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Abstract Member States of the European Union are obliged to ensure access to universal postal services for all citizens. The aim of the
study is to assess the effectiveness of direct subsidies and compensation funds as basic methods of financing universal postal services in the
scope of incurred net cost on the example of selected postal operators in Europe and to indicate the results of application of such solutions.
The scope of the study includes an evaluation of the direct subsidy mechanism applicable in Europe on the example of Belgium. A
characterization of the legal framework of operation of the compensation fund and an analysis of the impact of the adopted financing
mechanisms on the achieved level of profitability of the entity obliged to provide universal postal services in Poland were made. The thesis
of the current study is that the mechanism of compensation for provision of universal postal services by means of a compensation fund on
the Polish example is defective and ineffective from the point of view of market regulation and the designated postal operator. The study
concludes by stating that the preferred form of net cost financing should be a full budget subsidy and that it is unjustified to charge the full
value of the net cost as additional commitment to the operator. The research methods used include analysis of scientific literature,
collection, comparison, classification and generalization of data and expert evaluation.
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1. Introduction

Universal postal services are considered services of general economicinterest (SGEI), that is, their provision is in
the public interest (they implement public service mission). They are entities which would not be provided
otherwise (or would be provided under less favorable conditions) on the market without public intervention

* According to point 12 of the 2012 SGEI framework agreements, subsidies may be granted for an actual and correctly
defined service of general economic interest (EU Treaty 2002, art. 106).
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because the postal operator would consider them unprofitable (Commission Communication, 2011). Public
intervention usually involves imposing obligations on a particular enterprise to ensure access to services of
general economic interest for all citizens at affordable prices and of specified quality.

The operator designated to perform the obligations included in the scope of universal postal services shall bear the
costs related to the obligations imposed on it independently, which may negatively influence its financial
performance. The calculation of the net cost is intended to determine whether the designated operator's financial
performance is affected by the obligations imposed. In the case of a positive net cost value, a significant problem
arises as to how the additional costs should be compensated for by the operator designated in the universal service
sector in order not to impair its market position in fully commercial service areas, without using prohibited public
aid which distorts market mechanisms. According to the 3rd Postal Directive (Directive, 2008), application of any
financing mechanism currently depends on fulfilling the following conditions: (1) universal service obligations
entail a net cost for the operator responsible for providing the universal service, (2) the net cost represents an
unjustified financial burden for that operator.

The article analyses alternative ways of financing the universal service obligation. Although there is no single
model mechanism for universal service obligation financing, it may be possible to combine several alternatives to
ensure that the postal service has sufficient revenue to cover the costs of universal service provision. In addition to
the forms of universal service financing listed in Table 1, such as direct subsidies or compensation funds, in
practice (Accenture, 2015), a diversification method that allows postal operators to develop other areas of activity
that will financially support their core postal activities can still be applied. Moreover, on monopolistic markets,
price regulation of postal services may be considered to ensure that the requirements of the universal service are
met.

Table 1. Possible forms of universal service provision financing

Assessment
The most appropriate funding mechanism for European
postal services. It has relatively low administrative costs.
Policy makers are responsible for both the definition of
USO levels and their financing.
Administering funding processes is costly and complicated.
Raising sufficient funds is unlikely, as the dominant
operators will co-finance USOs.

Form of financing Description
This includes all direct funding made by the
government to cover the cost of commitments.
For foreign postal services, payments are
targeted to specific obligations.
A fund used to compensate for the cost of
universal service obligations. The fund is paid by
other service providers or customers.

Direct
subsidies

Compensation fund

Universal service

contracts

USO elements are publicly auctioned; the
winning operator receives a minimum subsidy to
provide the service.

The method is not practiced. In a market with a dominant
position it is difficult to ensure competitiveness in
individual orders.

It is not a direct financing mechanism. It consists

This is temporary instrument to compensate for excessive

State liability for
irreversible costs

of the state taking responsibility for costs which
were incurred when the operator was a state
institution.

labor costs during privatization. The disadvantage is the
lack of transparency of settlements.

Source: Own elaboration based on Dieke, Junk (2015b)

As the analysis carried out in Table 1 proves that two methods have the potential to fulfil an appropriate role in
universal postal services financing. These include central funding in the form of direct subsidies or compensation
funds. In the current study, they will be analyzed using selected national operators in the EU as examples, with
particular reference to the period of implementation of these solutions in each country. A multi-year perspective
regarding the functioning of the solutions provides a more complete view that allows to conclude on the
effectiveness of the applied solutions and the possibilities of their development in the postal and related industries
(telecommunications, media, transport services, etc.). The remaining forms of financing described in Table 2 have
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only some of the characteristics desired for the mechanism of universal services financing and may be an attempt
to improve the financial situation of operators rather than the system itself.

2. Literature review

In order to correctly estimate potential additional costs of the universal postal service obligation, it is necessary to
determine the net cost of these services incurred by the designated operator. In theory, the determination of the net
cost of universal service obligations is relatively simple - it is the difference between the net cost of a designated
universal service provider covered by universal service obligations and that of a non-universal service provider.
This definition of net cost of the universal service obligation was introduced in 2008 by the 3rd Postal Directive,
which is relatively late. In earlier studies, the concept of net cost was also used, but it was not necessarily the
same as the concept of net cost of the universal service obligation within the meaning of the 3rd Postal Directive.

The available studies on the determination of the net cost of universal service obligations distinguish three main
methodologies for the calculation of net cost, with modifications (Dietl, Griitter, Lutzenberger, 2001): 1) Net
Avoidable Cost (NAC) 2) Entry Pricing (EP); 3) Profitability Cost (PC) Each of the methodologies presented in
Figure 1 takes a different approach to net cost calculation and assumes a different market situation of the postal
operator. In the currently available studies, it is possible to find the Commercial Approach (CA) methodology,
which in Figure 1 would be in PC’s place. According to the author, the approach to estimating of the net cost of
universal service obligations according to the CA method is not a separate methodology, but only a more detailed
and developed version of the PC method.
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Universal Services Obligation (USO)

Fig. 1. Links between methodologies of universal service obligations net cost calculation

Source: Dietl (2001)

NAC (Net Avoidable Cost) methodology (OFTEL, 1995; NERA, 1998) may be used to calculate the additional
costs to be borne by the designated operator as a result of universal service obligations on a monopolistic market.
According to the NAC methodology, calculation of the universal service obligation net cost consists in estimating
the cost of those postal services which are obligatory for universal services, and would not be provided without
the obligation to do so. In European Union countries, the NAC methodology was used in the UK in 2001 by the
consultancy firm Andersen, commissioned by the UK market regulator Postcomm (Postcomm, 2001).
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Entry Pricing (PwC 1998; Rodriguez, & Storer, 2000) can be used to calculate the additional costs of universal
service obligations to be borne by the operator designated in the process of market liberalization. In European
Union countries, the EP methodology was used in Belgium in 2009 by the consultancy firm KPMG,
commissioned by the Belgian market regulator BIPT (Belgian Institute for Postal Service And
Telecommunications) for the Belgian operator (KPMG, 2009).

Profitability Cost methodology (Panzar, 2000; Cremer, Grimaud, & Laffont, 2000) may be used to calculate the
additional costs to be borne by an operator designated as a result of universal service obligations in a competitive
market. Examples of practical application of PC can be found in many European Union countries, including
Poland, Great Britain or Denmark (Frontier Economics, 2008; Copenhagen Economics, 2008). In some studies,
the aforementioned methodology is also referred to as NAC methodology for a competitive market.

In calculating the net cost of universal service obligations, the CA (Commercial Approach) is also mentioned. It is
included in the CERP (Comité Européen des Régulateurs Postaux) and in a document on USO cost calculation in
Denmark (Copenhagen Economics, 2008). The authors state that it can be described as PC method with a broader
perspective because: 1) it assumes that the operator is to a large extent dependent on senders; 2) it considers the
effects demand and substitution when comparing alternative options; 3) it considers weighted average cost of
capital (WACC) when calculating the net cost of services; 4) estimates the costs avoided in the absence of the
USO obligation; 5) it compares avoidable costs with revenue that would be lost in the event of discontinuation or
change in the way postal services are provided.

It should be noted that none of the above elements are excluded from being included in the PC methodology,
where all possible aspects of a postal operator's activity in a competitive market have to be considered, which also
includes demand and substitution effects. In this light, the CA approach is only a detailed version of the existing
PC methodology and, as a rule, both the PC methodology and the CA approach are correct and comply with the
provisions of the 3rd Postal Directive (Directive, 2008). The correct application of the PC methodology, including
all the requirements imposed by the Directive, does not make a substantive difference between the net cost value
of USO obtained using the PC methodology and the CA approach.

Table 2. Review of practices and use of methods for calculating the cost of universal service obligations

Methodology Scope ofapplication Practice Indirect benefits Comments
NAC Great Britain Reported Does not meet the
Cost Of. U.SO on a (2001) not assessed requirements of the 3rd
monopolistic market L
Postal Directive
EP . Belgium Reported Does not meet the
Cost (;L;:Igalﬂor:arket (2009) not assessed requirements of the 3rd
Postal Directive
PC Net cost of USOin an United Kingdom Not included .
- Meets the requirements of
open market with and (2008) Reported and assessed the 3rd Postal Directive
without USO Denmark (2008)

Source: Own elaboration

As shown by European practice presented in Table 2, different methods for calculating the cost of universal
service obligations have been applied in particular countries. It should be noted, however, that not every method
can obtain the net cost within the meaning of the provisions of the 3rd Postal Directive (Directive, 2008). The
described examples of NAC and EP do not meet the requirements of the Directive. This results directly from the
assumptions of the methodologies used and confirms the conclusion that only the use of the PC methodology,
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which covers all effects on both the cost and revenue side, results in an estimate consistent with the definition of
the net cost of universal service obligations.

For the financing mechanism to trigger, the following need to occur: the net cost of the universal service and an
unjustified financial burden on the operator. As it was mentioned, the definition of net cost is included in the 3rd
Postal Directive and the methodology is described precisely in the literature (e.g. Frontier Economics, 2008; Jaag,
Koller, & Trinkner, 2009; Jaag, 2011a). Most models of the universal postal service are exogenous, and scientific
studies boil down to the analysis of their implementation in individual countries (see e.g.: Cohen, Mc Bride, &
Panzar, 2010; Bergum, 2008; Anton, VanderWeide, & Vettas, 2002; Bourguignon, & Ferrando, 2007; Calzada,
2009; Choné, Flochel, & Perrot, 2002; Foros, & Kind, 2003; Gautier, & Mizuno, 2011; Gautier, & Paolini, 2011;
Gautier, & Wauthy, 2010; Jaag, 2011; Borowiec 2012; Borowiec 2013; Rozbiecki, & Rosiak, 2014; KPMG,
2010). However, the 3rd Postal Directive does not explain what the term "unjustified financial burden” entails
(Borowiec, 2011). The literature (Boldron et al., 2009) often refers to situations where the burden exceeds a
certain percentage of the designated operator's profits, prevents a 'reasonable profit' (Frontier Economics, 2012) or
suggests to consider its financial situation (ERGP, 2012).

Issues related to the need to finance universal servic obligations are the subject of numerous studies as well
(Boldron, Borsenberger, Joram et al., 2010; Borsenberger, Cremer, De Donder et al., 2010; Panzar 2008; Mirabel,
Poudou, & Roland, 2009; Chone, Flochel, & Perrot, 2002). However, they serve classification and review
purposes. They refer to the potential possibilities of introducing different financing instruments. There is no
practical verification of the effectiveness of implemented mechanisms with the use of empirical data from
individual markets in which universal postal service is provided, designated operators bear an unjustified burden
and there is an implemented (operating) compensation mechanism for this. There is a lot of research into the
impact of pricing policies in the market where universal service operator is present (Pardou, & Roland, 2014; De
Villemeur, Cremer, Roy, et al., 2003). Research often addresses theoretical issues in pricing and competition
behavior mechanisms in imperfectly competitive markets (Anderson, De Palma, & Kreider, 2001; Hoering, 2006;
Armstrong, Doyle, & Vickers, 1996; Bloch, & Gautier, 2008; De Donder, 2006).

The latest research on operations of the postal services market, where universal services are provided, are focused
on an attempt to redefine the scope. Analyzes are mainly undertaken in order to limit the most important
components of the net cost, which directly affects the amount of unjustified burden on the operator, and therefore
the amount of necessary compensation. This applies primarily to research on the availability of the postal network
for customers and its impact on the quality of services provided (Mercier, Souche - Le Corvec, & Ovtracht, 2020;
Mostarac, Kavran, & Rakic, 2019; Hostakova, 2018; Sarac, Unterberger, Jovanovic et al., 2017). There are also
studies in which the postal network is examined from the point of view of the postal operator, in the framework of
not necessarily an access for the customer, but of its profitability assessment and reorganization in order to
increase its effectiveness (Blagojevic, Ralevic, & Sarac, 2020; Milutinovic, Markovic, Stanivukovic, et al., 2020;
Sarac, Kopic, Mostarac et al., 2016).

At the same time, it should be noted that new means of electronic communication and consumer needs undermine
the economic justification and traditional scope of the postal universal service obligation (Lewandowski,
Mlodkowski, & Wrobel, 2019). In the future, individual countries will adapt their postal universal services to take
into account the availability of electronic substitutes, changes in customer behavior and declining number of
postal items, similar to the telecommunications market. Other areas of current research focus on comparing the
efficiency of postal operators in EU countries (Ralevié, Dobrodolac, & Svadlenka, 2020), or in individual
countries such as Ireland (Cahill, Palcic, Reeves et al., 2018) or Serbia (Dobrodolac, Blagojevic & Draskovic,
2016; Dobrodolac, Ralevi¢, Svadlenka, et al., 2018). Other areas of current research focus on comparing
efficiency of postal operators in EU countries (Ralevié, Dobrodolac, & Svadlenka, 2020), or in individual
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countries such as Ireland (Canhill, Palcic, Reeves et al., 2018) or Serbia (Dobrodolac, Ralevi¢, Svadlenka et al.,
2018).

As indicated by the literature review, there is a research gap in the field of empirical verification of the application
of individual instruments for financing the excessive burden on the universal service operator. If there are already
studies based on the experience in implementing the universal postal service, they address problems with
estimating costs or components of the universal service itself (e.g. network of post offices). This article fills this
gap by presenting the advantages and disadvantages of the two basic financing arguments, which are the
compensation fund and the direct subsidy, based on the experience of selected EU countries.

The aim of the current study is to assess the effectiveness of the direct subsidy and compensation fund as basic

methods of financing universal postal services provided in the scope of incurred net cost on the example of postal

operators in Europe and to determine the results of application of such solutions. The scope of the study includes

an evaluation of the direct subsidy mechanism applicable in Europe on the example of Belgium. A

characterization of the legal framework of operation of the compensation fund and an analysis of the impact of the

adopted financing mechanisms on the achieved level of profitability of the entity obliged to provide universal

postal services in Poland were made. The study also provides a brief overview of the solutions applied in other

EU countries. The current study presents a thesis that the mechanism of compensation of the provision of

universal postal services through compensation funds is defective and ineffective from the point of view of

market regulation and the designated operator. The research problem also applies to other areas of public service

provision, where a social need to provide universal services at the desired level exists (telecommunications,

transport, media provision). Based on the aim and thesis of this paper, the following research questions were

formulated:

1) what is the output of scientific literature in terms of the net cost of universal postal service, and in particular
in relation to the use of compensation instruments for postal operators of unjustified burden,

2) what are the main advantages and limitations of using direct grants as a form of compensation, based on the
example of Belgium,

3) how the compensation fund was implemented and operated in the process of granting compensation to the
universal postal service operator, based on the example of Poland,

4) what are the directions of financial support for activities of postal operators in selected European countries,

5) what is the preferred form of effective support for universal postal service providers to achieve the objectives
of the Third Postal Directive.

The research methods used include analysis of scientific literature, collection, comparison, classification and
generalization of data and expert evaluation. In the study, the active research method was also used, as the author
possesses extensive experience in the area of activity-based costing used by postal operators, among others, in
estimating the net cost of universal services. The case study method was used to analyse the application of direct
subsidies and the compensation fund in financing excessive burden on the designated operator of selected
European countries. It is often used for research in the postal market, due to special circumstances of the activity
of operators designated to provide universal postal services in individual countries.

3. Direct Subsidies in Universal Postal Services on the example of Belgium

The postal market in Belgium has been fully opened to competition since the beginning of 2011. Despite this, the
competition is still small. Bpost is the designated postal operator in Belgium and provides universal and additional
services resulting from the entrusted mission. TBC Post is their sole competitor. At the end of 2014, it was
estimated that it shares less than 1% of the market in domestic postal services. The postal services market is
regulated by BIPT.

550


http://jssidoi.org/jesi/
http://doi.org/10.9770/jesi.2021.8.3(34)

ENTREPRENEURSHIP AND SUSTAINABILITY ISSUES
ISSN 2345-0282 (online) http:/jssidoi.org/jesi/

2021 Volume 8 Number 3 (March)
http://doi.org/10.9770/jesi.2021.8.3(34)

Table 3. Legal requirements of the universal postal service in Belgium

Scope of services Timeliness Delivery frequency
National and international services: e  domestic letters: 95% (d+1), 97% (d+2) |e 5 days a week
o letters up to 2kg e international letters:
e registered and insured letters (no weight limit) 85% (d+3) and 97% (d+5)
e  domestic parcels up to 10 kg
e incoming parcels up to 20 kg

Source: Elaboration based on the Act (1991); Management Contract (2013)

Belgium is a country that offers a wide range of universal service benefits, as shown in Table 3. All available
postal services (except unaddressed advertisements) are part of the universal postal service. Unlike most European
countries, legislation in Belgium provides additional public interest services in addition to the universal service.
Table 4 presents the main bpost tasks, which go beyond the basic standard of universal service adopted in the EU.

Table 4. Additional public service objectives of bpost

Postal network density (higher than required by USO)

e The obligation to maintain retail outlets, at least 1300 postal service points and 650 post offices (more densely than required by
USO, at least one post office in each of the 589 Belgian municipalities)

e Additionally, access to postal service points with a minimum range should be provided: for a minimum of 95% of residents 5 km
away; for a minimum of 98% of residents 10 km away

Services offered to consumers at a specific time (day after day service)

e  Delivery of newspapers and magazines (delivery before 7:30 am during the week)
e Financial postal services (e.g. bank accounts)
e  Pension delivery

Additional services available

Postman social services (e.g. spending time with people living alone)
Delivery of addressed/unaddressed electoral leaflets at reduced cost

Delivery of correspondence sent by non-profit organizations at reduced prices
Delivery of public institution mail, paid by the addressee

Printing, promotion, return and replacement of fishing license

Source: Elaboration based on the Act (1991); Management Contract (2013)

In Belgium, postal law does not provide for the financing of postal services by means of compensation funds,
although this was still possible until 2010. Currently, the net cost of the universal service and the cost of
additional public services can only be compensated by public funds. The government has opted for direct
subsidies from the budget due to the instability of other funding mechanisms such as the compensation fund,
which has more procedures in place. It is also important that direct government funds have a neutral impact on
competition.

For the calculation of the net cost, bpost should have a cost accounting system that clearly shows the differences
between the various services falling within the scope of the universal service, public service missions and other
postal services. The fully segregated cost method, to which Activity Based Costing (ABC) is applied, should be
used for these estimates. For universal service, bpost must first calculate the net cost of universal service using the
net avoidable cost method (the difference in operating result between the existing universal service obligation and
its absence) and take into account other relevant elements, including indirect benefits. The net cost calculated this
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way must be verified by the BIPT. If the net cost of the universal service exceeds 3% of the universal service
provider's trade turnover, this represents a reasonable burden which must be compensated by the central budget.

Net cost not Share of Quality ratio
incurred by bpost | ,/_ loss/gains in i based on current _ Compensation
efficiency bpost results -

Fig. 2. Compensation mechanism for universal service obligations in Belgium

Source: Own elaboration based on Management Contract (2013)

The compensation mechanism shown in Figure 2 contains an incentive for bpost to increase the efficiency and
quality of the universal service provided by including in the loss or gain factors of efficiency and effectiveness,
which are based on bpost’s current performance. The value corresponding to the profit or loss due to efficiency
must be calculated on the basis of the effective reduction of all costs (or increase in total costs) over the entire
duration of universal service obligations provided by bpost, compared to the reference year. Gains and losses
from efficiency changes are divided between state (33%) and bpost (67%). Universal services financing in
Belgium is provided in Figure 3 below.

400

300

200

100 /\\/

2000 2001 2002 2002 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Fig. 3. Universal services financing in Belgium [mln €]

Source: Own elaboration based on Decision 2012/321 (2012); Management Contract (2013)

The net cost calculation presented is verified ex-post by the Board, which consists of four persons
(commissioners): two bpost shareholders and two from the Court of Auditors. Given that the scope of the
universal service provided is greater than in other European Union countries, the amount of financial
compensation is also much greater than in other countries. In 2009, the European Commission launched an
investigation into the state funds paid out to bpost in 1992-2010. It was revealed that annual compensation of up
to €5.2 billion between 1992 and 2010 was granted to bpost for the supply of newspapers and magazines, partly
exceeding the net cost of services estimated on the basis of general economic interest. The European Commission
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ordered the reimbursement of €417 million in 2012 for unjustified support. This decision was challenged by bpost
and Post Invest Europe. In 2013, the court found both motions to be unfounded.

In March 2013, Belgium informed the Commission of a planned annual grant of €300 million to finance the
services of general interest entrusted to bpost under the 5th Management Contract for the period 2013-2015. The
European Commission has positively assessed the method used to estimate the net cost of universal services. It
has determined that the compensation did not exceed the costs of the services and can therefore be transferred
within the framework of the permitted public aid.

After the bpost subsidies increased significantly after 2003, they started to decrease slightly from 2012 as a result
of the operator's productivity increase. Their value fluctuates around 12% of annual bpost turnover. In practice,
the operator receives more compensation for the provision of the public service mission entrusted to it than for the
provision of the standard universal service.

The possibility of introducing a compensation fund to finance the net cost of universal services was eliminated by
the postal law. The BIPT identified the advantages and disadvantages of public subsidies and the universal service
fund. The Belgian Government chose public funding because of the uncertainty in other funding mechanisms, as
is the case with compensation funds (for example, more complex procedures). In addition, their neutral impact on
competition is important. However, through high compensation payments (12% of turnover), bpost is currently
the most profitable postal operator in Europe. This raises doubts whether budget subsidies are needed at all.

4. Compensation Fund in Poland

In the case of the Polish postal market, the obligation to provide services of general economic interest in 2013-
2015 was imposed on Polish Post (Poczta Polska) in the form of statutory provisions, (Act of 2012, art. 178, sec.
1) to provide universal postal services. Since 2016, the Polish Post (Poczta Polska) has also won the competition
for the designated operator for the next 10 years. No universal service which has quality parameters above the
standard regulated at European level occur, contrary to Belgium’s case. In Poland, financing of the net cost of the
designated operator is possible only if the provision of universal services is carried out at an accounting loss. It
must be concluded that such an assessment of the unjustified financial burden is in line with the principles
underlying the 3rd Postal Directive as it is objective, transparent and accurate, for its appropriate allocation of
revenues and costs necessary for the calculation of the loss is guaranteed by the regulatory accounting obligation
imposed on the designated operator (Commission Communication, 2016).

In order to possibly compensate the net cost incurred by Polish Post (Poczta Polska), the Polish authorities
established a compensation fund mechanism, which was notified to the European Commission. It allows for
compensating the costs of Polish Post (Poczta Polska) through contributions from postal service providers
(including Polish Post) operating on the universal postal service market and those services which are
interchangeable.fIf necessary, these contributions may be supplemented by subsidies from state budget.

The designated operator shall estimate the projected net cost of the universal service obligation and the accounting
loss it expects to incur in connection with the performance of the universal service obligation in a given financial
year. The operator is also obliged to submit, by 31 March of the reference year, a corrective action plan to avoid
the occurrence of the forecasted loss (if any) in the provision of universal service (at least to minimize it). The
recovery plan includes various initiatives to increase business efficiency.

"The Postal Law Act art. 3 point 30 contains the definition of "services within the scope of universal services" called
"exchangeable services".
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The Office of Electronic Communications (Urzad Komunikacji Elektronicznej [UKE]), as the market regulator,
verifies the probability of a loss resulting from the provision of universal services, understood as a negative result
on the sale of these services, which, under Polish law, confirms an unjustified financial burden for the designated
operator. If, in a given financial year, the operator has incurred accounting losses as a result of the universal
service obligation, it shall submit to the President of UKE, within seven months, a net cost calculation and the
incurred accounting loss together with supporting documents and request for compensation. The President of
UKE appoints an independent auditor to verify the documents submitted and within 4 months issues a decision
specifying the verified amount of net cost and accounting loss and determining the amount of compensation.

The President of UKE determines the amount of contribution to the fund of postal operators. According to art.
108, sec. 2 of the Postal Law Act, postal operators providing universal services or interchangeable services are
obliged to contribute to the compensation fund if their revenue from these services in the reference year exceeded
the amount of € 0.23 million. The amount of contribution due from each postal services operator is a product of a
uniform percentage index (whose level does not exceed 2%) and the amount of relevant revenue of each operator
obtained in a given year. The market regulator (UKE) considers that the 2% ceiling is not a significant barrier to
the development of postal operators. If the amount of the contributions is not sufficient to cover the entire amount
of compensation, the State shall cover the missing part from its own budget.

If there is an accounting loss in the provision of universal service and the net cost of the universal service
obligation (calculated in accordance with the net avoidable cost method) is lower than the accounting loss
incurred, a value up to the net cost shall be compensated. Conversely, if the net cost is higher than the loss, the
designated operator shall be compensated only for the loss (underfunding). Table 5 shows the calculation of the
compensation for 2013.

Table 5. Result on universal service obligation in 2013 -2015 [€ mln].

Content 2013 2014 2015

Revenues from universal services 756.3 683.0 619.5

Universal services cost 778.4 675.0 561.9

Results from universal service -22.1 +8.0 +57.6
Net cost of universal services 325 33.00 33.0
Including market benefits 42.4 42.4 42.4
Result on sales 6.3 20.0 8.3

Source: Own elaboration based on the Polish Post (Poczta Polska) (2017); Commission Communication (2017)

Data included in Table 5 indicate that the net cost components in 2013 for Poczta Polska constitute a burden of
about € 75.1 million per year. This is partly offset by indirect benefits from being a designated operator, which
amount to around €42.6 million per year. This leads to the conclusion that if Polish Post (Poczta Polska) did not
fulfil the obligation to provide universal postal services, its operating result was €32.6 million higher per year than
the current one, and would amount to over €47.9 million. The net cost of universal services (including indirect
benefits) in Table 5 in the years 2014-2015 has been estimated at a similar level until 2013 as there was a positive
result on universal services which releases Poczta Polska from the obligation to calculate the net cost in those
periods. The relatively low net cost of universal services in Poland compared to Western European countries is
noteworthy. According to the author, one of the reasons may be relatively low labor costs in Poland and quite
optimistically estimated indirect benefits due to the role of the designated operator.

In the future, however, the development of the postal market towards e-substitution and e-commerce will reduce

the benefits of the universal service obligation in all countries. The decrease in demand for postal services
increases the cost of providing the universal service as the decreasing number of items to be delivered increases
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delivery cost. This means that the difference between costs and benefits of universal service obligations will
increase over time, resulting in significant costs - not only to the operator but also to society (Copenhagen
Economics, 2018).

Net settlement for 2013 can be found Table 6 below, which includes potential contributions of operators. In years
2014-2019, no analysis of the settlement of the fund has been made, as Poczta Polska reported positive results on
universal services. In 2013, there were 71 alternative postal operators (currently about 80) in the segment of
interchangeable services, whose total market share was 4.9% in terms of revenues. However, only 10 postal
operators (including PP) met the revenue threshold and were therefore obliged to contribute to the fund.

Table 6. Settlement of the compensation fund for 2013.

Analytic positions Amount Comment
[mln €]
Net cost components (including change in 75.0 Liquidation of unprofitable points, reduction in the frequency of delivery
costs and revenues) in rural areas, cost of capital
Indirect benefits 42.5 Estimated total for those listed in Table 1
Net cost of universal services for 2013 325 Net cost components minus indirect benefits
Level of compensation 22.1 Universal service loss size
Polish  Post  participation in  the 19.7 2% of Polish Post revenue from universal services and replacement
compensation fund services to total market revenues
Payment amount for PP 2.4 The difference between loss and "own contribution" to the fund
Alternative operators 1.0 2% of revenues of alternative operators, namely: PLN 219.8 million
[UKE, 2014, p. 27]

State budget 1.4 Missing amount after alternative operator payment

Source: Own estimates.

The data contained in Table 6 confirm that even if there is a loss on universal services, a significant part of this
loss has to be covered by Polish Post (Poczta Polska) on its own, due to the market share (over 95%). Only €2.3
million is compensated, while the additional burden on the operator exceeds €74.4 million. In turn, the financial
condition of the Polish Post (Poczta Polska) deteriorates. In 2016, for the first time in 10 years, it recorded a
balance sheet loss. At the same time, the Polish Post (Poczta Polska) has not received any aid from the State
budget in recent years. The situation varies in other EU countries. Germany invested so much in Deutsche Post
that it does not even need to establish a designated operator. Deutsche Post is the world's largest logistics and
postal group, which enters foreign markets and provides a higher standard of services than that provided for
universal postal services (Instytut Pocztowy [Postal Institute], 2014).

5. Discussion

Two basic approaches of universal service net cost financing be identified. These include financing through direct
subsidies from the public sector or using a compensation fund usually financed by postal sector entities. Universal
services may also be partially financed through public procurement. It should be noted that this is not a method
for financing the universal services in the strict sense of the term, but rather a form of contracting and delivering
them. In theory, one can also consider the model of monopolization with the possibility of price regulation and
product diversification, however they are a form of financing within the postal industry. In practice, these
methods are not applied because they would restrict competition.

Public funding from the budget seems to be the preferred solution. The state, when defining the scope of the

universal service, shall also bear its costs in this respect. This increases the reliability of the services but it entails
the risk that the universal service provider will assume that all losses will be compensated for by state subsidies,
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which will not provide an incentive to reduce costs. However, as indicated by the research, the creation of
compensation funds leads to the conclusion that without a significant participation in the proceeds of public funds,
it is not possible to effectively finance the costs of the implementation of universal postal services in the amounts
constituting an unjustified burden on the designated operator.

Financing of the universal services by the state is particularly justified for countries where the burden of the net
cost of postal services is high in comparison with the funds that can be obtained from charges from operators or
their customers. Undoubtedly, direct subsidies that reimburse additional costs incurred are effective and do not
significantly affect market competition. By financing the universal service by means of budget contributions, the
costs of the universal service are shared by society as a whole, not just market participants. In addition, if
government subsidies are financed by progressive taxes, the mechanism may be more socially fair. There are
obviously risks and temptations of overcompensation, which will have a negative impact on competition in which
the operator functions. Where the government plays the dual role of investor and supervisor, budgetary financing
must be transparent with regards to the estimation of the net cost and implementation of subsidies. *

In Italy, a compensation fund method is used. Payments from postal operators collected through the fund between
2000 and 2010 amounted to 0.01% of universal postal service net costs (Fratini, 2016). For example, the
contribution to the compensation fund of other service providers was only € 111,000 in 2005 (representing 0.04%
of the net cost of universal service). Contributions paid to the compensation fund proved to be insufficient to
cover the costs of the universal postal service. As a result of state intervention, budget subsidies of approximately
370 million per year for the provision of the universal postal service were transferred to Poste Italiane. The
European Commission verified the compensation for Poste Italiane in the years 2000-2011 (European
Commission Decision, 11.2012) and ruled that the payments were in line with the internal market, as the net cost
of the provided universal services significantly exceeded the value of the subsidy (e.g. in 2010, the net cost of the
universal services was € 689 million and the compensation was € 364.5 million).

A formal verification of the net cost of the universal postal service of the Italian market regulator (AGCom),
performed for the first time in 2014 for the years 2011 and 2012 using the net unpaid method, indicated that it
amounted to € 709 million and € 704 million respectively. This means that the compensation of € 380.6 million
for 2011 and € 327.3 million for 2012 covered only half of the net costs of the universal postal service. For the
period 2015-2019, government subsidies for the provision of the universal postal service have been set at €262.4
million per year regardless of the net cost estimates of the universal service.

In Germany, a universal service compensation fund was not set up as no universal service deficiencies were
observed. The universal postal service is financed by revenues generated by Deutsche Post DHL. In addition,
Deutsche Post receives substantial subsidies for its pension costs, which have been the subject of an in-depth
investigation by the European Commission. Pension subsidies increased from € 151 million in 1995 to € 3.2
billion in 2010, which means that they amounted to around € 37 billion over the period 1995-2010 (Commission
Decision 2012/636). Deutsche Post voluntarily deals with the provision of universal services and their financing,
mainly by building a positive image. It is estimated that the image loss, defined as indirect benefits, could be
greater than the expected savings after the abandonment of universal service. In addition, Deutsche Post would
probably lose its VAT exemption.

Postal services market in France were fully opened up to competition in early 2011. La Poste receives two types
of public subsidies: compensation for the reduced rate for the press and subsidies for maintaining a dense postal
network. La Poste received compensation for the reduced press rate of €242 million a year in the period 2005-
2011. Later, the French government reduced compensation by 50 million € in 2014 and 2015. The compensation

£ In order to meet the legal requirements, the funding must meet the four criteria setout in Altmark (2003).
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for maintaining adequate network density is approximately € 150 million. The net cost to La Poste of maintaining
a dense postal network is set at €269 million for 2010 and €277 million for 2011. Unlike the compensation
payments for lower press costs, the subsidy to provide a dense postal network increases. The European
Commission has accepted the subsidy given to La Poste to maintain a dense network of postal services for the
period 2008-2012, since it represented only a part of the net cost of the relevant public service tasks (Commission
Decision, January 2012).

Great Britain was one of the first countries in Europe to introduce competition on the postal services market in
2006. The Postal Services Act of 2011 provides that the UK Government is taking over part of Royal Mail's
(RMPP) commitments. A pension system has been established which is a burden on the UK Government. As of
31 March 2012, Royal Mail is only obliged to pay pension contributions to employees who still work for Royal
Mail. As a result, it is only responsible for new pension rights acquired after March 2012 (Commission Decision
03.2015).

Royal Mail and Post Office Ltd. (POL), which also deals with retail sales, receives financial support for
maintaining the rural network, subsidies for transforming the network of post offices and exemption from pension
costs. POL has received annual compensation for the maintenance of the network in rural areas which amounted
to up to £ 150 million by 2010. The compensation increased to £280 million between 2015 and 2016. The
Government has granted Royal Mail a debt reduction of £ 1.089 billion over the period 2010-2015, and £184
million for the costs of closing down post offices on the basis of restructuring plans. The European Commission
has reviewed both programmes, declaring them legal (Commission Decision 03.2012; Commission Decision
11.2007). The European Commission has also adopted a £32.2 billion scheme to relieve Royal Mail of pension
costs.

The postal market in Spain was liberalized in 2011. Correos is obliged to provide universal postal services by the
end of 2026 (Postal Law, 2010). In 2011, a compensation fund for universal services was established. Although
has not been implemented yet, the methodology has already been defined. The fund shall be paid for from various
sources. Government subsidies, postal operators' fees, license fees and interest on the collected funds will be the
basic source of funds. Correos will be the only exempt operator. Once the net cost and unjustified burden for a
given year have been determined, the designated operator shall receive their value. In the event that the
components of the fund are not sufficient to compensate for the costs of providing universal service, the
difference will be paid by the central budget. In addition, since 2008, Correos has been receiving capital subsidies
(€ 5-20 million per year) and subsidies for employee training. The total amount transferred decreased from € 627
million in 2008 to € 171 million in 2014 (Annual Reports, 2008-2014).

Correos receives compensation payments for the provision of universal services in advance on the basis of net
cost calculations from previous years. After the end of a given year, the actual net cost of providing the universal
service shall be estimated and a final settlement shall take place. For example, in 2013 Correos received
outstanding payments for 2009 (€ 148 million) and 2010 (€ 121 million). For the 3-year period 2011-2013, a
payment of € 518 million was transferred in 2014. The value of compensations paid out has been increasing in
recent years, from € 40 million in 2011-2012 to € 337 million in 2014.

When considering the methods of universal postal service financing, direct subsidy is proving to be the most
effective source of financing on European markets. The advantage of this alternative is the clear responsibility of
the central budget for ensuring an adequate level of universal service and its financing. A direct subsidy provides
full financing of the universal service based on the estimated cost of the obligation, but is often difficult to
determine reliably. These difficulties can be eliminated by linking subsidies to additional activities of postal
operators, as is the case on European markets. In the UK, the Government provides a subsidy to enable Royal
Mail to maintain post offices in rural areas. By limiting the subsidy to dedicated activities, it facilitates the linking
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of the subsidy to specific costs. The French government is compensating the national operator La Poste for the
reduction in payments for press. In Belgium, the subsidies mainly concern non-standard public service mission.
All these solutions lead to strong support of national postal operators. In this context, the situation of Polish Post
(Poczta Polska) is different because in practice, through the application of the compensation fund, it does not
receive any financial support for the provision of universal services. This deteriorates its financial situation and
competitiveness, especially on international markets in the area of e-commerce.

The ineffectiveness of financing through the compensation fund is also confirmed by the fact that, the Polish Post
(Poczta Polska) has not yet received any amounts to cover the net cost due to the settlement of the compensation
fund for 2013, despite the positive opinion of the European Commission on the justification of granting such aid.
Adoption of a compensation fund model through subsidies of postal operators as the preferred solution for
financing the net cost leads to a situation in which the designated operator is obliged, almost independently, to
finance the burden resulting from the net cost. Consequently, the designated operator is destined to operate in a
much less friendly regulatory environment than other entities, which should be considered a significant
shortcoming of the postal market liberalization process in Poland. Moreover, as indicated by other studies
(Borowiec, 2018), postal operators which function simultaneously on regulated universal services and fully
competitive markets, by using a single cost calculation model (e.g. ABC) may have distorted information about
the result on universal services. The author proves the existence of the so-called universal services result
paradox, which causes an improvement in operating result with decreasing volumes of services and constant
regulatory requirements. On the basis of this evidence, further consideration was given to the need to modify the
ABC model together with a proposal for a methodological basis determined using the net cost of universal
service. The consequence of which is an overstatement of the result on universal services, which results in
limiting the potential amount of co-financing, either from a direct subsidy or a compensation fund.

Conclusions

In the case of the postal market, the regulations at EU level provide for the possibility to finance the activities of
the operator within the framework of the imposed obligation, but without any absolute obligation on the part of
public authorities to finance those services. For the universal service net cost financing, a distinction can be made
between financing through direct subsidies or compensation funds usually financed by postal operators.

In almost all Western European countries (e.g. Belgium, France, Italy, Spain and the UK), the designated
operator receives direct or indirect payments from the public sector. Subsidies can directly finance the cost of the
universal service (Spain, Italy), maintain the postal network (UK, France and Belgium) or support selected
processes, for example press delivery (France and Belgium). A positive aspect of financing the postal service by
the public sector is responsibility or greater availability of funds. This method ensures secure funding, which
increases the reliability of compensation paid to the operator (this was the reason why the fund was abandoned in
Belgium). It is also characterized by relatively low administrative costs. However, it does not provide an
incentive to reduce the costs of universal service, as it is financed by the government. Excessive compensation
may have a negative impact on competition as it may be open to abuse by the service provider. Through public
funding, the cost of service provision is shared by society on a larger scale. The risk of public financing lies in a
potential allegation by the European Commission of unjustified financing of the postal operator, although in the
case of the compensation fund there is also a necessity to notify the EC of the potential financial aid.

The compensation fund shall be financed by contributions imposed on postal service providers or their users.
Almost all countries (Poland, France, Germany, Italy, Spain and the United Kingdom) have the legal basis to
establish a compensation fund. Contributions to the fund are usually limited, as they represent several percent of
the universal service provision net cost (e.g. in Poland, Italy). As the study demonstrates, there are difficulties in
collecting contributions from operators. In practice, the compensation fund is not sufficient and must be
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supported by public funds. The disadvantage of the compensation fund is that the net cost has to be compensated
by market participants, which may lead to a situation where the beneficiary will have to finance itself to a large
extent. Moreover, it sets high requirements for all postal operators due to the requirement to keep separate
accounting and the obligation to submit annual reports. The compensation fund is administratively expensive
(examination of financial data of all operators, calculation of base contribution, fund management). The pros
compensation funds lie in the fact that universal services are financed by the industry, without burdening public
finances. The results of the research carried out in this study and European experience suggest that compensation
funds are not an appropriate mechanism for financing the net costs of postal services.

The study has shown that the preferred form net cost financing should be fully paid from state budget.
Additionally, it should be considered unjustified to charge the full value of the net cost to the operator as the
actual burden and not only the amount of the loss on universal service. It should be stressed that the mechanism
for subsidizing services of general economic interest (SGEIs) implemented directly from budget resources is
already in place (in the rail, postal and telecommunications sectors). A similar financing mechanism should apply
to services of general economic interest (SGEIS) in the entire postal market, namely, for universal service net
cost financing.
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