00
USP profit / ex ante / fund
30.00
------- USP profit [ ex ante / pay or play
20.00
= == USP profit / ex post
—
10.00 —
* -~ E competitor profit ex ante / fund
0.00 |||||||||||||.T.I*FIL.I.‘II|||||||||| . fiflf J,l’ 1
. sesases competitor profit [ ex ante / pav or pla
10.00 0 -2 4 6 3—10—12—14—16-1830‘-% -26-28-30 P P pay orpay
' \*"- = == competitor profit / ex post
-20.00 \
-30.00
unfair burden ex ante
a = 15, =10, ye[0,—30]
Issues:

*  What ist the correct threshold for the introduction of a compensation?

¢ Incentive problem with ex ante compensation through a fund
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Notions of unfairness
Criterion 2: Absolute profit level

According to criterion 2, universal service provision imposes an unfair
EUUET OQwbi wOT 1 w4é 2/ z-UfuDeDorde etul2a1ta)O1 T EUDY

Ex ante perspective: 7; + T = 0

* Pay or play P e = —(a+ B +y)

e Fund pfund.ea 2a+ B +y]=—(a+B +7vy)

Ex post perspective ;" = 0
* Pay or play a+B+y+"PPa=0

 Fund (1- Tfund’Ep)[a: +p8+yl+ e[ 4+ B+y]l=0
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Criterion 2: Absolute profit level
Distribution of profits after compensation

m USP profit ;" Competitor profit m;"

ext 0 o

pop ex ante 0 2a+ L +vy

fund ex ante (@ +B+7y)° a+ﬂ(&+ﬁ+}’)
2a+F+vy 2a+f +vy

pop ex post 0 2a+p+y

fund ex post 0 2a+f+y
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Criterion 2: Absolute profit level
Distribution of profits after compensation

40.00 ——;
~
35.00 ~, - USP profit / ex ante / fund
30.00 =~ - < B e USP profit / ex ante [/ pay or play
- -‘k
25.00 "‘h._\ = == USP profit/ ex post
20.00 :
competitor profit ex ante / fund
15.00 -
10.00 \,_ LETEEY competitor profit / ex ante / pay or play
5.00 = = competitor profit / ex post
0.00 -

0 -2 4 6 -8-10-12-14-16-18-20-22-24-26-28-30
unfair burden ex ante o = 15“8 _ 10, ’IVE[U,—30]
Issues:

*  Why calculate the USO net cost in the first place?

*  Which is the relevant business unit to which the break-even
constraint applies?
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Notions of unfairness

Criterion3: EUOOUUI weDI I | Ul OEl wuO
According to criterion 3, universal service provision imposes an unfair

EUUE]I OwbPl wOT 1 w42/ zU0wxUOI PUwPUwOOPT UwU
Ex ante perspective: m; + T™ = m,

* Pay or play PP = —(B +y)

T a + B+yl=—(B+7y)

* Fund

Ex post perspective: ;" = 1"
* Pay or play a+p+y+17"%Pa=(1-7""")a
‘Fund  (1—7"""P)a+ B +y]+ 77" 2a + g +y] = (1- 7P )a
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Distribution of profits after compensation

m USP profit ;" Competitor profit mg"

ext a a

pop ex ante a a+f+y

fund ex ante a+(5+}’)(ﬁf+ﬁ+}’) - a(B+vy)
2a+f+y 2a+f+y

pop ex post a+ 050 +vy) a+ 0508 +vy)

fund ex post a+ 0.5(8 +7y) a+ 050 +vy)
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Distribution of profits after compensation

30.00
25.00 USP profit / ex ante / fund
2000 ey . ———————— e USP profit / ex ante / pay or play
15.00 USP profit / t
—_— - T B2X 05
10.00 P P
5.00 . competitor profit ex ante / fund
0.00 N B O B B O B B e eae e CGITLPEti‘tDI‘PI‘Gﬁt [ex ante / pay or P]-ﬁ‘jf
-5.00
10.00 \ == = competitor profit / ex post
-15.00
-20.00
unfair burden ex ante o= 15} ,8 — 10, ve [01 _30]
Issues:

* Implicit competitor profit regulation

* Incentive problem is extended to competitor

Page 19



SWISS economics
s i

Notions of unfairness

Criterion4:1 | OEUDY Il wEDI I | Ul OEIl wuO
According to criterion 4, universal service provision imposes an unfair

EUUE]I OwPl wbUwUI EVUET UwUT | wda2/ zUwxUOI DU
EawoOOUl wOT EOwUT T wEdOx1 UPUOUZzZUwWwxUOI PUu
USO funding.

Ex ante perspective ; + T™ = 7"V>¢

Ex post perspective:

. da ﬂ.;_nUSD _ ﬂ.;_m _ HEUSD_HE:
H;_n,usa ﬂ,gusu
o 4b —
am am
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Distribution of profits after compensation

m USP profit ;" Competitor profit mg"
ext a+p o
pop ex ante a+f a+y
fund ex ante q+ﬁ+?(ﬂ+ﬁ+?) - re
2+ f+y at+tf+y
a) pop ex post a+ [+ 05y a + 0.5y
a) fund ex post a+ [ + 05y a + 0.5y
b) pop ex post cr+,8+}’—2;rj_ﬁ a+2;:8
D e BV ATy
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Distribution of profits after compensation

40.00
USP profit / ex ante / fund
30.00 i
------- USP profit / ex ante / pay or play
20.00 = == 43 USP profit / ex post
10.00 = = =« 4b USP profit / ex post
I - == competitor profit ex ante / fund
OOO ||||||||||||||-|'1-|...|'||||||||||_T_'|

000 10246 3_10_12-14-16-18-m.26-28-30 e competitor profit/ ex ante/ pay or play

| \ = == 4a competitor profit / ex post
-20.00 \ = = = « 4b competitor profit / ex post
-30.00

unfair burden ex ante a = 15} '8 =10, ]fE[U, _3{)]

Issues:

¢ Again: Incentive problems

«  Complexity (alsoc 0 mp e t dodintenfactisal profit needed)
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Conclusions

1. A priori, no criterion for wunf a

2. Itis important to differentiate between the two perspectives
, eX ante’ and ,ex post’

3. Only a compensation with government funds yields robust
results under all criteria.

4.  With a fund to which all operators contribute, there is a
systematic bias in the compensation of the USP.

5. Issues for further research:
- Extension (fully tfledged USO, asymmetric operators,
contributions based on turnover or per unit)
- Implementation
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Thank you.

Christian Jaag, PhD
christian.jaag@swiss-economics.ch
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