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Preface

Changing communication habits of businesses and private individuals 
are transforming postal markets throughout Europe. This development 
creates significant challenges for postal operators, especially those 
with a legal obligation to provide universal postal services with 
nationwide coverage. 

Despite necessary changes in regulatory 
frameworks (in Iceland and elsewhere), the 
universal service obligation still puts a 
strong constraint on many postal operators, 
preventing them from acting in the 
commercially most optimal way. This 
constraint gives rise to a financial burden on 
the universal service provider. A burden 
which, absent the obligation, would not 
have existed. 

Against this background, Iceland Post has 
commissioned Copenhagen Economics to 
estimate the size of the financial burden 
created by the postal universal service 
obligation (USO) in Iceland. 

In this report, we estimate the size of the 
financial burden (the so-called net cost of 
the USO) by means of the Commercial 
Approach. This method is internationally 
well-recognized and complies fully with the 
requirements for calculating USO net costs 

set out in the Annex to the European Postal 
Directive. 

Our analysis is based on publicly available 
information, benchmarks from other 
countries, financial information from 
Iceland Post, and interviews with large 
senders of mail in Iceland. 

The report is structured as follows: In 
Chapter 2, we explain the dynamics of a 
declining mail sector, how regulatory 
decisions shape the market, and how a 
careful regulatory approach can reduce the 
risks of regulatory failure.

In Chapter 3, we outline the concept of USO 
net costs, how these costs should be 
calculated, and how the burden created by 
the postal USO can be reduced. We also 
present a number of international case 
studies.

In Chapter 4, we assess the robustness of 
Iceland Post’s commercial business strategy 
(the scenario where Iceland Post would not 
have a USO). 

In Chapter 5 and Chapter 6, we estimate the 
financial impact of the counterfactual 
scenario on Iceland Post’s costs and 
revenues and investigate the existence of 
any intangible benefits accruing to Iceland 
Post as part of the USO. 

In Chapter 7, we present our final estimate 
of the USO net cost in 2016 and discuss how 
the net cost, given market trends and 
developments, may develop in coming 
years. 

ANNA MÖLLER BOIVIE

Managing Economist
Project Manager
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1 Executive summary

Mail volumes in all developed countries are on 
decline. In Iceland, domestic letter volumes declined 
by 50 percent between 2008 and 20161. This drop is 
mainly due to digitalization and substitution away 
from physical letters towards electronic alternatives.

Letter volume declines have important implications 
for postal operators. In particular, a large share of 
joint and common costs in mail delivery implies that 
unit costs increase disproportionally as letter 
volumes fall. In cases like this, postal operators have 
two alternative strategies to cut costs in order to 
reduce or limit increases in unit costs.

On the one hand, postal operators can aggregate 
volumes in order to maintain the number of items 
per drop. This can be done by reducing delivery 
frequency or via price incentives to increase the 
share of non-priority mail. 

On the other hand, postal operators can scale down 
the postal network, e.g., by reducing the 
geographical coverage or by shifting delivery to 
cluster mailboxes or post offices instead of doorstep 
delivery. 

The presence of a universal service obligation, 
however, can prevent the operator carrying this 
obligation from undertaking these types of changes. 

THE POSTAL USO

In order to ensure that a basic level of postal services 
is provided on equal terms for all citizens, 
governments across the world impose a so-called 
universal service obligation (hereafter USO) on 
providers of postal services. The postal USO entails 

certain requirements, such as the obligation to 
collect and deliver specific types of postal items, 
collect and deliver mail a specific number of days per 
week, ensure that prices for sending mail are 
affordable and uniform across the country, and that 
mailings arrive within a certain number of days after 
being posted. 

The obligation to provide some postal services 
through the USO aims at covering a social need that 
would not be covered by the market on commercial 
terms, absent regulation. Covering this unmet need 
entails a benefit to the society. At the same time, 
supplying services that are not economically viable 
on their own comes at a cost for the regulated 
operator obliged to provide the service. This is the 
net cost of the USO. If the net cost of the USO for the 
regulated operator is larger than the benefit of the 
USO to society, this will on balance entail a net cost 
to society.

Market developments in terms of increasing e-
substitution and e-commerce influence the balance 
between USO costs and benefits. More specifically, 
the benefits of the USO decrease as citizens, 
businesses and governments to a greater extent rely 
on electronic means of communication. However, as 
postal services display strong economies of scale, e-
substitution also increases USO costs as shrinking 
mail volumes raise the unit cost of delivery.

This implies that the gap between benefits and costs 
of the USO will grow over time, resulting in a 
significant cost – not only to the regulated operator, 
but also to society, see graph below. The shift in 
balance between USO costs and benefits call for 

adaptions to the current USO. If the USO is not 
adapted to changing market conditions, the operator 
might be hindered to work in an efficient manner.

THE RISK OF REGULATORY 

FAILURE

Any changes to the postal USO require careful 
balancing of the benefits and costs of the USO. The 
reason for this is that any (non)change of existing 
regulation or introduction of new regulation bears a 
risk that regulatory objectives are not met and that 
the regulation instead creates more inefficiencies.2

This situation is known as regulatory failure. 

The risk of regulatory failure is especially large when 
policy makers are unable to take into account 
dynamic market developments, e.g. structural 
developments, innovations, technical progress, 
development of substitute services, and changes in 
postal users’ needs and preferences.

Figure 1: Increasing gap between 

USO benefits and costs

Source: Copenhagen Economics

Cost of the USO Benefit of the USO

Benefit>Cost
Cost>Benefit

Time

51) Iceland Post (2017). 2) Postal Innovation Platform (2013), p. 2.



For example, reducing the USO too much too soon 
(when there still is a significant dependence on 
universal services and the cost saving potential is 
relatively low) may lead to a loss in total social 
welfare. Similarly, if regulatory changes come too 
late, this may imply irreversible harm, making it very 
difficult for the operator to restructure its business.
With good timing, however, the cost of the USO can 
be reduced more than the benefit of the USO and the 
adaptation may therefore result in a net benefit for 
society, see graph below.

To avoid adverse outcomes, the regulator should 
before any regulatory decisions perform a strategic 
review, considering the impact of the regulatory 
options (including the option not to adapt 
regulation) on the stakeholders in the market. 

THE CONCEPT OF USO NET COSTS

The fact that the USO can force postal service 
providers to structure their business in a way which 
they would not have done without the USO, implies 
that the profit earned with the USO may be lower 
than the profit which should have been earned 
without the USO. The difference in profit for the 
regulated operator with and without the USO is the 
so-called USO net cost, see graph to the right. 

According to the EU Postal Directive, a postal 
universal service provider can ask the national 
government for compensation of the USO net cost. 
For this reason, many postal universal service 
providers calculate the USO net cost on a regular 
basis. A widely recognized method to calculate USO 
net costs is the Commercial Approach, consisting of 
the following four steps:

1. The counterfactual situation: What would the 
universal service provider do without the USO?

2. Effects on costs and revenues: What would the 
universal service provider save without the USO 
and what revenues would the universal service 
provider lose without the USO?

3. Intangible benefits: What are the intangible 
benefits derived from the USO? 

4. Eligibility for compensation: Is the universal 
service provider eligible for compensation?

ICELAND POST’S 

COUNTERFACTUAL SITUATION

The business reality for providers active on the 
Icelandic postal market differs substantially from 
that in many other countries. At the same time, the 
challenges that have come with modern ways of 
communication are similar in Iceland and other 
countries. 

For example, e-substitution and a movement away 
from physical mail communication implies that the 
number of mail items delivered per household per 
week decline in many countries. 

Cost of the USO Benefit of the USO

Time

Figure 2: With good timing, the 

cost of the USO can be reduced 

more than the benefit of the USO

Source: Copenhagen Economics

Reduced USO

Figure 3: USO net costs: Difference 

between actual and counterfactual 

profit

Source: Copenhagen Economics
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In Iceland, the average household receive 3.8 mail 
items per week. This number is lower than in many 
other European countries, see graph below.

At the same time, Iceland has the fifth lowest 
population density in the world and the lowest in 
Europe.3 For postal services, this indicates that there 
should be significant scale benefits from a reduction 
in delivery frequency in Iceland compared to many 
other countries. A lower delivery frequency would 
allow for an accumulation of letters over a longer 
time period and thus more letters delivered per 
household per delivery, lowering the delivery cost 
per letter.

Whereas domestic letter mail volumes are declining 
rapidly, the volumes of international postal items 
from abroad (primarily small packets generated 
through e-commerce) have doubled since 2012. 
Although these items contribute to maintaining 
volume in the domestic network, they also pose a 

large challenge to Iceland Post. The reason for this is 
that the compensation that Iceland Post receives 
from the postal operator in the sending country for 
delivering these items often do not cover costs.

The universal service obligation in Iceland contains 
requirements within areas such as products 
provided, access to outlets, delivery frequency, 
delivery speed, delivery of international postal items 
(going forward international postal items referrers to 
letters, packets and parcels unless anything else is 
specified), and prices.

In absence of the USO, Iceland Post would change its 
business model to avoid costs and thereby generate 
higher profits than in the current situation with the 
USO. More specifically, Iceland Post would without 
the USO make the following five changes to its 
business:

1. Delivery of inbound international postal items at 
commercial rates instead of rates defined by 
international agreements.

2. Complete transition to XY delivery in the whole 
country for all mail.

3. Set standard delivery speed to D+3, matching 
that of todays B-mail.

4. Discontinue home delivery in the most rural 
areas, instead delivering mail items to the 
nearest post office.

5. Delivery of shipments for the blind at standard 
rates instead of providing delivery for free. 

USO NET COSTS IN ICELAND

Based on an in-depth assessment of the market 
situation in Iceland and in other postal markets 

across Europe, we find that Iceland Post’s proposed 
counterfactual is reasonable. The main reasons for 
this is the fact that no commercial operator would 
supply services at a loss-making price and that the 
cost savings implied by the counterfactual are likely 
to outweigh the loss in revenue created by users of 
mail that will switch away from the Iceland Post due 
to a reduced service level. In addition to this, we 
observe that postal operators in other countries are 
moving in the same direction as Iceland Post’s 
proposed strategy and that the cost saving potential 
linked to the proposed changes in Iceland, due to the 
low population density and low mail volumes per 
capita, most likely is larger than in many other 
countries.

After having established how Iceland Post would be 
likely to act in the absence of the USO, we estimate 
what this would imply for its costs and revenues (i.e. 
how the operator’s profit would change in the 
absence of the USO). This exercise consists of a 
detailed analysis of how the proposed changes would 
affect costs in every part of Iceland Post’s value chain 
(from sender to recipient) and how different types of 
users of postal services would react to the new 
service offering (i.e. to what extent, if any, they 
would reduce their demand for services provided by 
Iceland Post and the impact of this on Iceland Post’s 
revenues). 

Based on our analysis, we estimate the potential cost 
savings to more than 7oo million ISK, the more 
important post being savings stemming from 
reduced delivery speed and frequency. 

3) World Bank (2017a). 7

Figure 4: Addressed mail items per 

household per week, 2016

Source: Copenhagen Economics, based on postal operators’ 
annual reports and information from national statistical offices
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In addition, we find that the counterfactual business 
strategy would increase Iceland Post’s revenues by 
about 85 million ISK, excluding intangible benefits. 
This net effect stem from both losses and gains in 
revenues caused by changes in service level and 
price, the most significant elements being delivery 
speed and frequency and international postal items.

First, changes in delivery speed and frequency would 
have a negative effect on revenues. Second, the 
distribution of incoming international items no 
longer would be a loss-making activity but instead 
generate a small profit. The net effect on Iceland 
Post’s profit is estimated to more than 800 million 
ISK, see Table 1. 

ASSESSMENT OF INTANGIBLE 

BENEFITS

While the USO itself is a set of legal obligations 
which does not offer any benefits as such to the 
universal service provider, it may nevertheless create 
benefits stemming from an economic value of a right 
or privilege that is linked to the USO. Such 
intangible benefits should, in accordance with the 
Postal Directive (2008/6/EC), be taken into 
consideration in the USO net cost calculation by 
subtracting the value of the benefit from the net 
costs. 

Based on an in-depth literature review, we have 
identified 17 examples of potential intangible 
benefits of the USO. Out of these potential benefits, 
we find that it is only the benefit stemming from 
Iceland Post’s reserved area that should be included 
in the USO net cost calculation. We estimate the 

value of this intangible benefit to about 150 million 
ISK. After considering this revenues loss stemming 
from the intangible benefit we end up with an 
estimated total net cost of the USO of about 
650 million ISK, see bottom row of Table 1.

Whereas potential benefits pertaining to special 
rights to marketing, stamp issuance and exemptions 
from customs legislation do apply to Iceland Post in 
theory, we find that the actual monetary value 
stemming from these benefits is low and also very 
uncertain. Consequently, we do not include these 
benefits in our estimations of USO net costs.

Further, benefits relating to ubiquity, demand 
complementarities and economies of scale/scope are 
also relevant in the Icelandic context. However, as 
the commercial approach applied to estimate net 
costs already include these benefits in the estimation 
of revenue effects, we do not need to capture them 
separately as intangible benefits. 

USO BURDEN TODAY AND IN THE 

FUTURE

Until 2018 the main drivers of Iceland Post’s net cost 
of the USO are the USO requirements preventing 
Iceland Post from completing the introduction of XY 
delivery throughout the country and international 
postal items.

As Iceland Post in 2018 will be allowed to introduce 
XY delivery throughout the country, this means that 
these element of the USO net cost will disappear, at 
least for some years. However, as mail volumes will 
continue to decline due to increased e-substitution

and digitalization of communication, Iceland Post 
will eventually find it commercially optimal to reduce 
delivery frequency even further, e.g. to one day per 
week. When this happens, the delivery speed and 
delivery frequency requirements in the USO will 
again become restrictive and create a USO net cost 
for Iceland Post.

Cost

effect

Revenue

effect

Net 

effect

Delivery speed 

and frequency
445 -365 80

International 

postal items
0 475 475

Delivery in rural 

areas
270 -35 235

Shipments for the 

blind
0 10 10

Total 715 85 800

Reserved area 

(intangible 

benefit)

0 -150 -150

Total net cost of 

the USO
715 -65 650

84) This corresponds to the average yearly decrease of mail volumes in Iceland from 2012 to 2016.
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of abandoning the USO (million 

ISK)

Note: All figures rounded to the nearest 5
Source: Copenhagen Economics



Assuming, for example, that mail volumes in Iceland 
decline by 7 percent per year4, this implies that the 
number of mail items per delivery route in 2030 will 
be back at the level observed in 2016 (when the 
commercial option for Iceland Post would have been 
to reduce delivery frequency to reduce delivery 
costs). 

When the delivery speed and delivery frequency 
elements of the USO net cost disappear in 2018, the 
requirements linked to the delivery of international 
postal items will become an even more important 
driver of USO costs.

As there are no signs indicating that volumes of 
cross-border e-commerce from Asia will decline in 
the coming years, this means that the net cost related 
to this element of the USO most likely will increase 
over time. Assuming, for example, that the volume of 
items from abroad would increase by 13 percent per 
year5 and that there would be no change in the 
compensation received by Iceland Post for the last 
mile handling of these shipments, the net cost of this 
USO element would increase from 480 million ISK 
in 2016 to 780 million ISK in 2020 and 1,435 million 
ISK in 2025.

Based on the above, we conclude that Iceland Post’s 
net cost of the USO will increase from 2016 to 2017. 
From 2017 to 2018, there will be a one-time 
reduction in net costs thanks to the increased 
flexibility with respect to delivery speed and delivery 
frequency. As from 2018, however, there will again 
be a steady increase in net cost increasing volumes of 
small cross-border packets and declining letter mail 
volumes.

WAYS OF REDUCING THE USO 

BURDEN IN ICELAND

There are four generic ways in which a government 
can reduce the burden on the designated postal 
operator stemming from the USO:

1. Public procurement of universal postal services
2. Reduced USO requirements
3. Increased pricing flexibility 
4. Compensating USO net costs directly 

Whereas some of these options may be relevant for 
the Icelandic government in reducing the net cost of 
delivery in rural areas, or the net cost linked to free 
delivery for blind and visually impaired citizens, we 
find that the main element of USO net costs (linked 
to international postal items) requires changes in 
international agreements (which the Icelandic 
government cannot affect) or the introduction of 
additional sources of revenue for Iceland Post linked 
to the distribution of incoming international postal 
items. This could, for example, be the introduction of 
additional administration fee for international postal 
items that require registration.

If this type of solution is not possible, the only viable 
option for the Icelandic government to reduce the 
USO burden in the long run will be through direct 
compensation of USO net costs. The reason for this 
is threefold:

First, although public procurement of universal 
postal services may seem like a good idea in theory, it 
entails many practical challenges. For example, 
whereas collection and delivery in the most remote 
areas can be tendered in theory, this will most likely 

cause problems linked to e.g. the price for access to 
upstream activities such as sorting which may not be 
provided by other delivery operators than Iceland 
Post. Moreover, dividing the USO into different 
geographical areas and awarding these areas to 
different service providers would imply that national 
mail should be sorted and transported by different 
companies. The complexity of this arrangement 
increases if the letters are coming from abroad.

The fact that there today is a limited number of 
operators in Iceland with the necessary 
infrastructure in place to fulfil the USO requirements 
would also imply limited competition in the 
tendering process. This implies a significant risk that 
the Icelandic government would end up paying a 
high price for the services procured.

Second, the scope to reduce the USO burden by 
loosening the national USO requirements further is 
very limited. As the largest share of the USO net cost 
after 2018 will stem from international agreements 
which are not directly controlled by the Icelandic 
government, this implies that there from 2018 will 
be limited scope to reduce the USO burden by 
reducing national USO requirements further.

Third, increasing pricing flexibility for domestic mail 
is not a solution in Iceland. The reason for this is that 
the only postal prices that have to be approved by the 
regulator in Iceland are those within the reserved 
area (i.e. for letters up to 50 g). Even if Iceland Post 
could set the prices for these products freely, it 
would not be able to increase prices without creating 
substantial substitution to electronic means of 
communication. 

5) This corresponds to the average yearly increase of inbound international standard letters to Iceland from 2012 to 2016. 9
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NOT COMPENSATING THE USO 

BURDEN MAY THREATEN QUALITY 

AND AFFECT ICELAND POST’S 

LONG-TERM COMPETITIVENESS 

If the USO burden is not compensated by the 
government, the increased financial pressure created 
by market developments will force Iceland Post to 
seek to cut costs even further in order to remain 
financially sustainable. Iceland Post has over the last 
years used the flexibility provided under the current 
regulatory framework to increase efficiency and cut 
costs. Examples of this is the transformation to XY 
delivery and the closure of certain post offices. 

In this situation, one way to cut costs within the 
current regulatory framework is by introducing (or 
increasing the share of) subcontractors in delivery. 
Although this often is an effective way of reducing 
costs, it also comes with challenges – especially with 
respect to maintaining a high quality of service. 

Evidence from other countries demonstrates that 
this type of cost cutting measures, if not made very 
carefully, may harm quality of service, as well as the 
brand of the universal service provider, substantially. 

In addition, compensating Iceland Post for the USO 
net cost will put the operator financially at equal 
footing with alternative delivery operators, who do 
not have a USO but compete for (parts of) the 
delivery services provided by Iceland Post. 
Refraining from compensating USO net cost will 
thus put Iceland Post at a competitive disadvantage 
compared to other operators. This situation will 
reduce the financial sustainability of the USO even 

further and thereby increase the pressure on Iceland 
Post to cut costs by lowering the quality of service. 

10
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HOW TO REGULATE A DECLINING MAIL 
MARKET?

2.1 DYNAMICS IN A DECLINING MAIL SECTOR

2.2 REGULATORY DECISIONS SHAPE THE MARKET

2.3 THE RISKS OF REGULATORY FAILURE

2.4 PRINCIPLES TO GUIDE REGULATION IN A DECLINING MAIL MARKET



2.1 Dynamics in a declining mail sector

Understanding the cost and demand structures of 
mail delivery is important to understand how market 
developments and regulation may affect the postal 
sector. The global demand for mail has been 
declining in the last years due to digitalization. This 
trend is often referred to as e-substitution and has 
created a situation where large letter volume declines 
have lead to increasing unit costs and declining 
revenues for mail delivery. This, in turn, has created 
financial challenges for many postal operators. 

COST STRUCTURE - A LABOUR 

INTENSIVE BUSINESS

Mail delivery is a very labour intensive business, and 
every postal operator’s main asset is its labour force 
of postal workers.6 Approximately 45 percent of 
postal operators’ costs are incurred in the delivery 
phase where the bulk of costs are incurred by 
mailmen who manually deliver letters and parcels to 
individuals and businesses in more or less sparsely 
populated areas7. On top of that, other parts of the 
production process, such as collection, sorting, and 
transport, also require manual labour. 

The high labour costs constitute a core difference 
between mail delivery and other network industries 
such as telecommunications, where the delivery of 
services depends closely on company assets of the 
plant and equipment type, i.e., capital costs.8

According to Eurostat, the EU-average share of 
personnel costs in production was in 2015 45 percent 
in the postal industry vs. 17 percent in the 
telecommunications industry. Whereas the postal 
industry employed 1.6 million workers across Europe 
in 2015, the telecommunications industry employed 

1.1 million workers, while generating 3.5 times as 
much turnover as the postal industry.9

In addition to being highly labour intensive, the 
postal sector is also characterized by having a high 
share of joint and common costs and low marginal 
costs. The costs incurred in mail delivery are shared 
by many postal products of varying service levels that 
are delivered together during the same route. As a 
consequence, the cost of delivering one extra 
(marginal) item is very low.

The labour intensive nature of postal delivery and 
the high share of joint and common costs have three 
important implications (strongly linked to each 
other). 

First, a high share of joint and common costs means 
that economies of scale and scope are important to 
avoid large unit costs in mail delivery. Many of these 
costs (e.g. salary cost for mailmen, cost of delivery 
vehicles) are volume independent and fixed in the 
short run. However, in the longer run, postal 
operators can change their scale and alter the fixed 
component, which takes them to a different (e.g., 
lower) overall cost level. Firms may wish to do so to 
increase economies of scale in their operations, for 
instance by reducing the delivery frequency or by 
reducing the geographical coverage. By lowering the 
delivery frequency, each postal worker can deliver 
more items on each delivery route. Similarly, by 
reducing the geographical coverage, the postal 
operator can focus on geographical areas with a high 
letter density. 

Table 2: Implications of cost 

structure

Source: Copenhagen Economics

Second, high labour intensity means that alternative 
operators (competitors to the incumbent postal 
operator) can realize high cost flexibility by for 
example hiring self-employed workers and having a 
large share of part-time contracts.10

Third, high labour intensity means that postal 
operators (at least in theory) can scale up or scale 
down their networks in order to adapt to changing 
market conditions. However, the implementation of 
cost saving programs requires investments and the 
presence of extensive collective agreements generally 
makes adjustment processes difficult and costly. The 
presence of a universal service obligation (USO), see 
Box 1 on the following page, can also prevent the 
operator carrying this obligation from scaling down 
its network. Hence, it is generally easier to scale up 
postal activities than it is to scale them down.

6) EC (2012). 7) WIK (2013a). 8) Crew & Kleindorfer (2010), p. 3. 9) Note that the share of personal costs in production in the postal industry likely is 
underestimated, because when postal operators outsource, the costs no longer register as labour costs. Thus, postal operators with low labour 

costs are often just operators with much outsourcing. Eurostat (2017). 10) De Bijl et al. (2006).
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Implications

1. Economies of scale and scope are important 

to avoid large unit costs 

2. High labour intensity may give an advantage 

to competitors with more flexible contracts

3. Extensive collective agreements or the 

presence of a broad universal service 

obligation may prevent postal operators from 

using the flexibility implied by high labour 

intensity



BOX 1: The postal universal service obligation 

Communication through physical letter post and the 
ability to receive and send goods within and between 
countries has for many years been considered a basic 
right for citizens across the world. At the same time, 
strong dependence on scale economies in the 
provision of postal services and varying geographical 
and demographical conditions make it costly and 
commercially unattractive to collect and deliver mail 
in certain areas. For these reasons, postal services 
are defined as a so-called service of general economic 
interest11.

In order to ensure that a basic level of postal services 
is provided on equal terms for all citizens, 
governments across the world impose a so-called 
universal service obligation (hereafter USO) on 
providers of postal services. The postal USO entails 
certain requirements, such as the obligation to 
collect and deliver specific types of postal items, 
collect and deliver mail a specific number of days per 
week, ensure that prices for sending mail are 
affordable and uniform across the country, and that 
mailings arrive within a certain number of days after 
being posted. 

BENEFITS AND COSTS OF THE 

POSTAL USO

The obligation to provide some postal services 
through the USO aims at covering a social need that 
would not be covered by the market on commercial 
terms, absent regulation. Covering this unmet need 
entails a benefit to the society. This benefit is 
represented by the part of the yellow circle not 
covered by the grey circle in Figure 5. At the same 
time, supplying services that are not economically 

viable on their own comes at a cost for the regulated 
operator obliged to provide the service. This is the 
so-called net cost of the USO, represented by the part 
of the blue circle not overlapping with the grey circle 
in Figure 1. If the net cost of the USO for the 
regulated operator is larger than the benefit of the 
USO to society, this will on balance entail a net cost 
to society.

Figure 5: Benefit and cost of the 

USO

Source: Copenhagen Economics

11) A service of general economic interest is defined as an economic activity that public authorities identify as being of 
particular importance to citizens and that would not be supplied (or would be supplied under different conditions) if there were no public 

intervention. See European Commission (2017). 13



2.1 Dynamics in a declining mail sector

DEMAND STRUCTURE – LARGE 

SHARE OF BUSINESS CUSTOMERS

There are a range of factors which discipline the 
behaviour of designated postal service providers. 
These are, for example, electronic communication, 
alternative advertising media, alternative delivery 
networks, and the universal service obligation. 
Amongst these factors, the competitive pressure 
from e-substitution is particularly constraining on 
demand for postal services and the postal operator’s 
conduct. 

On the one hand, a high share of business customers 
in the postal sector implies a high degree of buyer 
power. This is in contrast to other network industries 
such as telecoms, where business customers are less 
and less predominant and residential consumers 
make up a larger share of the market.12 Businesses 
often make their spending decisions – including on 
postal services – based on cost benefit analyses of 
the expected outcome of using different services to 
serve their needs (i.e., contacting clients for 
marketing or transactional purposes). Nowadays, 
these cost benefit analyses also include electronic 
communication options. This cost benefit rationale 
puts ongoing pressure on postal operators 
worldwide, since for many businesses the cost 
benefit assessment points to the use of e-
communications instead of letter mail. 

On the other hand, there are still a (small and 
declining) group of consumers, often referred to as 
vulnerable users, who are dependent on postal 
services. These users have a very low degree of buyer 
power and are often dependent on USO regulation 

securing that their needs are ensured (e.g. though 
affordable postal tariffs and uniform prices). This 
customer structure implies that postal operators 
often face large differences in price sensitivity from 
different customer groups. 

The combination of the demand structure described 
above and the large share of joint and common costs 
implies that optimal pricing of mail delivery is 
achieved by pricing services according to the price 
sensitives of different customer segments. This is 
often referred to as price differentiation or price 
discrimination. Sometimes, it is also referred to as 
market-based pricing.

12) Ofcom (2013). 14
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2.1 Dynamics in a declining mail sector

THE MANY FACES OF POSTAL 

SERVICES

The postal market consist of many different 
products, see illustration, with different cost and 
demand characteristics. 

In Iceland, the majority of mailings are domestic 
letters (79 percent). Although domestic mail is 
dominant, e-commerce has lead to an increase in 
international postal items (14 percent of all mailings 
in 2016) during later years.

International postal items (going forward 
international postal items referrers to international 
letters, packets and parcels unless anything else is 
specified) are different from domestic ones. While 
profits increase with volumes for most domestic 
products, the relation between profits and volumes is 
the opposite for international postal items, see Box 2 
on the following page.

As volumes of traditional mail decrease and volumes 
of international postal items increase, postal 
operators all over the world are to an increasing 
extent experiencing challenges with respect to the 
financial sustainability of providing universal postal 
services.

Figure 6: Components of the Icelandic postal market (share of items)

Source: Copenhagen Economics, based on data provided by Iceland Post
Note: The domestic mail shares presented in Figure 2 do not include unaddressed mail due to it not being a part of the USO, but a large share of the 
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BOX 2: The special case of international postal items

All designated postal operators in member countries 
of the Universal Postal Union (UPU) must adhere to 
the UPU convention and deliver inbound 
international postal items at prices (so-called 
terminal dues) set by the convention if not otherwise 
agreed in bi-/multilateral international agreements.

The compensation that many operators, among those 
Iceland Post, receive for delivering inbound 
international postal items to recipients in their home 
country is lower than the relevant cost incurred for 
the handling and distribution of these letters. This is 
particularly the case for registered letters, which 
cannot be delivered directly to the recipients’ 
mailboxes and which often due to technical 
mismatches between computer systems, or poorly 
written addresses, need to be handled manually.

The combination of declining domestic mail volumes 
and increasing international postal item volumes are 
bound to be terminal for many designated postal 
operators as both declining domestic mail volumes 
and increasing international postal item volumes, see 
Figure 7, have negative effects on financial results.

Figure 7: International postal item volumes are increasing

Source: Copenhagen Economics, based on data provided by Iceland Post
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2.1 Dynamics in a declining mail sector

MANAGING DECLINING MAIL 

VOLUMES

Mail volumes in all developed countries are on 
decline. In Iceland, domestic letter volumes declined 
by 50 percent between 2008 and 201613, cf. Figure 10 
on the following page. This drop is mainly due to 
digitalization and the substitution away from 
physical letters towards electronic alternatives.

Letter volume declines have important implications 
for postal operators. Most importantly, volume 
reductions cause unit costs to increase due to high 
fixed costs. This development implies, in turn, that 
postal operators are forced to take action in order to 
remain in business. In response to the challenge of 
plummeting volumes, operators can embark on one 
or several of the following strategies to uphold their 
profitability:

• Increasing efficiency (lower costs),
• Increasing prices (higher revenues),
• Safeguarding volumes through innovation 

(maintain revenues), and/or
• Reducing the level of service (lower costs).

However, the option of increasing prices is often not 
a viable solution for postal operators due to 
competition from other postal operators, other 
means of communication (e.g. electronic 
alternatives), or postal products with lower service 
levels. Moreover, where USO regulation prevents 
price increases for USO products, this is also a 
constraining factor– both for USO products directly 
and for other products indirectly (through 
substitution effects).

As a result of these constraints, postal operators are 
forced to invent new solutions, improve efficiency 
and cut costs in order to stay in business. This is an 
innovative and demanding process.

The large share of joint and common costs in mail 
delivery implies that the unit cost increases 
disproportionally as letter volumes fall, cf. Figure 8. 

In cases like this, postal operators have two 
alternative strategies to cut costs in order to avoid 
large increases in unit costs.

• Postal operators can aggregate volumes in order to 
maintain the same number of items per drop. This 
can be done by reducing the delivery frequency or 
by using price incentives to increase the share of 
non-priority mail. Volume aggregation means a 
movement along the cost curve, thereby reducing 
average cost, illustrated by going from CH to CL 

along the C1-curve in Figure 9.

• Postal operators can scale down the postal 
network, e.g., by reducing the geographical 
coverage or by shifting delivery to cluster 
mailboxes instead of doorstep delivery. Cost cutting 
in this way means a shift to a lower cost curve, 
showed in Figure 9 by a movement from the 
C1-curve to the C2-curve, with a movement from 
CH to CL as a result.

In many cases, postal operators use a combination of 
the two strategies described in order to reduce costs.

Figure 8: Increasing unit costs as 

volume decline

Figure 9: Two strategies to avoid 

increased unit cost

Source: Copenhagen Economics

Source: Copenhagen Economics

Unit cost

Volume/items per drop

Volume
decline

CH

CL

Unit cost

Volume/items per drop

CH

CL

A

B

C1

C2

13) Iceland Post (2017). 17



2.1 Dynamics in a declining mail sector

Figure 10: 50 percent decrease in Icelandic addressed mail volumes since 2008 (Index, 2008=100)*

18

Sources: Austria Post (2010; 2016), PostNL (2012; 2014; 2016), TNT (2009; 2010), Poste Italiane (2009; 2010; 2012; 2014; 2016), Posti (2015; 2016b), Viestintavirasto (2015), Posten Norge (2008; 
2009; 2010; 2011; 2012; 2013; 2014; 2015; 2016), PostNord (2016b), Posten Sverige (2008), Post Danmark (2008a), Canada Post (2009; 2010; 2012; 2014; 2016), Iceland Post (2017).

Note: Index for mail decline in Italy only available for recorded and unrecorded mail and does therefore not include entire addressed mail volume.
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2.1 Dynamics in a declining mail sector

DECLINING MAIL VOLUMES AND 

COMPETITION

Falling mail volumes will have consequences for the 
competitive landscape of mail delivery. There are 
two main reasons for this.

First, falling mail volumes and higher unit costs in 
mail delivery imply that entry based on existing 
business models will be less attractive14, although 
still possible. However, new business models are 
likely to emerge. One could for example imagine 
business models relying on hybrid delivery, where 
the mail is printed and distributed locally, automated 
package deliveries using unmanned drones to reduce 
labour costs, or delivery services using the sharing 
economy concept.15 The reduced demand for mail 
delivery could thus be supplied with innovative 
service models implemented by either new or 
existing firms.

Second, a loss in volume will trigger efficiency 
improvements and cost reductions in order to keep 
average cost low in times of lower volume. Cost 
reductions in terms of adjustments in the logistical 
processes (e.g., delivery frequency) will have an 
impact on the competitive landscape where there will 
be a competition about finding the most innovative 
low cost business models. This race will ensure 
reduction of the combined network capacity, so that 
it matches the total mail volume.

Exactly what the future of the postal sector will look 
like is, however, highly uncertain and depends on the 
development of several parameters. First of all, the 
future development of mail volumes is of great 

importance, second; the possibility of new and 
improved technologies may change the competitive 
landscape, and a third key driver behind the future 
development of postal networks is the regulation 
that the operators face.

14) WIK (2013a); Crew & Kleindorfer (2011). 15) Postal Innovation Platform (2014). 19



2.2 Regulatory decisions shape the market

Regulators can intervene in the postal market in 
different ways, for example through changes in the 
existing USO or through the implementation of new 
(additional) regulation. 

As with all regulation, these decisions will have 
important impact on users and providers of postal 
services. However, so will the decision not to change 
anything as the market evolves.

As acknowledged by the OECD, regulators should 
consider a number of welfare criteria in order to 
make correct decisions. In this respect, the OECD 
acknowledges that economic theory is useful to assist 
the assessment of the social welfare impact of policy 
decisions. The fundamental theoretical economic 
starting point for welfare is efficiency.16 In particular, 
when evaluating policy initiatives, three types of 
efficiency should be taken into account: allocative, 
productive, and dynamic efficiency:

“Allocative efficiency requires that output be at the 
appropriate level. Productive efficiency requires 
that such output be produced in the least expensive 
way given the available set of technologies. 
Dynamic efficiency refers to the improvement over 
time of products and production techniques”.17

IMPACT ON USERS OF POSTAL 

SERVICES

Mailers make numerous decisions such as what 
service and quantity to purchase, whether to send 
pre-sorted mail, or whether to send marketing 
material in the same envelopes as bills or as direct 
mail. These decisions are determined by the prices 

for mail delivery.

Efficient use of postal services (so-called allocative 
efficiency) is obtained when operators produce the 
right services and mailers make optimal use of the 
postal network in place. In other words, the optimal 
amount of services is produced and consumed.

According to economic theory, optimal production 
and consumption of postal services occurs when each 
product is priced to reflect the customers’ price 
sensitivities.18

USO regulation sometimes prevents this, for 
example through a requirement of affordable prices 
as specified by the Postal Directive: “prices shall be 
affordable and must be such that all users, 
independent of geographical location, and, in the 
light of specific national conditions, have access to 
the services provided”.19 If USO regulation 
constrains the pricing decisions of the postal 
operator, there is thus a risk that a vast supply of 
low-priced universal postal services might lead to 
over-consumption, i.e. that users of postal services 
consume more of a product than they would have if it 
was accurately priced. 

Narrowing down the USO, however, might also come 
at a risk as this might lead to some postal users not 
having access to the basic postal services that they 
need.

IMPACT ON PROVIDERS OF POSTAL 

SERVICES 

Regulatory decisions also affect the incentives for 

efficient service provision in the market (so-called 
productive efficiency).

Productive efficiency means that postal services are 
produced at the lowest possible cost and depends on 
outcomes at both the firm level and industry-wide 
level.

First, at the firm level, productive efficiency is 
obtained when:
• The optimal combination of inputs (e.g., labour 

force, equipment) is in place; and
• The firm reduces any sources of x-inefficiency, i.e., 

it makes each input (labour, machinery) as 
productive as possible, for instance via re-training, 
reorganization or equipment updates.

Second, at the industry-wide level, productive 
efficiency reflects the amount of duplication of 
resources. For instance, productive efficiency will be 
lower if there are three alternative infrastructures 
used to deliver the same services – compared to the 
case with two alternative infrastructures.

Lack of efficiency is common in markets where a 
dominant operator does not face sufficient 
competitive pressure to encourage efficient provision 
of services. Consequently, in the absence of 
competition, regulators may regulate prices to mimic 
effects of competition, thereby creating pressure on 
postal operators to become more efficient.20

Promoting efficiency is, for example, one of the 
motivations behind the regulated prices for USO 
products in France21, Germany22, Italy23 and the 
UK24.

16) OECD (2010). 17) Cabral, ed. (2000), p.26. 18) Tirole (1988), p. 70. 19) European Parliament (2008). 20) See, for example, Bounin et al. (2009); Hearn & Callaert (2007). 
21) Bounin et al. (2009). 22) BNetzA (2008). 23) AGCOM (2013); ITA Consult & WIK (2009). 24) Ofcom (2012); Postcomm (2010). 20



2.2 Regulatory decisions shape the market

However, not only price regulation can have an 
influence on the efficiency of firms. By adjusting the 
USO to match new user needs, the operator will be 
able to adapt and cut costs in the parts of the 
organization that are no longer efficient due to 
changing user needs. For example, lower required 
delivery frequency may allow the regulated operator 
to reduce the number of vehicles used for delivery. 

Similarly, if the USO is not adapted to changing 
market conditions, the operator might be hindered 
to work in an efficient manner. For example, not 
being able to use mail carriers as efficiently as would 
have been the case under a less strict USO.

Furthermore, competition from within and outside 
the postal market is also a strong efficiency driver. 
Even in the absence of competition within the postal 
market, postal operators are currently facing strong 
substitution towards competing services based on 
electronic communication. This competitive pressure 
has caused continuous declines in mail volumes. To 
counter the effect of volume decreases on (higher) 
unit costs, postal operators are forced to improve 
their efficiency in order to remain financially 
sustainable. For this reasons, the competitive 
pressure caused by market trends could reduce the 
need for regulation put in place to ensure efficient 
provision of postal services.

Since user needs for postal services are expected to 
change also in the future –due to increasing e-
substitution and a greater take up of e-commerce, 
further waves of large scale restructuring could be 
necessary for postal operators to maintain the 

optimal design of their network over time. Thus the 
viability of a financially sustainable provision of 
universal postal services is likely to depend on 
innovative thinking and on the ability of postal 
operators to apply innovations in response to market 
evolutions.

If regulatory intervention presents obstacles to 
investment and innovation by postal operators, it 
risks reducing dynamic efficiency in the market as 
well as the financial sustainability of the USO. 
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2.3 The risks of regulatory failure

A NEED FOR (GENTLE) 

ADJUSTMENT

The change of existing regulation or introduction of 
new regulation bears a risk that the regulatory 
objectives, e.g. protection of consumers or 
prevention of a market failure, are not met and that 
the regulation instead creates more inefficiencies.25

This situation is known as regulatory failure. 

The risk of regulatory failure is especially large when 
policy makers are unable to take into account 
dynamic market developments, e.g. structural 
developments, innovations, technical progress, 
development of substitute services, and changes in 
consumers’ needs and preferences.

With respect to the regulation of universal postal 
services through the postal USO, market 
developments in terms of increasing e-substitution 
and e-commerce influence the balance between USO 
costs and benefits through two channels: 

Firstly, as communication is moving from traditional 
postal services to the internet, so-called e-
substitution, the benefits of the USO decrease as 
citizens, businesses and governments to a greater 
extent rely on electronic means of communication. 
Since postal services display strong economies of 
scale, e-substitution also increases USO costs as 
shrinking mail volumes raise the unit cost of 
delivery.

Secondly, the emergence of e-commerce alters the 
demand for postal services, resulting in structural 
changes of the market and users’ social needs. This 

results in changes in the composition of total mail 
volumes, and costs of providing the current USO 
increase (see section 1.2).

This implies that the gap between benefits and costs 
of the USO will grow over time, resulting in a 
significant net cost – not only to the regulated 
operator, but also to society, cf. Figure 11.

Changing user needs and the resulting shift in 
balance between USO costs and benefits call for 
adaptions to the current USO, see Figure 12. For 
example, e-substitution reduces the need for low cost 
delivery letters overnight as part of the universal 
service obligation. This reduces the social need for 
traditional postal services, cf. the new, smaller, social 
need in Figure 12. Nevertheless, there may still be a 
need to provide a slower delivery service at a low 
price. 

Any changes to the postal USO require careful 
balancing of the benefits and costs of the USO. A 
USO obligation is balanced when the loss of benefits 
associated with a marginal reduction in the scope of 
the USO outweighs the marginal cost savings 
resulting from a narrower USO. Reducing the USO 
beyond this level would result in a too narrow USO 
where social needs remains uncovered.

Figure 11: Increasing gap between 

benefits and costs

Figure 12: Not adapting existing 

regulation leads to inefficiencies

Source: Copenhagen Economics

Source: Copenhagen Economics

Cost of the USO Benefit of the USO

25) Postal Innovation Platform (2013), p. 2. 22
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2.3 The risks of regulatory failure

SHIFTING THE BALANCE BETWEEN 

COSTS AND BENEFITS 

If the USO is adapted to changing market conditions 
this will reduce the cost of providing the USO. For 
example, a reduction in the delivery frequency will 
reduce the fixed cost component in delivery and 
thereby reduce the cost per item delivered. This can 
shift the balance between USO costs and benefits. 

However, adapting the USO may also lead to a 
reduction in USO benefits. This risk is particularly 
large if there are some vulnerable user groups who 
are dependent on the provision of universal postal 
services. If, for example, there are no competing 
providers of morning newspapers, a reduction in 
delivery frequency will imply that people will not get 
their morning newspaper every day. This may reduce 
the benefit currently derived by the USO. 

With correct timing, the cost of the USO could be 
reduced more than the benefit of the USO and the 
adaptation could therefore result in a net benefit for 
society.

RISKS OF (NOT) ADAPTING 

EXISTING REGULATION

Adapting the USO at a too late stage (or not adapting 
the USO at all) will have implications for different 
types of stakeholders. For this reason, any reduction 
in the USO must take into account market trends and 
developments. As the benefits of the current USO 
decline sequentially with time, reducing the USO too 
much too soon (when there still is a significant 
dependence on universal services and the cost saving 
potential is relatively low) may lead to a loss in total 

social welfare. With good timing, however, the cost 
of the USO can be reduced more than the benefit of 
the USO and the adaptation may therefore result in a 
net benefit for society, see Figure 13.

If new regulation is implemented too late, it might be 
very difficult for the operator to restructure its 
business and adapt according to the new regulation 
leading to an increased gap between USO costs and 
benefits. 

Summing up, inappropriate regulation may therefore 
distort efficiency by sending the wrong signals to the 
market. As a consequence leading to:

• Distortion of allocative efficiency  Inadequate use 
of postal services: Mailers may be overconsuming 
postal services, due to the USO provider offering 
them at a to low price as a consequence of too 
extensive USO requirements. 

• Distortion of productive efficiency  inefficient 
production: Due to an old USO specification, the 
universal service provider may be stuck with 
inefficient business models, resulting in too high 
costs of providing postal services. 

• Distortion of dynamic efficiency  distorted 
competition: The universal service provider may be 
stuck with costly operations such as too frequent 
delivery, or too high labour costs due to too 
extensive USO requirements. This will not allow 
the operator to compete efficiently with providers 
who are not bound by the same requirements. 
However, a too large USO may also lead to an

Figure 13: With good timing the 

cost of the USO can be reduced 

more than the benefit of the USO

Source: Copenhagen Economics

increased risk of cross-subsidization, i.e. that the 
regulated operator subsidizes non-USO services with 
revenues from USO services. This may distort 
competition if the competitive non-USO services are 
priced at a below-cost level.
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2.4 Principles to guide regulation in a declining mail market

As demonstrated in this chapter, the postal market is 
highly dynamic and regulatory decisions may have 
significant implications for the functioning of the 
market.

Before any regulatory decisions are made, policy 
markers should conduct a strategic review –
considering the impact of the decision on the 
different stakeholders in the market. As part of such 
a strategic review, regulators should turn to 
economic principles. These are used to define more 
precisely how best to serve regulatory objectives in 
the regulator's decision making. As acknowledged by 
the OECD, regulators should consider allocative, 
productive, and dynamic efficiency (see section 1.2) 
when evaluating policy initiatives.

Dynamic market forces (e.g., volume reductions and 
changes in the level and type of competition) can 
both reverse the effect of regulatory intervention and 
induce unpredictable outcomes (sometimes even 
worse compared to the evolution without 
regulation). The dynamic setting makes regulatory 
decisions critical. How can the regulator know how 
to regulate a market with an uncertain future, and 
who is willing to invest in a market where there is 
uncertainty about future regulation? To avoid 
adverse outcomes, the regulator should perform a 
strategic review before choosing whether to 
introduce remedies belonging to the new regulatory 
regime. A strategic review reduces the risk of adverse 
outcomes.

Strategic reviews have for example been conducted 
in the UK, cf. Box 3 on the following page. A strategic 

review can assess whether there is any need for 
regulatory intervention, it can prevent adverse 
outcomes, and it can increase regulatory 
predictability for firms’ planning.

When changes to the USO is considered, there is 
often a strong focus on reducing USO costs while 
minimizing the negative impact on USO benefits. 
However, as the change in itself might induce extra 
costs on the operator or other stakeholders in the 
market, the regulator needs to take into account any 
cost of implementation related to the new regulation.

Implementing the necessary changes to operations in 
order to make use of increased cost saving potential 
may also take time. It is therefore necessary that any 
changes in regulation are announced in sufficiently 
advance, such that the postal operator has sufficient 
time to adjust. For example, reducing staff and 
selling off assets may take time. For large changes to 
the USO, a longer time period may be needed. 

Implementing the necessary changes may also 
require new investments. For example, if some 
vulnerable groups of postal users are 
disproportionately hurt by the reduction in the USO, 
targeted measures might be needed in order to 
satisfy the critical needs for these users. The cost of 
making such investments have to be taken into 
account in the evaluation of a specific policy option. 

Last, but not least, if the change comes too late, this 
may imply irreversible harm. For example, a late 
change may make it very difficult for the operator to 
restructure its business.
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BOX 3: UK deregulation driven by the risk of regulatory failure (I/II)

Market context: A large amount of 
fundamental uncertainty
“Not only is the market in a state of long-term 
decline, it is also characterized by great uncertainty. 
When the last price control was set in 2006, the 
extent of volume decline was foreseen neither by the 
regulator nor by Royal Mail. Moreover, the longer-
term role of post in the overall communications 
market, and, in particular, the extent to which post 
will continue to be relied upon as a means of 
communication competing with electronic 
substitutes has yet to become clear.” (para 1.20) 

Starting point: A recognition of past 
regulatory failure
“There is widespread recognition that the approach 
to regulation adopted in the past, has failed in the 
face of the particular circumstances affecting this 
sector. To date, the approach adopted has been 
based on price controls - similar to those used in 
most other utility sectors. In normal circumstances 
this approach is an effective means of preventing 
private operators from earning excessive profits, 
thereby providing incentives for firms to reduce 
costs, while at the same time protecting consumers 
from excessive prices. It is an approach that is widely 
used by regulators, including Ofcom, to regulate 
private operators with significant market power. The 
recent experience of postal regulation, however, has 
demonstrated all the weaknesses of price controls 
with none of the benefits.” (paras 1.21-23) 

The reasons behind regulatory failure: i) 
uncertainty; ii) regulatory credibility; and iii) 
unavoidable reduction in flexibility or loss of 

incentives 
“First, in a highly uncertain market environment, 
where the level and pattern of demand is so unclear, 
it is not feasible to expect to predict accurately 
whether a given price trajectory is sufficient to allow 
the universal service to be financed. If the price 
control that is set turns out to be to be too tight, it 
will not allow for the universal service to be financed. 
If, on the other hand, it is set too loosely, it will 
provide little protection and inadequate efficiency 
incentives.” (para 1.25) 

“Moreover, an RPI-X approach to constraining 
prices and incentivizing efficiency carries with it a 
major issue of credibility, given Royal Mail’s current 
financial circumstances and our primary duty in 
relation to the universal service.” (para 1.26) 

“A price control also reduces the flexibility of Royal 
Mail to adapt to unexpected changes in the market 
and its operating environment. We have examined 
the possibility of designing a price control which 
would allow for potential changes in the market, e.g., 
using adjustment mechanisms and re-openers. 
However, such approaches are unlikely to be able to 
predict or to resolve all potential circumstances and 
are also likely to reduce the incentive properties of 
any price control. Indeed, the more sophisticated we 
attempt to make a price control, the more potential 
there is for unintended consequences.” (para 1.27) 

Relevance: The impact of regulatory failure is 
large
“Universal service and access products make up 
about 60% of Royal Mail’s total letter revenues. 

Therefore any difference between the assumptions 
made at the time of setting a price control and actual 
outturns in the market would inevitably have a very 
significant effect on Royal Mail’s financial 
profitability and the viability of the universal 
service.” (para 1.28) 

Conclusion: A very high risk of regulatory 
failure due to the impossibility to second-
guess the market
Given i) structural and cyclical market reduction; ii) 
unreliability of elasticities 
“The risk of regulatory error is very high given the 
exceptional nature of the circumstances of the postal 
market. In determining the appropriate level of price 
rises, we would need to take a view now, not just of 
the current pattern of demand, but the pattern of 
demand throughout the life of the price control 
period. Ofcom would, in setting the level of control, 
in effect need to second-guess the market and the 
future commercial judgement of the company now 
and in the longer term, during a period of 
considerable change and uncertainty.” (para 1.29) 

“there is significant uncertainty about the future of 
the postal sector. While there has clearly been a 
structural decline in mail volumes worldwide, and 
particularly in the UK, it is difficult to separate this 
from the cyclical decline linked to the current 
economic climate and its effect on business 
transactions and therefore mail volumes. Further-
more, there is great uncertainty about the speed and 
comprehensiveness of e-substitution, i.e., the 
replacement of physical mail by electronic 
communications.” (para 6.44) 

Source: Ofcom (2011). 25



BOX 3: UK deregulation driven by the risk of regulatory failure (II/II)

“While it is logical to assume that changes in prices 
for postal services will have some effect on volumes, 
it is currently impossible to predict with any 
certainty what this effect will be. The elasticity 
assumptions previously used by Royal Mail and 
Postcomm are historic in nature and based on 
evidence from periods of relative price stability. It is 
unclear to us that these assumptions are reliable in 
the current context.” (para 6.45) 

Policy adopted: granting pricing freedom to 
royal mail, subject to safeguards:
i) monitoring and potential for re-regulation; ii) a 
basic universal service available and affordable; and 
iii) the discipline of competition and innovation 
(para 1.38) 

Source: Ofcom (2011). 26
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THE CONCEPT OF USO NET COSTS AND 
DEVELOPMENTS IN OTHER COUNTRIES 
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3.1 The concept of USO net costs

THE NET COST OF THE USO

The net cost of the USO emerges since the USO can 
force postal service providers to structure their 
business in a way which they would not have done 
without the USO. As a result, the profit earned with 
the USO may be lower than the profit which should 
have been earned without the USO. The difference in 
profit for the regulated operator with and without 
the USO – the so-called USO net cost – is illustrated 
in Figure 14. 

In the EU Postal Directive, the USO net cost is 
defined as “the difference between the net cost for a 
designated universal service provider of operating 
with the universal service obligations and the same 
postal service provider operating without the 
universal service obligations”,26 i.e. the profit 
forgone due to the obligation.

As described in chapter 2, the gap between benefits 
and costs created by the USO is increasing due to 
changing market structure, mainly due to e-

substitution causing mail volumes to decline. As the 
designated provider of universal postal services 
cannot change its business strategy in the way it 
would have done absent the USO, this is leading to 
an increase in the USO net cost. 

Figure 14: The net cost of the USO is the difference between actual profit and counterfactual profit

Source: Copenhagen Economics

26) European Parliament (2008). 28



3.2 Calculating the net cost of the USO

According to the EU Postal Directive, a postal 
universal service provider can ask the government in 
its country for compensation of the USO net cost. 
For this reason, many postal universal service 
providers calculate the net cost of the USO on a 
regular basis. 

It is of outmost importance that the provider of 
universal postal services is not overcompensated for 
its obligations. Such over-compensation would 
amount to unlawful state aid and would distort 
competition between the regulated operator and 
other market players since the regulated operator 
could use the extra compensation to cross-subsidise 
its activities in market segments where there is fierce 
competition. If there is no over-compensation, 
however, the universal service provider is no better 
off in the situation with a compensated USO than it 
would be in the situation without the USO.

It is thus very important to calculate the net cost 
using an appropriate method. A survey of European 
universal service providers from 2010 showed that 
postal operators in Europe used several different 
methods for developing their own estimates of the 
USO net cost. The most commonly used methods 
were based on the fully allocated cost method, the 
net avoidable cost method, as well as the commercial 
approach. 

FULLY ALLOCATED COST METHOD

The fully allocated cost method is based on 
accounting methodology and does not include a 
counterfactual scenario. Thus, it fails to comply with 
the definition of USO net costs as the difference in 
profit between the status quo and the counterfactual 

scenario without the USO.

Instead of defining the net cost as the difference in 
costs for the universal service provider operating 
with and without the USO, the fully allocated cost 
method calculates the total cost of the USO 
according to the status quo.

An advantage of the fully allocated cost method is 
that it allows to calculate all losses that are 
associated with the USO. However, losses resulting 
from the USO are not the same as the net costs of the 
USO. As a direct result, the main disadvantage with 
the method is that it does not comply with the net 
cost definition in the Postal Directive. 

Further, the fully allocated cost method only 
captures the direct revenue effects and ignores the 
dynamic indirect demand effects. It also leaves out 
potential market benefits from being a designated 
universal service provider.

NET AVOIDABLE COST METHOD

The net avoidable cost method calculates the net cost 
of the USO as the saving that the postal operator 
could achieve if there was no USO and the operator 
could discontinue all loss-making activities. The 
underlying assumption is that a profit maximizing 
commercial operator without any USO would not 
serve unprofitable market segments. 

The net avoidable cost method leaves out effects on 
the revenue side, ignoring demand effects and 
assumes that all services provided at a loss will 
discontinue in the absence of the USO. This is not 
reasonable as some of these services might be 

necessary in order for the universal service provider 
to maintain profitability in other market segments. 
Therefore, the reduction in service level in the 
counterfactual situation will in this case be over 
estimated and yield too high net costs.

The main advantage of the net avoidable cost 
method is that it, in contrast to the fully allocated 
cost method, employs a correct cost perspective by 
focusing on the avoidable costs. However, its main 
disadvantage is that it does not define the net cost in 
such a way that would result in a correct estimate of 
the net cost. The method does not account for 
interdependence between services on the revenue 
side and assumes that any service elements that are 
provided at a loss will be abandoned in the absence 
of the USO, irrespective of whether they are required 
to maintain profitability in other market segments or 
not. Therefore, the method will result in an 
overestimation of the reduction of services in the 
counterfactual scenario, and yield a too high net cost. 

Also, the net avoidable cost method focuses on 
receiver segments instead of sender segments (those 
who pay the postage fees). As a result, it gives an 
unrealistic picture of which postal services would be 
removed in absence of the USO.

THE COMMERCIAL APPROACH

The commercial approach was constructed to tackle 
the weaknesses of the two previous approaches. 
This method applies the correct net cost definition 
and calculates the difference in profit with and 
without the USO, i.e. compares the actual profit 
under the USO and the profit in the counterfactual 
situation without the USO.

Source: Copenhagen Economics (2011). 29



3.2 Calculating the net cost of the USO

The commercial approach is explicitly based on two 
scenarios: the current situation where the universal 
service provider provides the USO services under the 
current legal framework, including requirements as 
well as possible legal benefits, and a counterfactual 
situation, where the former universal service 
provider acts on a purely commercial basis, without 
any USO. That is, the commercial approach 
estimates the total commercial effect of 
discontinuing a given USO element in terms of both
cost and revenue effects. It has also been applied in 
practice, meaning that the method is not merely 
theoretical. 

The main advantage of the commercial approach is 
that it complies with the criteria of net costs set forth 
in the Postal Directive, thereby tackling the 
weaknesses of the previous two methods. It applies 
the correct net cost definition and calculates the 
difference in profit with and without the USO, i.e. 
compares the actual profit under the USO and the 
profit in the counterfactual situation without the 
USO. Further, it defines the correct customer group 
as the senders of mail as opposed to the receivers. 
The commercial approach also defines two types of 
revenue effects, including direct price and indirect 
demand effects. Also, it estimates market- and 
intangible benefits stemming from the USO.

THE FOUR STEPS OF THE 

COMMERCIAL APPROACH

1. What would the universal service provider 
do without the USO?
The counterfactual scenario analysis starts with the 
postal operator’s proposed alternative, which 

thereafter is tested and challenged by means of 
cross-checks, benchmarking, and an in-depth 
analysis of pros and cons of the proposed 
alternative. 

2. What would the universal service provider 
save without the USO and what revenues 
would the universal service provider lose 
without the USO?
The assessment of cost savings can preferably be 
done by means of a “value chain approach” where 
one would identify what changes are implied by the 
counterfactual scenario and what cost implications 
they would have. This also includes any cost 
changes caused by changes in demand for postal 
services, stemming from the change in business 
strategy.

Further, direct and indirect revenue effects for each 
of the alternative commercial offerings are 
identified and quantified, often based on 
information from large users of postal services in 
the domestic market. 

3. What are the intangible benefits derived 
from the USO? 
In addition to cost and revenue effects, the 
universal service provider may derive intangible 
and market benefits from having being the 
designated provider of universal postal services. 
The value of these benefits should be subtracted 
from the net cost.

4. Is the universal service provider eligible 
for compensation?
In this final step, the value of the net cost is 
calculated and it is evaluated whether the universal 
service provider is eligible for receiving 
compensation for the net cost.

Source: Copenhagen Economics (2011). 30
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3.3 Ways of reducing the USO burden

FINANCIAL COMPENSATION OR 

INCREASED FLEXIBILITY

According to the Postal Directive, designated 
universal service providers in the EU can claim 
compensation for USO net costs imposing an unfair 
burden on the universal service provider. 

When faced with a claim for compensation (or even 
before), national regulatory authorities and 
governments face a choice between (i) financially 
compensating the designated operator for the net 
cost of the USO, (ii) increasing the flexibility of the 
same, and (iii) introducing public procurement of 
universal postal services. When facing this choice, 
regulators need to take into account the effect of 
their policy choices on USO sustainability and the 
need for funding using taxpayer money. 

While the concept of financial compensation is 
relatively straight forward, increased flexibility in 
regulation is not. Increased commercial flexibility 
can mean different things. For example, it may mean 
a more flexible price regulation (allowing the postal 
operator to increase prices to reduce the net cost) or 
a reduction in other USO requirements, such as 
delivery frequency or delivery speed requirements.

As demand for postal services is elastic, increased 
pricing flexibility is often not enough to solve the 
problem of the USO burden. An elastic demand 
means that postal users will consume less postal 
services as prices increase. This means that the 
positive revenue effect per letter of a price increase is 
opposed by a decline in demand. Price increases may 
therefore not ease the USO burden, but only trigger 

additional substitution away from physical delivery.
With respect to reductions of the USO, the 
vulnerable users are those most likely affected by 
this change. For example, one way to reduce the USO 
burden could be by reducing the requirement with 
respect to geographical coverage. This would save 
large costs for the operator who would not have to 
serve remote areas. However, it would hurt people in 
these areas who no longer would have access to 
postal services. Another (less intrusive) option could 
be to reduce delivery frequency requirements.

At the same time as some users might be hurt by 
changes in the USO, it should be recognized that 
changes in universal service providers’ product 
portfolios are driven by user preferences.

A third option, not used much in practice, is the 
introduction of public procurement of (some) 
universal postal services. One main drawback of this 
approach is the difficulty of correctly defining the 
request for tenders. There are also practical 
challenges in defining the scope for procurement. 
For example, procuring delivery of mail in remote 
areas does often not make sense as mail is sorted 
centrally and it is not possible to split mail destined 
for remote areas already at the time of posting. 

Different efforts to reduce the USO burden have 
been made in different countries. In the following, 
we describe a few examples of actions taken by 
national regulators as well as operators in seven 
different countries.
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Denmark

Letter volumes sent by PostNord Denmark (hereafter 
PostNord) has declined by 65 percent since 2008, 
see Figure 17. As described in chapter 2, letter 
volume declines have important implications for 
postal operators. Most importantly, volume 
reductions cause unit costs to increase due to high 
fixed costs. This means that the burden of the USO is 
increasing with declining mail volumes. As a reaction 
to declining mail volumes, both the regulator and the 
operator PostNord have taken actions to decrease 
the burden of the USO. Some examples are listed 
below.

• Introduction of C-letters (2008)
The C-letter product is intended for business 
senders and is slower and less costly than A- and 
B-letters, however conditional on a number of 
requirements regarding volume and content. The 
introduction of the C-letter implied a lower unit 
cost for processing and delivery of the new product 
for PostNord (at the time Post Danmark), thereby 
reducing the burden of the USO as more large 
mailers shifted towards the new product. Adding 
this product did not require any regulatory 
changes, but it did help to reduce the burden of the 
USO.27

• Introduction of XY delivery (2009) 
The intuition behind XY delivery is explained in 
Box 4 on the following page. This increases the 
number of letters handed out per household per 
delivery, thereby reducing the cost per item 
delivered. Although the introduction of XY delivery 
did not require a regulatory change, per se, it was 
made possible due to price increases of A-letters 
which induced a shift from A-letters to more 

flexible B- and C-letters.28

• Removal of price cap on B-letters, delivery 
to registered addresses only, and new 
requirements for private mailboxes (2010)
The introduction of a new postal regulation in 2010 
increased the commercial flexibility for PostNord 
significantly. Increased flexibility in pricing opened 
up for further price increases of A- and B-letters. 
The discontinuation of the obligation to deliver 
post all addresses (including summer houses and 
other non-registered addresses) and new 
requirements for private mailboxes (implemented 
in 2012) allowed PostNord to reduce delivery costs, 
thereby reducing the burden of the USO.29

• Price increases (2011)
In 2011, PostNord increased the price for A-letters 
by 45 percent and the price of B-letters by 20 
percent. This generated higher revenues through 
the higher prices and more product flexibility as 
the price increase of A-letters also triggered 
substitution to products with longer delivery times, 
allowing for a more flexible delivery structure.30

However, although the price increase was 
successful in this case, a price increase in itself is 
not always an effective way to reduce the USO 
burden as the decrease in demand from the 
increased prices may offset the positive revenue 
effect.

• Elimination of A-letters from the USO, 
decreased delivery speed for B-letters and 
decreased delivery frequency (2016)
In 2016, A-letters were eliminated from the USO in 
Denmark and B-letters were relaunched as

Figure 17: Addressed mail volumes

Sources: PostNord (2016b), Post Danmark (2008). 

standard. At the same time, the delivery speed of B-
letters was decreased from D+3 to D+5. The overall 
delivery frequency was also decreased from six days 
per week to five days per week. These, quite 
substantial, changes are estimated to have lead to 
savings for PostNord of €44 million, significantly 
reducing the USO burden in a country where mail 
volumes are continuing to decline.31

27) Post Danmark (2008). 28). Post Danmark – PostNord (2011). 29) PostNord (2010a), 30) Copenhagen Economics (2012b). 31) PostNord (2016a). 32
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BOX 4: XY delivery explained

The intuition behind XY-delivery can be explained as 
if the mailman delivers letter on one side of the street 
one day and on the other side of the street the next 
day. This is different from ordinary delivery where 
the mailmen visit all households every day, see 
figure. XY delivery allow the mailman to bring more 
items to each household per delivery thereby 
reducing unit cost.

XY delivery has been implemented in many several 
countries following the decline in letter volumes, for 
example Denmark (see page 32) and Italy (see page 
37).

33

XY delivery, 
day one

Ordinary 
delivery

XY delivery, 
day two

Source: Copenhagen Economics



0

20

40

60

80

100

120

2008 2009 2010 2011 2012 2013 2014 2015 2016

Finland

Addressed mail volumes sent by Posti in Finland 
decreased by 36 percent since 2008, see Figure 18. 
As a reaction to declining mail volumes, actions have 
been taken by both the regulator and the operator, 
Posti, to decrease the burden of the USO. Some 
examples are listed below.

• The New Postal Act (2011)
A new Postal Act was introduced by the regulator 
in June 2011 with the objective to ensure the 
availability of postal services in the whole 
country32. The Postal Act removed the requirement 
to deliver mail overnight (D+1) from the USO, 
making the standard delivery time two working 
days. If the regulated operator would chose to 
deliver D+1, however, this product would still be 
subject to the requirements applying to the other 
parts of the universal service.

• Universal Service Obligation for domestic 
parcels discontinued (2016)
The Finnish Communications Regulatory Authority 
redefined the USO requirements for parcels in 
June 2016. The changes implied discontinuity of 
the universal service obligation for domestic 
parcels, starting from October 31st 2016. However, 
outbound international parcels weighing less than 
10 kilos are still maintained under the universal 
service obligation.33

• Merging of A and B-letters (2017)
In the beginning of 2017, Posti merged A and B-
letters (i.e. discontinued the provision of a D+1 
service within the USO, as allowed by the postal act 
in 2011). The new standard letter is delivered 
within 2 days. 34

• Decreased standard delivery speed (2017)
In 2017, the Postal Act was again redefined, 
changing the required delivery speed from D+2 to 
D+4, indicating that a standard letter should be 
delivered within four weekdays from the day of 
deposit35.

• Introduction of 3-day delivery in urban 
areas (2017)
In July 2017, the USO requirements for delivery 
frequency were redefined by the Finnish 
Communications Regulatory Authority. In order to 
meet the high costs of the USO, the required 
delivery frequency was decreased from five to three 
days per week in urban areas. The changes will 
take effect in July 2018.36 Delivery frequency in 
rural areas remains at five days a week.

Figure 18: Addressed mail volumes

Sources: Posti (2015; 2016b), Viestintavirasto (2015).

32) Finlex (2011). 33) Posti (2016a), p. 14. 34) Posti (2016a), p. 3. 35) Finlex (2017). 36) Posti (2017a). 34
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Sweden

The addressed mail volume delivered by PostNord 
Sweden (hereafter PostNord) has declined by 29 
percent since 2008, see Figure 19. 

As a reaction to declining mail volumes due to 
increased digitalized communications, actions have 
very recently been taken by the government to 
decrease the burden of the USO. Some examples are 
listed below.

• D+2 replacing D+1 as standard product 
(2018)
On October 12th 2017, the Swedish Government 
approved adjustments to the USO requirements, 
removing overnight delivery from the USO and 
replacing the D+1 requirement with an obligation 
to deliver standard letters within two working days. 
The decision stipulates that at least 95 percent of 
letters should be received by its recipient latest two 
days after the day of deposit, regardless of what 
geographical area the letter is sent from. This law 
will come into effect on January 1st 2018.

• Price cap on D+2 instead of D+1 (2018)
As a result of the above amendment, the price cap 
that previously was applied to all single piece D+1 
letters up to 500 grams will now apply to the new 
D+2 standard product.

• Possibility for more flexibility in the 
provision of the USO in the future (2018)
From 1st of April 2018 the regulator monitoring the 
electronic communications and postal sectors in 
Sweden, The Swedish Post and Telecom Authority 
(PTS) will be able to decide how the universal 

service in Sweden should be provided. This might, 
for example, imply changes in the required delivery 
frequency. 37

Figure 19: Addressed mail volumes

PostNord (2016b), Posten Sverige (2008).

37) Swedish Government (2017). 35
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Norway

Letter mail volumes in Norway have decreased by 30 
percent since 2008, see Figure 20.

As a reaction on declining mail volumes, actions have 
been taken by both the regulator and the operator, 
Posten, to decrease the burden of the USO. Two 
examples are listed below.

• Mail delivery on Saturdays discontinued 
(2016)
On March 1st 2016, mail delivery on Saturdays was 
discontinued, reducing the delivery frequency 
required by Posten from six days per week to five 
days a week.38 This change was a result of a change 
in the postal law, allowing Posten to make this 
change.

• Merging of A- and B-mail, creating a D+2 
standard service (2018)
On January 1st 2018, further reductions to the USO 
requirements were taken into force when A- and B-
mail merged into one type of mail with D+2 as the 
standard delivery speed. As a result of these 
changes, the USO requirement of D+1 delivery has 
discontinued as well, and the standard mail 
delivery became within two to four business days.39

• Future changes in the USO in Norway
• The Norwegian Ministry of Transport and 

Communications is currently investigating the 
impact of USO costs and benefits of changing the 
USO requirements in Norway further. Based on a 
study about the costs and benefits of reducing 
delivery frequency for mail delivery, the Ministry 
has recently proposed to reduce the required 

delivery frequency in Norway to 2.5 days per week 
(alternating between 2 and 3 days per week) 
throughout the country40. 

Figure 20: Addressed mail volumes

Sources: Posten Norge (2008; 2009; 2010; 2011; 2012; 2013; 
2014; 2015; 2016)

38) Posten Norge (2015). 39) Posten Norge (2018b). 40) Norwegian Ministry of Transport an Communications (2018). 36
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Italy

The volume of addressed letter mail delivered by 
Poste Italiane dropped by 52 percent from 2008, see 
Figure 21. Over the years, actions have been taken by 
both the regulator and the operator, Poste Italiane, 
to decrease the burden of the USO. Two examples 
are listed below.

• Introduction of compensation for the USO 
(1999)
In 1999, the Italian State granted an aid to Poste 
Italiane for maintaining the universal service 
obligation41. Since then, Poste Italiane has every 
year received compensation for the USO. The 
maximum amount of public service compensation 
granted for the provision of the USO is 262.4 
million Euro per year during 2016-201942.

• Introduction to XY delivery in rural areas 
(2014)
Regulatory and legislative changes in 2014 and 
2015 set out that alternate day delivery and 
collection of USO products can apply to up to 25 
percent of the population. Based on this, Poste 
Italiane has implemented an XY delivery system in 
the most rural areas of the country where the first 
week post is delivered on Mondays, Wednesdays 
and Fridays, and the next week mail is delivered on 
Tuesdays and Thursdays43. In remaining areas, the 
USO requirement is a five day delivery frequency.

Figure 21: Addressed mail volumes

Note: Data only available for recorded and unrecorded mail and 
does therefore not include entire addressed mail volume.
Sources: Poste Italiane (2009; 2010; 2012; 2014; 2016), 

41) European Commission (2012a). 42) European Commission (2015). 43) AGCOM (2015). 37
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Netherlands

Addressed mail volume delivered by PostNL has seen 
a steady decline since 2008, with a total decrease of 
53 percent, see Figure 22. This development is, as in 
other countries, primarily driven by increased e-
substitution. As a response to this development, 
PostNL, as well as the regulator, has made two main 
efforts to reduce the burden of the USO.

• Reduced delivery frequency (2014)
In January 2014, the Dutch regulator reduced the 
required delivery frequency from six to five days 
per week, with delivery from Tuesdays to 
Saturdays44. PostNL took advantage of this 
increased freedom by discontinuing Monday 
delivery immediately.

• Reduction in postal outlets and street letter 
boxes (2015)
In October 2015, the government decided to lower 
the requirements in the USO and allow PostNL to 
reduce the number of postal outlets from 2,000 to 
1,000 and reduce the number of street letter boxes 
from 19.000 to 8.700.45

Figure 22: Addressed mail volumes

Source: PostNL (2012; 2014; 2016), TNT (2009; 2010), 

44) Dutch Ministry of Economic Affairs, (2014). 45) WIK (2016), p. 73. 38

Index (2008=100)



Canada

Domestic mail volumes delivered by Canada Post has 
decreased by 36 percent since 2008, see Figure 23. 
As a reaction to this development, actions have been 
taken by both the regulator and Canada Post, to 
decrease the burden of the USO. Three examples are 
listed below.

• Removed price cap on stamps (2011)
In January 2011, the government dropped the 
constraint that limited price increases on stamps to 
two-thirds of the growth in the consumer price 
index. The rates, however, remained under 
government regulation.46

• Delivery to community mailboxes (2015)
In August 2015, Canada Post introduced delivery to 
community mailboxes, replacing door-to-door 
delivery in some parts of the country. The purpose 
was to reduce labour costs. However, in a 
government report published in 2016, one of the 
recommendations was that Canada Post should go 
back to providing door-to-door mail delivery for all 
households47. However, they are yet to reach a 
decision regarding this48. 

• Franchise post offices (2014)
Running a franchise post office costs about one-
third as much as running a corporate office in the 
urban areas of Canada.49 In 2014, Canada Post 
therefore opened 73 franchise postal outlets across 
the country. The new post offices offer the same 
pricing and services as corporate post offices, but 
typically with a higher service level providing 
greater accessibility longer opening hours.50

Figure 23: Addressed mail volumes

Source: Canada Post (2009; 2010; 2012; 2014; 2016).

46) De Donder (2016). 47) House of Commons (2016). 48) CBC News (2017). 49) Stewart-Patterson, Gill & Hoganson (2013). 
50) Canada Post (2015). 39
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ICELAND POST’S COUNTERFACTUAL: 
THE COMMERCIAL BUSINESS STRATEGY
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• 4.4 METHOD FOR ASSESSING THE ROBUSTNESS OF THE COUNTERFACTUAL SCENARIO

• 4.5 ASSESSMENT OF THE COUNTERFACTUAL SCENARIO



4.1 Introduction and main findings

In this initial part of the analysis, we first provide a 
description of the situation as it is actually was in 
2016, the status quo. 

Then we continue with the first step of the 
commercial approach. That entails a description and 
assessment of the counterfactual scenario as 
previously described in section 3.2.

Figure 24: The commercial approach – status quo & step 1
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4.2 The Icelandic postal market

The business reality for providers active on the 
Icelandic postal market differs substantially from 
that in many other countries. At the same time, the 
challenges that have come with modern ways of 
communication are similar in Iceland and other 
countries. 

In the following section we describe the Icelandic 
postal market and compare it to other relevant postal 
markets in Europe and North America.

Figure 25: Hard Facts about the Icelandic postal market

Source: Copenhagen Economics, based on data provided by Iceland Post.
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Country facts (2016)

Total population: 330 000

Population density: 3 inhabitants/square km

Urbanization rate: 94%

General trends

- E-substitution (6-7% per year)

- E-commerce (large net import)

Market specific circumstances

- Small population

- Lowest population density in Europe

- Large inflow of cross-border mail

- Disproportionately high delivery costs outside the capital region

- Disproportionately high share of parcels outside the capital region

Mail market statistics (2016)

Mail volume: 60 million/year

Letters per capita per day: 0.4

Domestic letters: 37% priority (A), 63% non-priority (B)

Domestic + international mail: 45% priority (A), 55% non-priority (B)

Post offices/hubs/on wheels: 59/2/20

Post cars/rural: 135/60

Distribution centres: 1



4.2 The Icelandic postal market

Figure 26 shows population densities in different 
countries. As evident from the figure, Iceland has a 
very low population density. In fact, in 2016 Iceland 
ranked as the country with the fifth lowest 
population density in the world and the lowest in 
Europe.51

E-substitution and a movement away from physical 
mail communication implies that the number of mail 
items delivered per household per week decline in 
many countries. In Iceland, the average household 
receive 3.8 mail items per week. This number is 
lower than in many other European countries, see 
Figure 27. 

For postal services, this indicates that there should 
be significant scale benefits from a reduction in 
delivery frequency in Iceland compared to many 
other countries. A lower delivery frequency would 
allow for an accumulation of letters over a longer 
time period and thus more letters delivered per 
household per delivery, lowering the delivery cost 
per letter.

Provided the difficult geographical conditions and 
very low population density in Iceland, this further 
supports the finding that the cost savings potential 
from reduced delivery frequency should be larger in 
Iceland compared to many other countries.

Figure 26: Population density

Figure 27: Addressed mail items per household per week, 2016

Source: World Bank (2017a). 

Note: Data points calculated as addressed volumes/private households/52 weeks. Mailings to companies are included. 
Sources: Austria Post (2016), PostNord (2016b), Posti (2016b), PostNL (2016), Canada Post (2016), Posten Norge (2016), Poste 

Italiane (2016), Registers Iceland (2017), Statistics Sweden (2016), Statistics Netherlands (2017), Statistics Finland (2017), Statistics 
Canada (2017), Statistics Austria (2017), Statistics Norway (2017), Istat (2016), data provided by Iceland Post.
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4.2 The Icelandic postal market

A very high share of urban population in Iceland (94 
percent)52, cause a skewed distribution of delivery 
costs over the country in relation to where the 
majority of the people live.

As is seen in Figure 28, 63 percent of households in 
Iceland are located in the capital region and 37 
percent are located in cities or rural areas outside of 
the capital region. However, 27 percent of the cost of 
delivery is realized outside of the capital region 
compared to 29 within the capital region. 

Due to the low population density and the higher 
cost of serving delivery routes with low population 
density, delivery outside urban areas is more 
expensive than delivery in urban areas. This 
phenomenon will be more closely discussed in 
chapter 4.5. 

Further, the demand or need for postal services seem 
to differ across geographical areas. Figure 29 shows 
the postal habits within and outside of the capital 
region. Especially the share of parcels is very high 

outside of the capital region. This is most likely 
explained by lower accessibility to- and less diversity 
of stores (and thereby higher dependency on e-
commerce).

This indicates that the provision of postal services in 
Iceland (especially in the rural areas) is more 
expensive compared to many other countries. 

Figure 28: High cost of delivery outside the Figure 29: High share of parcels outside the 

capital region capital region (volumes) 

Note: Common costs is sorting, transporting, sales, marketing and overhead 
Source: Iceland Post (2017) 

52) Urban population corresponds to the percentage of the total population living in urban areas, not only within the capital region. 44
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4.3 The postal USO in Iceland

In order to calculate the net cost of the USO in 
Iceland applying the commercial approach, we must 
have a clear understanding of the actual situation 
and the USO requirements on Iceland Post stated in 
the Icelandic postal law, Postal Services Act No. 19, 
18 March 2002.

REQUIREMENTS IN THE ICELANDIC 

POSTAL LAW

The USO requirements were first put into Icelandic 
law in 2002. The USO was implemented in order to 
attain a certain level of service, equally accessible to 
all citizens, at an affordable cost. The minimum 
requirements of the universal service are defined as 
follows:

“The universal service shall include, as a minimum, 
access to postal delivery and postal services for 
addressed items of correspondence and messages, 
other addressed items, direct mail and daily 
newspapers, weeklies, periodicals, addressed books 
and catalogues, registered items, insured items, 
financial items and Braille material up to two kg in 
weight and postal parcels of up to 20 kg in weight. 
Universal service shall include both domestic and 
cross-border postal items. Providers of universal 
service must deliver within Iceland postal parcels 
received from abroad weighing up to 20 kg.” (Postal 
Services Act No. 19, 18 March 2002, chapter IV, 
Universal service, Article 6)

The USO consist of seven elements, cf. Table 3, all 
containing different requirements. The requirements 
for each element are described in detail below.

Products
Iceland Post is obliged to offer a range of different
products. First and foremost comes the delivery of 
mail items, including addressed items (both single 
piece and bulk mail), registered items, newspapers, 
periodicals, magazines and books, parcels up to 20 
kg, shipments for the blind up to 2 kg, as well as 
financial and insured items.

Access to outlets
The Post and Telecom Administration in Iceland
(henceforth PTA), the authority responsible for 
administration of electronic communications and 
postal affairs in Iceland, can set requirements for 
opening hours, location of outlets, frequency of letter 
box collections and the number of letter boxes 
available to the public. Opening hours shall take 
account of normal trading hours of corresponding 
services as well as the population in the area and the 
size of the area served. The operator can apply to the 
PTA regarding the closing of certain access points. As 
of today the PTA has allowed Iceland Post to make all 
changes requested with respect to the number of 
available access points.

Delivery frequency
In 2012 letters up to 50g was split into A-mail and B-
mail. Iceland Post maintained its requirement to 
deliver A-mail every weekday, but was only required 
to deliver B-mail every other day, which opened up 
for XY delivery of B-mail53. From 2016 delivery in 
most rural areas was changed from every day 
delivery to every other day delivery of all mail items. 

Table 3: Elements of the USO

Quality of service and delivery speed
The universal service provider is obliged to deliver 
85 percent of all A-mail within D+1; and 97 percent 
should be delivered within D+3. 

With regards to B-mail 85 percent should be 
delivered within D+3; and 97 percent within D+5 
days. 

Exceptions are possible, the universal postal 
operator can apply for a lower delivery speed in 
certain areas. If granted by the PTA, 85 percent of all 
mail should be delivered within D+4 and 97 percent 
within D+6 in these areas.

53) See BOX 4 page 33 for more explanation on XY delivery. 
Source: Postal Services Act No. 19 (2002), chapter IV, Universal service, Article 6. 45

Elements of the USO

Products

Access to outlets

Delivery frequency

Delivery speed

International postal items

Price

Other elements



4.3 The postal USO in Iceland

International postal items
When a letter is sent from one country to another, 
two postal operators are often involved – one in each 
country. The “first-mile” operator, i.e. the designated 
service provider operating in the country of the 
sender, receives a payment for "end-to-end" delivery 
from the sender. The “last mile” operator, i.e. the 
designated service provider in the country of the 
receiver, receives compensation from the “first-mile” 
operator for the costs incurred in handling mail 
received in the destination country (i.e. costs relating 
to operations such as sorting, conveyance to the 
delivery office, and delivery). 

The transactions between designated postal service 
providers in different countries, are regulated by the 
Universal Postal Union (UPU). With its 192 
members, the UPU can be viewed as the main forum 
for cooperation between postal sector players. All 
members are obliged to follow the rules and 
guidelines set by the UPU. This includes the rules for 
international postal item exchanges, as for example 
the so-called terminal dues, which indicate the prices 
received by the "last mile" operator in the 
destination country.

As the designated provider in Iceland, Iceland Post is 
obliged to receive and complete the delivery of 
international postal items up to 20 kg. The quality 
requirements for the Icelandic postal operator are 
the same as for national B-mail.

Price
The prices charged for letters should be uniform all 
over the country. They should correspond to the 

costs of offering the services and allow for a 
reasonable profit. The prices should also be 
accessible and affordable for the public. 

The PTA monitors price changes but Iceland Post 
only needs price approval from the PTA for products 
within the exclusive rights area, i.e. for letter mail 
weighing up to 50 g. 
In 2017, the prices for regular 0-50 g mail were: 195 
ISK for an A-letter delivered within D+1, 180 ISK for 
a B-letter delivered within D+3. There were thus 
only 8 percent difference in price between the two 
delivery alternatives. 

Other elements
The USO requires the universal provider to keep 
separated accounts for USO services and non-USO 
services. The motivation behind this is to eliminate 
the risk of cross-subsidization which otherwise 
would impose a threat on competition. 

All items delivered by the operator must be stamped 
with the date of which the item was received by the 
operator. 

Source: Postal Services Act No. 19 (2002), chapter IV, Universal service, Article 6. 46



4.3 The postal USO in Iceland

Table 4: The universal service obligation

Source: Postal Services Act No. 19 (2002), chapter IV, Universal service, Article 6. 47

Element USO requirement

Products

• Correspondence and message redirection

• Addressed items (both single piece and bulk mail)

• Newspapers, periodicals, magazines, books

• Registered items

• Insured items

• Financial items

• Shipments for the blind up to 2 kg

• Parcels up to 20 kg

Access to outlets

• Level playing field: Everyone in comparable situation should be offered the same service

• Opening hours shall take account of normal trading hours of corresponding services as well as the population in the area and 

the size of the area served

• The PTA can set requirements for opening hours, location of outlets, frequency of letter box collections and the number of letter 

boxes

Delivery frequency
• A-mail: Once a day on weekdays (exception in areas with specific geographical conditions – 5% of households)

• B-mail: Every other day on weekdays

Quality and delivery speed

• A-mail: 85% delivered D+1; 97% delivered D+3 

• B-mail: 85% delivered D+3; 97% delivered D+5

• In case of approved lower delivery frequency (all mail): 85% delivered D+4, 97% delivered D+6 

International postal items

• Delivery of inbound international items up to 20 kg

• Quality requirement: 85% delivered D+3; 97% delivered D+5

• Prices governed by international agreements.

Price

• Same price for letter across the entire country

• Price for USO services set based on cost plus reasonable profit

• Prices for universal services should be affordable and provided on a equal basis

• Prices for letters within the exclusive right must be approved by the regulator

Other elements
• All USO items must be stamped with a postmark

• Requirement of separate accounts for USO and non-USO services



4.4 The counterfactual scenario in Iceland

The foundation of the counterfactual scenario is that 
the USO no longer is in force. In absence of the USO, 
Iceland Post would change its business model to 
avoid costs and thereby generate higher profits than 
in the current situation with the USO.

Iceland Post would make changes to its business 
within five elements: international postal items, 
delivery frequency, delivery speed, delivery in rural 
areas and shipments for the blind cf. Table 5.

First, Iceland Post would deliver inbound 
international postal items at commercially viable 
rates.

Second, Iceland Post would complete the transition 
to XY delivery in the whole country for all mail.

Third, Iceland Post would set the standard delivery 
speed to match that of todays B-mail and 
complement this service with a market priced 
express service (D+1) outside of the USO.

Fourth, Iceland Post would discontinue home 
delivery in the most rural areas, instead delivering 
mail items to the nearest post office.

Fifth, delivery of shipments for the blind would 
continue, but at standard rates. 

Table 5: Actual and counterfactual postal scenario in Iceland
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Element Actual situation with USO Alternative business strategy

International postal 

items

• Delivery of inbound international items up to 20 kg at UPU 

terminal dues and REIMS rates

• Quality requirement: 85% delivered D+3; 97% delivered D+5

• Delivery of incoming international postal items at commercially

viable rates

Delivery frequency

• A-mail: Five days a week (two to three days per week in most 

rural areas (5% of households), if applied for by Iceland Post and 

granted by the PTA)

• B-mail: every other day

• Delivery based on XY delivery in whole country, meaning 

delivery two to three days per week

Delivery speed

• A-mail: 85% delivered D+1; 97% delivered D+3 

• B-mail: 85% delivered D+3; 97% delivered D+5

• In case of approved lower delivery frequency (all mail): 85% 

delivered D+4, 97% delivered D+6 

• Standard delivery speed D+3 in the whole country

• A-mail will be removed, B-mail is the new standard product

• Iceland Post will offer a market priced express service (D+1)

outside of the USO

Delivery in most rural 

areas 

• Delivery to mailbox or door

• Five days a week until April 2016 thereafter every other day

• Two to three days per week in most rural areas also for A-mail 

(5% of households), if applied for by Iceland Post and granted 

by the PTA

• Delivery to the nearest post office for most rural farms (5% of 

households) 

• Delivery of letters based on D+3

Shipments for the blind • Free delivery of shipments for the blind • Delivery of shipments for the blind at standard rates



Question Interpretation

Does Iceland Post voluntarily offer 

more than required by the USO?
If Iceland Post delivers more than required, the USO requirement is not restrictive and should not be part of the net cost.

Do competitors offer more than 

required from Iceland Post by the 

USO?

If competitors deliver more than required from Iceland Post by the USO, the requirement is hardly restrictive and should 

not be part of the net cost as the market will provide the service for free.

Do postal operators in other countries 

offer more than required by the USO in 

Iceland, even though the requirements 

in their own USO are lower?

If postal operators in comparable countries with lower requirements voluntarily offer a service, the obligation to offer such

service is hardly a burden for Iceland Post as should not be part of the net cost.

Which constraints would Iceland Post in 

all events have as a dominant 

company under Icelandic law and 

regulation?

If competition law poses certain constraints on Iceland Post as a dominant operator, only USO requirements exceeding 

those requirements should be considered a constraint and be part of the net cost. 

What are the pros and cons of offering 

the service (level)?

The assessment of pros and cons provides a qualitative analysis of the benefits and drawbacks of voluntarily offering a 

USO service.

4.5 Method for assessing the robustness of the counterfactual scenario

We assess the robustness of Iceland Post’s 
counterfactual scenario by asking five questions for 
each of the five elements making up the USO net 
cost. The questions are outlined in Table 6.

The purpose with the questions is to reveal if Iceland 
Post (partly or fully) would have provided any of the 
elements included in the net cost also in a situation 
without the USO. If this is the case, the element in 
question should not be part of the USO net cost. 

On the following slide, in Table 7, we provide our 
assessment of Iceland Post’s counterfactual scenario.

Table 6: Questions to assess the robustness of Iceland Post’s counterfactual 
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4.6 Assessment of the counterfactual scenario

Table 7: Assessment of counterfactual scenario
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Element Alternative business strategy CE assessment

International 

postal items

• Delivery of incoming international 

postal items at commercially viable 

rates

Counterfactual is reasonable

• International terminal dues agreements implies losses on inbound international postal 

items

• A commercial operator would not price at a loss-making level

• Demand effects likely, however not likely to prevent deviation from terminal dues 

agreements due to very large increase in revenue per item

Delivery 

frequency

• Delivery based XY delivery in whole 

country, meaning delivery two to 

three days per week

Counterfactual is reasonable

• European trend of reducing delivery frequency towards 2-3 delivery days per week. 

• Geographical conditions and very low population density in Iceland make it more 

costly to maintain a high delivery frequency compared to many other countries

• Continued decline of mail volumes in Iceland is expected as citizens, businesses, and 

the public sector are becoming more digital. This will further increase the costs of 

maintaining five delivery days per week

• Demand effects is not likely to prevent a reduction in delivery frequency

Delivery speed

• Standard delivery speed D+3 in the 

whole country

• The new standard product will be 

priced as todays B-mail for letters 

weighing up to 50 g

Counterfactual is reasonable

• European trend of removing D+1 from the USO

• Demand effects is not likely to prevent a reduction in delivery speed

Delivery in 

rural areas 

• Delivery to the nearest post office 

for most rural farms (5 percent of 

households) 

Counterfactual is reasonable

• Very high delivery costs in most rural areas due to low density routes

• Several other countries have taken similar measures for deliveries in very rural areas, 

for example Canada

Shipments for 

the blind 

• Delivery of shipments for the blind at 

standard rates

Counterfactual is reasonable

• A commercial operator would not price a service at a loss-making level
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Question Answer Documentation

Does Iceland Post 

voluntarily offer more 

than required by the 

USO?

No

Delivery of mail from abroad at price regulated in 

international agreements. There is no incentive to offer 

lower prices than those stipulated by international 

agreements (and which also work as a fall back provision 

in any bilateral negotiations).

Do competitors offer 

more than required 

from Iceland Post by the 

USO?

No

Commercial service are not bound by the agreements 

and have no obligation to provide services at a price 

below cost and would not do so. 

Do postal operators in 

other countries offer 

more than required by 

the USO in Iceland, 

although the 

requirements in their 

own USO are lower?

No

Postal operators negotiating bilateral or multilateral 

agreements outside the UPU framework with higher prices 

are able to do so based on negotiation power coming with 

large outbound volumes. Being a net-importer with low 

export volumes, this is not possible for Iceland Post. 

Which constraints would 

Iceland Post in all events 

have as a dominant 

company under 

Icelandic law and 

regulation?

Prevention of 

excessive pricing

As a (potentially) dominant provider of delivery of inbound 

cross-border letter items to Iceland, Iceland Post would be 

prevented by competition law to charge excessive prices 

for the handling and delivery of inbound letter mail.

What are the pros and 

cons of offering the 

service?

The cons of charging 

UPU terminal dues 

outweigh the pros

Pros

• Delivery of outbound international postal items at UPU 

terminal dues, but outbound volumes in Iceland are 

much lower than inbound volumes

Cons

• Loss-making service

Increasing the price for handling international postal items

Due to its position as the designated postal operator 
in Iceland, Iceland Post has to adhere to the UPU 
convention and deliver inbound international postal 
items at prices set by international agreements. The 
compensation that Iceland Post receives for 
delivering inbound international postal items to 
recipients in Iceland (so-called terminal dues) is 
lower than the cost incurred for the handling and 
distribution of these letters. This is particularly the 
case for registered letters, which to a large extent 
need to be handled manually and which cannot be 
delivered directly to the recipients’ mailboxes. 

This situation is not unique for Iceland, but the large 
inflow of cross-border mail (especially from China), 
geographical conditions, the low population density 
and the general trend of declining mail volumes 
make the financial losses incurred on international 
shipments larger in Iceland than in many other 
countries.

Iceland Post argues that it in the absence of the USO 
would increase the price charged for the handling 
and delivery of international postal items. The last 
mile delivery service would be offered the at a price 
covering the cost of provision, plus a reasonable 
profit. As Iceland Post would no longer remain the 
designated provider in the absence of the USO, the 
UPU terminal dues would not apply.

We find that the proposed counterfactual is 
reasonable. The main reason for this is the fact that 
no commercial operator would supply a service at a 
loss-making price. The results of our assessment are 
summarized in Table 8 and outlined in more detail.

Table 8: Assessment of the obligation to deliver international postal 

items at current terminal dues rates
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Increasing the price for handling international postal items

The impact of international terminal dues 
agreements on national postal operators’ financial 
position has been investigated thoroughly over the 
years. A number of recent studies on this topic have 
been made by Copenhagen Economics on behalf of 
the US Postal Regulatory Commission (i.e. the 
national regulatory authority for postal services in 
the United States).54

Although terminal dues (i.e. the compensation paid 
by the national postal operator in the sending 
country to the national postal operator in the 
receiving country for handling incoming cross-
border letters) conceptually should cover the costs 
incurred by the receiving operator, this is not always 
the case. In fact, due to the fact that the terminal 
dues paid for the handling of letter post items sent 
from countries traditionally thought of as developing 
to countries in the developed world are capped at a 
very low rate, postal operators in developed 
countries lose money on inbound international 
postal items. The losses are particularly high in 
countries, like Iceland, where the cost of delivery is 
high and where a large share of imports come from 
countries traditionally thought of as developing. The 
most common source of cross-border e-commerce in 
Iceland is China, a country traditionally thought of as 
developing, cf. Figure 30. The domestic delivery 
prices for comparable items and services are 1.4-3 
times higher than the average UPU and REIMS 
rates, cf. Table 9.

There are a number of postal operators in Europe 
that make a financial gain on the terminal dues 
agreements. These are either postal operators in 

countries with a high net export of international 
letter mail or postal operators who strategically have 
created a business model to take advantage of the 
arbitrage possibilities created by the terminal dues 
system through remail activities (see Box 5: Remail: 
Description and implications, p. 55) or who have 
created an extraterritorial office of exchange (ETOE) 
in order to increase mail volumes through 
participation in the markets of foreign territories (see 
Box 6: ETOEs: Description and implications, p. 56).

Under article 28 of the 2012 Universal Postal 
Convention, designated postal operators are allowed 
to confiscate and detain what appears to be ABA and 
ABC remail, in order to demand additional 
compensation. They may also refuse to deliver the 
mail items. The stated purpose of article 28 is to 
prevent mailers from taking advantage of the 
terminal dues system.

Since Iceland is a very small country with high 
import and low export of international postal items, 
Iceland Post is not making any financial gains from 
the exchange of international letter post to and from 
Iceland. Options that potentially could help Iceland 
Post to improve the financial position with respect to 
international postal items would be to compete for 
international postal volumes through an ETOE or to 
negotiate bilateral agreements with higher terminal 
dues rates. The latter strategy is difficult as the 
terminal dues rates always function as a fall back 
provision in the negotiations. The fact that the 
volumes of outbound international postal items are 
low in Iceland puts Iceland Post in a weak bargaining 
position negotiating bilateral agreements.

Figure 30: The most common 

sources of cross-border e-

commerce in Iceland

Table 9: Prices of international and 

domestic letter mail (ISK)

Source: IPC (2016).

Note: 70% of the domestic end-to-end price reflects the price 
subject to last mile delivery and is therefore comparable to the 

average international price in row four.
Source: Copenhagen Economics, based on data provided by 

Iceland Post.
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54) See for example Copenhagen Economics (2012a); Copenhagen Economics (2014). 53

China is considered a developing 
country by the UPU 

A-letter 
0-50g

Registered 
0-2000g

Domestic end-to-end price 175 873

Estimation of price subject 
to last mile delivery (70% of 

domestic end-to-end price)

122 611

Average international price 
(based on UPU and REIMS 

agreements)

89 186

Domestic last mile 
compensation compared 
to the international UPU 
and REIMS rates

1.4 3.3



Increasing the price for handling international postal items

This strategy to establish an ETOE is for example 
followed by PostNord, through its ETOE Direct Link. 
Establishing an ETOE, however, would not 
guarantee an improvement in Iceland Posts’s
financial position since it would compete fiercely 
with other, already established and larger, ETOEs for 
international volumes. It would also require 
substantial investments. PostNord’s ETOE Direct 
Link, for example, has seven offices across the world.

Financial losses incurred by the international 
terminal dues agreements have traditionally not 
been part of net cost calculations (in any countries). 
In recent years, we have observed a shift regarding 
this, with several national postal operators including 
the financial losses on international postal items in 
their calculations of USO net costs. As the USO net 
cost calculations often are confidential and not 
published in the public domain, it is difficult to 
assess the exact number of countries where losses 
made on inbound international postal items are 
included in the net cost calculations. One example of 
a country where the net cost calculations are publicly 
available, and where losses on inbound international 
postal items are included in the calculations, is 
Norway. The designated provider, Posten, is 
forecasted to experience losses of 66 million NOK 
over the period 2018-2025, due to inbound 
international postal items55. Another example is 
Ireland where the designated operator, An Post, 
experienced a loss of 13.2 million EUR due to 
inbound international postal items in 2015. This loss 
accounted for almost 40 percent of the operator’s 
total losses in providing the universal postal 
service.56 The reason for this development is most 
likely twofold: 

First, increasing cross-border e-commerce from 
countries in Asia (primarily of small and non-
expensive items that can be sent as letter post) 
means that the problem created by international 
terminal dues is increasing (i.e. the losses incurred 
by national postal operators in Europe are growing). 

This is a significant issue for Iceland. In 2016 the 
International Post Corporation (IPC) observed in a 
survey that Icelandic consumers are buying larger 
volumes of small packets (classified as letters 
according to the UPU) cross-border than the total 
level result of their survey.57

Second, the low prospect of having the terminal dues 
system changed in the near future means that postal 
operators experience a stronger need to get 
compensation for their losses (as they will not 
decline in a foreseeable future). 

However, increasing the price for international 
postal items may reduce demand for cross-border e-
commerce from Asia. Online vendors would likely 
pass on most of a price increase to its customers 
(either through higher delivery costs or through 
higher product prices). 

Evidence from the IPC survey shows that higher 
delivery prices are likely to reduce demand as many 
customers are not willing to pay at all for 
international shipping: 50 percent of Icelandic e-
shoppers are not willing to pay anything for 
untracked shipping within 5-8 days, and only 16 
percent of Icelandic e-shoppers are willing to pay 
750-999 ISK for tracked delivery within 5-8 days (78 
percent are willing to pay 1-499 ISK). 58

Thus, increasing the price of cross-border delivery 
may deter some people from buying online. A price 
increase from 186 to 1,306 ISK for tracked delivery 
will increase total cost (product + delivery) by 42 
percent for a product worth 2,500 ISK. From 2,686 
to 3,806 ISK. 

This will likely cause a large reduction in demand for 
tracked delivery from Asia. Some of the lost volume, 
however, may substitute to standard delivery 
(untracked). An increase in the price for standard 
delivery (from 89 to 253 ISK for letters 50-2000 g) 
will likely reduce demand for this service, but the 
survey does not provide any insights into how much. 
The above examples are based on the commercially 
viable price that Iceland Post is expected to charge 
for international traceable letters and for standard 
delivery. 

The negative demand effect will offset the positive 
revenue effect somewhat. However, given the very 
large difference between the average UPU and 
REIMS rates and domestic delivery price for 
comparable items, cf. Table 9, the positive revenue 
effect from offering the last mile delivery service at a 
price equal to that for a comparable domestic service 
is expected to be significant.59

Based on the above, we find that a counterfactual 
situation where Iceland Post would set the price for 
inbound international postal items at a unit price 
corresponding to the unit cost plus a reasonable 
profit is reasonable. The effects of this change on 
Iceland Post’s costs and revenues are discussed more 
in-depth in chapter 5.

55) Copenhagen Economics (2017), p. 62. 56) Comreg (2016). An Post has not received any financial compensation for its USO net cost. The primary 
reason for this is that the compensation scheme in Ireland is designed as a compensation fund where all market players should contribute to 

covering the USO net cost based on their market shares. As An Post still holds a market share of above 90 percent in the Irish postal market, the 
regulated operator would have to cover most of the USO costs itself. 57) IPC (2016). 58) ibid. 59) A common proxy for the counterfactual price is 70% 

of the end-to-end domestic rate, however, due to high costs of handling international shipments, this is not relevant in Iceland. Instead cost + 
reasonable profit is used to derive the counterfactual price.
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BOX 5: Remail: Description and implications

The differences in terminal dues rates between 
countries, created by the UPU system, lay the 
groundwork for the possibility of arbitrage through 
injection of mail in a transition country in order to 
capitalize on low terminal dues. Arbitrage could 
come in the form of “remail” where mail items or 
data are transported across the border for injection 
in a foreign country. Remail refers to the situation 
when mail from one country is injected in another by 
a private or a foreign-designated operator.

“Remail” are letter post items which are posted in a 
country other than the country where the mailer 
“resides”. The sender might physically send the mail 
to a second country for posting using a private 
operator or ETOE or “cause it to be posted” by 
transferring the electronic data from which the mail 
is prepared. Where a company is considered to reside 
is matter of judgement for postal officials. A large 
multinational company like Citibank could e.g. be 
deemed to reside in almost every country in the 
world.

There are two main types of remail: ABA and ABC. In 
ABA remail, mail originating in country A is injected 
in country B, and sent back to A. In ABC remail, mail 
originating in country A is posted in country B, and 
sent to country C. In the example below, country B is 
a transitional country that enjoys lower terminal 
dues rates, while countries A and C respectively are 
target countries.

Figure 31: Illustration of ABA and ABC remail

Source: Ghosal (2002); USPS (2012). 55



BOX 6: ETOEs: Description and implications

An extraterritorial office of exchange (ETOE) is 
defined as a facility operated by a designated postal 
operator in the territory of another country. An 
ETOE is a special kind of International Mail 
Processing Centre (IMPC) with the purpose of 
processing mail items under the set specifications of 
international mail exchange. The majority of ETOEs 
are operated by European postal operators. One 
function of ETOEs is increasing mail volumes of 
designated postal operators through participation in 
the markets of foreign territories. In addition to 
gathering mail destined for the home country, 
ETOEs are also competing for cross-border volumes 
destined for other countries. For example, an ETOE 
owned by the designated operator in the Netherlands 
may compete for cross-border volumes between the 
UK and the United States via its ETOE in the UK. 

The UPU Congress resolution C6/2012 reported 141 
known ETOEs worldwide in 2011, up from 110 in 
2008. Because ETOEs are affiliated with designated 
operators, they could in principle benefit from the 
service provisions and terminal dues rates available 
to UPU members. Under 2004 and 2012 UPU 
resolutions, however, ETOEs are considered strictly 
commercial entities, and are not covered by universal 
service provisions available to designated operators 
– including terminal dues rates. Nevertheless, the 
UPU resolutions instruct member states to respect 
national policies of individual countries, e.g., legal 
requirements of non-discrimination. 

UPU members disagree about policy towards ETOEs. 
Some designated operators operate ETOEs, and they 
have been the topic of ongoing discussion since 
2007. 

Note: ETOEs operate directly in foreign markets, and compete for the volumes of outbound and inbound mail. The illustration shows an example 
where country A handles outbound mail to country D from three different origin countries: A, B, and C. Sometimes, mail items for country Dare 

consolidated in country A instead of sent directly from B or C to D
Source: Definition by UPU (2012); Leong, Bahar & Papakrivopoulos (2005) 56





Question Answer Documentation

Does Iceland Post 

voluntarily offer more than 

required by the USO?

No

Iceland Post delivers 5 days a week = USO requirement. Iceland 

Post can apply for reduced delivery frequency in certain rural 

areas, and based on the decision from June 29th 2017 the 

operator will be able to only deliver every other day in the whole 

country, as long as Iceland Post can motivate to the PTA that a 

higher delivery frequency in the area would lead to losses. 

Iceland Post are planning to implement this change in February 

2018.

Do competitors offer 

more than required from 

Iceland Post by the USO?

No
Only courier services, i.e. registered items, offered mainly to 

business customers 

Do postal operators in 

other countries offer more 

than required by the USO 

in Iceland, although the 

requirements in their own 

USO are lower?

No

• PostNord (SE): 5 days = USO requirement60

• PostNord (DK): XY delivery = de facto 2 days per week 

although USO requirement is 5 days per week61

• Posti (FI): 5 days = USO requirement (until 1 July 2018 when 

delivery can be reduced to 3 days per week where there are 

competing supply of newspaper delivery at least 5 days per 

week)62

• Posten (NO): 5 days = USO requirement63

• PostNL: 5 days = USO requirement64

• Poste Italiane: XY delivery for 25% of households65, 5 days per 

week in remaining areas

• New Zealand Post (NZ): 3 days per week in urban areas, 5 days 

per week in rural areas = USO requirement66

Which constraints would 

Iceland Post in all events 

have as a dominant 

company under Icelandic 

law and regulation?

None
Dominance would not imply requirements with respect to delivery 

frequency

What are the pros and 

cons of offering delivery 

five days per week?

The cons of 

providing the 

service 

outweigh the 

pros

Pros

• More satisfied customers and slightly higher demand for postal 

services

Cons

• Expensive as volumes continue to fall (declining economies of 

scale). Eventually, revenues do not cover costs

Reduced delivery frequency

The current USO (as is was defined in 2016) requires 
Iceland Post to deliver A-mail five days per week 
throughout the country, except for in exempted rural 
areas. Iceland Post argues that, in a situation without 
the USO, the company would reduce delivery 
frequency to 2-3 days per week throughout the 
country, completing XY delivery for all products. The 
intuition behind XY delivery is explained in Box 4 on 
page 33.

We find that the proposed counterfactual is 
reasonable. The main reason for this is that the cost 
savings linked to reduced delivery frequency are 
likely to outweigh the loss in revenue created by 
users of mail that will switch away from the operator 
due to the reduced service level. In addition to this, 
we observe that postal operators in other countries 
are moving in the same direction and that the cost 
saving potential linked to reduced delivery frequency 
in Iceland, due to the low population density and low 
mail volumes per capita, most likely is larger than in 
many other countries.

Table 10: Assessment of the obligation to deliver five days per week

60) PostNord (2017b). 61) WIK (2013b), p. 33. 62) Finnish Government (2017), p. 203. 63) Posten Norge (2018a). 64) PostNL (2017), 
65) Moderna Today (2016). 66) ERGP (2014), p. 5. 58



Reduced delivery frequency

The question about what the optimal delivery 
frequency for a postal operator is has been 
investigated in a number of academic papers over the 
years.67 They all conclude that the decision about 
optimal delivery frequency is driven by two factors: 
Cost savings related to fewer delivery routes and 
higher economies of scale, and revenue effects 
created by substitution away from the postal 
operator to other means of communication or to 
other providers of postal services. Thus, if cost 
savings outweigh the anticipated revenue loss, 
Iceland Post would find it attractive to reduce 
delivery frequency to the point where cost and 
demand effects balance and where an additional 
reduction in delivery frequency would trigger 
revenue losses larger than the associated cost 
savings.

COST EFFECTS 

The cost effects of reduced delivery frequency can be 
explained by the cost structure of mail delivery, 
characterized by a high share of joint and common 
costs and low marginal costs, see chapter 2. A high 
share of joint and common costs (e.g. mailmen and 
cars used to deliver different types of mail items 
along the delivery route) means that economies of 
scale and scope are important to avoid large unit 
costs in mail delivery. 

Many of these costs, such as transportation 
expenses, are volume independent and fixed in the 
short run. However, in the long run, postal operators 
can change their scale and alter the fixed component, 
leading to a lower overall cost level. Firms may wish 
to do so to increase economies of scale in their 
operations, for instance by reducing delivery 

frequency or geographical coverage.

A reduced delivery frequency lowers costs by 
increasing the mail volume each time a specific route 
is served. Assuming a equal amount of mail being 
delivered every day; if the delivery frequency is 
halved, this would mean that the mail volume for the 
route is doubled. Since the volume-variable costs of 
delivering a given quantity of mail to households 
along a specific delivery route during the week are 
mostly unaffected, whilst the fixed costs are incurred 
only when the route is actually served, this leads to 
an overall reduction in costs. 

The route-level economies of density are driven by 
two factors: Population density and the number of 
mail items per household per week. Whereas low 
population density implies longer route time per 
delivery stop (i.e. higher cost per stop), fewer items 
per household implies longer route time per 
delivered letter (i.e. higher cost per letter). For this 
reason, cost savings of a frequency reduction are 
generally much greater in rural areas than in urban 
areas and in countries with low mail volumes per 
capita compared to countries with high mail volumes 
per capita. An illustrative example of this is provided 
in Box 7 on the following page.

As shown previously, Iceland has the lowest 
population density in Europe. This indicates that 
there should be significant scale benefits from a 
reduction in delivery frequency in Iceland compared 
to many other countries.

REVENUE EFFECTS 

Assuming no variation in demand, the more costly it 

is to serve a certain area, the lower is the optimal 
delivery frequency. However, reduced delivery 
frequency is likely to also have a negative impact on 
demand for mail delivery and thereby also on the 
postal operator’s revenues. For example, if mail as a 
means of communication becomes more difficult to 
use or does not provide the service level required, 
customers might increasingly turn to non-mail 
alternatives. In particular, the more drastic the 
reduction in delivery frequency, the more important 
the loss of demand becomes. For example, some 
needs might be satisfied with delivery 2-3 days per 
week but not with delivery only one day per week. 
Moreover, effects on revenue are magnified if 
demand losses primarily concern ‘higher price’ items 
(e.g. priority mail) as opposed to ‘lower price’ 
services (e.g. non-priority mail).68

Reducing the delivery frequency to 2-3 days per 
week will have two main implications on Iceland 
Post’s service quality: 

• No delivery on certain days 
• Longer delivery time (D+3 instead of D+1 for what 

used to be A-mail, more on this in the next section)

Based on the high potential for cost savings of 
reduced delivery frequency and the expected 
moderate impact on demand and revenues, we 
conclude that it is reasonable to believe that Iceland 
Post would reduce its delivery frequency to 2-3 days 
per week if it had the chance to do so.

A more in-depth discussion of cost- and revenue 
effects will take place in chapter 5.

67) See for example Borsenberger et al. (2010); Pearsall & Trozzo (2011); Boldron et al. (2006), p. 37-52. 68) See e.g. Borsenberger et al. (2010). 59



BOX 7: Example: Cost reduction of reduced delivery frequency

Imagine that there are two delivery routes, one with 
10 households (low density route) and one with 100 
households (high density route), see Figure 32. The 
routes are equally long and for simplicity we 
therefore assume that the route cost, i.e. the cost of 
driving the route is equal (100) for the two routes. 
We also assume in the base case that every 
household (irrespective of to which route they 
belong) receives 10 mail items per week. This implies 
that the mail carrier serving the low density route 
should deliver 100 items per week whereas the mail 
carrier serving the high density route should deliver 
1000 items per week.

With five delivery days per week, this implies a route 
cost of 500 (100*5) per route. The cost per item for 
serving the low density route is 5 (500/100) whereas 
the cost per item of serving the high density route is 
0.5 (500/1000). 

Reducing delivery frequency to 2.5 days per week 
implies a route cost of 250 (100*2.5) per route. The 
cost per item for serving the low density route is 2.5 
(250/100) whereas the cost per item of serving the 
high density route is 0.25 (250/1000). This implies a 
saving per item of 2.5 for the low density route and 
of 0.25 for the high density route. This clearly 
demonstrates that a reduction in delivery frequency 
creates larger cost savings in areas with low 
population density compared to areas with high 
population density.

In order to show the impact of mail volumes per 
capita on cost savings, we now assume that each 
household instead of 10 items receive 20 items per 
week. I this situation, the cost saving per item of 

reducing delivery frequency to 2.5 days per week is 
1.25 for the low density route and 0.125 for the high 
density route. This demonstrates that a reduction in 

delivery frequency creates larger cost savings when 
mail volumes per capita are lower (in this example 
with 10 items per household per week instead of 20). 

Source: Copenhagen Economics. 60

Low density route High density route

Route cost 100 100

Items per household per week 10 10

Households per route 10 100

Items per route per week 100 100

Delivery 5 days per week

Total route cost per week 500 500

Cost per item delivered 5 0.5

Delivery 2.5 days per week

Total route cost per week 250 250

Cost per item delivered 2.5 0.25

Saving per item of reducing delivery frequency from 5 to 

2.5 days per week
2.5 0.25

Saving per item with 20 items per household per week 1.25 0.125

Low density route
High density route

Table 11: Cost reduction of reduced delivery frequency 

Figure 32: Low density route vs. high density route



Reduced delivery frequency

DEVELOPMENTS IN OTHER 

COUNTRIES

Internationally, there is a trend of postal operators 
moving towards reduced delivery frequency, 
triggered by declining mail volumes due to e-
substitution. In fact, both PostNord in Denmark and 
Poste Italiane in Italy currently operate with a 
delivery frequency lower than five days per week (at 
least for parts of the country). Whereas PostNord in 
Denmark (Post Danmark at that time) already in 
2008 introduced XY delivery with delivery three 
days per week as standard, Poste Italiane introduced 
XY delivery for 25 percent of the population in 2016.

Other examples are provided by Bring Citymail in 
Sweden which delivers every third working day. 
Moreover, the governments in Finland and New 
Zealand (also with relatively low population 
densities) have changed their USO requirements to 
allow for reduced delivery frequency from 2018 
onwards. Posti in Finland will from 1 July 2018 be 
able to reduce delivery frequency to three days per 
week in areas where a competing network with early 
morning delivery of newspapers five days per week 
exists. A similar model is applied in New Zealand, 
where New Zealand Post since 2015 delivers three 
days per week to households in urban areas and five 
days in rural areas. A recent proposal from the 
Ministry of Transport and Communications in 
Norway is to reduce the required delivery frequency 
in Norway from 5 days per week to 2.5 days per week 
(i.e. alternating between 2 and 3 delivery days per 
week).

In the countries where the national postal operator 
has reduced its delivery frequency below five days 
per week, this decision has been driven by a strong or 
increasing decline in mail volumes due to e-
substitution. Denmark is the most extreme example 
of this where letter mail volumes have declined by 79 
percent since year 2000. Between 2012 and 2015 
alone did letter mail volumes in Denmark decline by 
50 percent.

As shown in Figure 33, letter mail volumes in Iceland 
have since 2012 declined by approximately 50 
percent. This is very similar to the development in 
Italy and The Netherlands. Although a large share of 
all physical mail items already have disappeared 
from the market, this development is expected to 
continue in the coming years as the population, 
businesses and the public sector become increasingly 
digital. 

Figure 33: Declining mail markets

Source: See page 18
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Question Answer Documentation

Does Iceland Post 

voluntarily offer more than 

required by the USO?

No D+1 required for A-mail and D+3 for B-mail. 

Do competitors offer more 

than required from Iceland 

Post by the USO?

No
D+1 delivery offered only by operators in the courier segment and 

mainly to business customers

Do postal operators in other 

countries offer more than 

required by the USO in 

Iceland, although the 

requirements in their own 

USO are lower?

No

Postal operators who are not obliged to deliver D+1 within the USO 

do not do so. Examples are:

• PostNord (DK): Does not have D+1 obligation and provides 

standard delivery within 4 working days.69 Provides “Quickebrev” 

for next day delivery at a price of 27 DKK70.

• Posti (FI): Does not have D+1 obligation and provides standard 

delivery within 2 working days. D+1 is considered express and is 

provided at a price of 8.20 EUR.71

• Posten (NO): Does not have a D+1 obligation and provides a 

standard delivery within 2 working days.72

• PostNord (SE): As of January 2018, PostNord is no longer required 

to deliver D+1. Actual transformation will happen later during 

the year.73

• Poste Italiane (IT): Does not have D+1 obligation and provides 

standard delivery within 4 working days74. Provides a D+1 express 

service at a price of 2.80 EUR.75

• Canada Post (CA): Does not have D+1 obligation and delivers 

regular letters within 2 business days within a city, in 3 business 

days within a province, and in 4 business days nationally.76

Which constraints would 

Iceland Post in all events 

have as a dominant 

company under Icelandic 

law and regulation?

None
Dominance would not imply requirements with respect to delivery 

speed

What are the pros and cons 

of offering the 

service(level)?

The cons 

outweigh 

the pros

Pros: Mores satisfied customers with overnight delivery at low price

Cons: Expensive to provide (requires overnight sorting and implies 

higher costs in delivery as mail volumes decline)

D+3 as standard delivery speed

Under the current USO (as is was defined in 2016), 
Iceland Post is required to offer a D+1 letter mail 
service (A-letters). Quality requirements state that 
85 percent of the A-letters should be delivered on-
time and that 97 percent of A-letters should be 
delivered within three days. For B-mail, 85 percent 
should be delivered within three days and 97 percent 
within five days.

Absent the USO, Iceland Post would no longer offer a 
D+1 service. In order to complete the transition to 
XY delivery, the new standard would be delivery 
within three working days (D+3). 

We find that the proposed counterfactual is 
reasonable. We observe that many other countries, 
for example Denmark, Finland, Sweden, and Italy, 
have excluded overnight delivery from the postal 
USO and that postal operators in these countries 
already have made use of the increased freedom and 
only provide overnight delivery as a premium 
(express) service at a significantly higher price. 

Table 12: Assessment of the obligation to deliver at D+1

69) PostNord (2017a). 70) Prices of 2017. 71) Posti (2017c). 72) Posten Norge (2018b). 73) Swedish Government (2017). 74) Poste Italiane (2017a). 
75) Poste Italiane (2017b). 76) Canada Post (2017). 63



D+3 as standard delivery speed

The decision whether or not to abandon D+1 as a 
standard service is driven by two factors: First, cost 
savings related to less overnight delivery and, 
second, revenue effects created by substitution from 
overnight delivery to products with longer delivery 
time and a lower price and to other means of 
communication. If the expected cost savings 
outweigh the anticipated revenue loss, the postal 
operator would find it attractive to abandon 
overnight delivery. 

COST EFFECTS 

With respect to cost savings created by less overnight 
deliveries, these consist primarily of less overnight 
sorting, and scale effects stemming from the 
increased ability to pool mail volumes and increase 
the number of items per delivery occasion. Due to 
the low population density in Iceland, the savings 
from reduced delivery speed will therefore be larger 
for Iceland Post compared to operators in other, 
more densely populated, countries. Consequently, 
Iceland Post will most likely be able to save more by 
reducing the delivery frequency compared with 
postal operators in many other countries.

REVENUE EFFECTS 

With respect to revenue effects, an introduction of 
D+3 as the standard delivery speed will affect the 
service level experience for all current users of A-
mail. The users of A-mail today will experience an 
increase in the delivery time. This implies a lowered 
service level which may affect demand of A-mail 
negatively. If the previous users of A-mail switches 
to B-mail Iceland Post’s revenue per delivered mail 
piece will decline. 

Today, about 30 percent of Iceland Posts’ domestic 
letter volume is A-mail, i.e. delivered overnight. Out 
of this volume, not everything will disappear from 
Iceland Post when D+3 becomes the standard speed 
of delivery, some mail will be sent with the new 
standard service.

It should be acknowledged, however, that some mail 
for which quick delivery is needed might migrate to 
electronic means of communication.

DEVELOPMENTS IN OTHER 

COUNTRIES

Examples from other countries indicate that revenue 
effects linked to slower delivery speed likely are 
small in comparison with the potential cost savings. 

The most recent example of this is Sweden, where 
the government in October 2017 decided to abandon 
D+1 as part of the USO from January 2018 and 
instead make D+2 the standard. One main 
motivation for the change in Sweden was a reduced 
need for overnight delivery in combination with a 
significant cost savings potential linked to reduced 
air transportation. The investigation conducted by 
the Swedish government offices in 2016 as 
preparation for the regulatory changes stated, for 
example, that PostNord in Sweden could save 250-
300 million SEK per year (corresponding to 
approximately 3 200 – 3 800 million ISK) by 
replacing air transport of D+1 mail items with rail 
transport.77

In addition to this, PostNord in Denmark, Posti in 
Finland, and Poste Italiane in Italy have all already 

abandoned D+1 delivery as part of the USO. Instead, 
they provide express services at higher prices – 27 
DKK in Denmark, 8.20 EUR in Finland, and 2.80 
EUR in Italy. Standard delivery speed is set at D+5 
and D+4 respectively. Canada Post differentiates 
between geographical areas based on sizes. Regular 
letters are delivered within two business days in a 
city, in three businesses days within a province and 
in four business days nationally. 

In its counterfactual scenario, Iceland Post assumes 
that the removal of D+1 delivery will make the 
majority, but not all, senders of A-mail switch to B-
mail.

The assumption is correct if customers believe B-
mail to be a good substitute to A-mail. If they do not 
consider B-mail to be a good substitute to A-mail 
they may choose to use another means of 
communication, e.g. email.

However, evidence from Denmark indicate that A-
mail and B-mail are close substitutes, which makes 
the assumption reasonable. On several occasions 
since 2009, the price of A-mail in Denmark has 
increased compared to the price of B-mail, see Figure 
34 and Figure 35 on the following slide. This has 
caused a substitution from A- to B-mail, without 
affecting the overall mail volume.

Based on the above, we find it reasonable that 
Iceland Post without the USO would offer D+3 as the 
standard delivery speed.

77) Statens Offentliga Utredningar (2016), p. 17, 126. 64



D+3 as standard delivery speed

FIGURE 34: PRICES FOR A- AND B-LETTERS FOR POST DANMARK, 2008-2016

Figure 35: Volumes of A- and B-letters for Post Danmark, 2008-2016

Source: Post Danmark (2008b; 2011; 2012; 2013; 2014; 2015; 2016), Politiken (2010), PostNord (2016c).

Note: Tick marks on x-axis represent year-end values
Source: Post Danmark (2008b), PostNord (2016b).
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DELIVERY IN THE MOST RURAL 

AREAS



Question Answer Documentation

Does Iceland Post 

voluntarily offer more 

than required by the 

USO?

No
Iceland Post delivers to private mailboxes and doors all over the 

country = minimum USO requirement

Do competitors offer 

more than required from 

Iceland Post by the USO?

No
Competitors mainly deliver within urban areas and for business 

customers

Do postal operators in 

other countries offer 

more than required by 

the USO in Iceland, 

although the 

requirements in their own 

USO are lower?

No

• PostNord (SE): Delivery to mailbox in all areas = USO requirement78

• PostNord (DK): Delivery to mailboxes in rural areas as long as they 

are located no further than 50 meters from the house79 = USO 

requirement

• Posti (FI): The universal service provider is entitled to waive delivery 

for maximum 1000 households in hard-to-reach archipelago or 

very rural areas. These households must receive collection and 

distribution to mailbox at least once a week = USO requirement80

• Posten (NO): Posten Norge delivers to mailbox in all areas as long 

as delivery costs are not unreasonable = USO requirement81

• Poste Italiane: Delivery to mailbox in all areas = USO requirement82

• New Zealand Post (NZ): Deliver to mailbox in rural areas = USO 

requiremen83

Which constraints would 

Iceland Post in all events 

have as a dominant 

company under 

Icelandic law and 

regulation?

None
Dominance would not imply requirements with respect to final 

delivery spot

What are the pros and 

cons of offering delivering 

post to mailboxes/doors 

in the most rural areas?

The cons 

of 

providing 

the service 

outweigh 

the pros

Pros

• More satisfied customers in most rural areas

Cons

• Expensive as volumes continue to fall (declining economies of 

scale). Eventually, revenues do not cover costs

Delivery to post office in the most rural areas

The current USO requires Iceland Post to deliver 
post to mailboxes or doors two to three days per 
week in the most rural areas. This allows for XY 
delivery. 

Iceland Post argues that, in a situation without the 
USO, the company would instead deliver to the 
nearest post office for the most rural households. 
The delivery frequency would still be based on XY 
delivery, i.e. two to three days per week. 

We find that the proposed counterfactual is 
reasonable. The main reason for this is that the cost 
savings linked to reduced delivery in very sparsely 
populated areas are likely to outweigh the loss in 
revenue from users switching away from the 
operator due to the reduced service level. 

In addition to this, we observe that postal operators 
in other countries with similar geographical 
conditions have tried alternative delivery practices 
for very rural areas. 

Table 13: Assessment of the obligation to deliver five days per week

Sources: 78) Swedish Government (2010). 79) PostNord (2013). 80) Finlex (2017). 81) Postloven (2017), 82) AGCOM (2017). 83) New Zeeland Post 
Limited (2013). 67



The decision whether or not to reduce the service 
level in the most rural areas is mainly driven by two 
factors: First, cost savings related to eliminating 
delivery to the mailbox at the most low density 
routes and, second, revenue effects created by 
consumers reducing their demand for Iceland Post’s 
services. If the expected cost savings outweigh the 
anticipated revenue loss, the postal operator would 
find it attractive to reduce the service level in the 
most rural areas. 

COST EFFECTS

With respect to cost savings, these primarily source 
from eliminating the very low density routes. Low 
density routes are much more costly than high 
density routes, as was described in the section on 
delivery frequency. 

Figure 36: Low density route vs. 

delivery to post office

Source: Copenhagen Economics

Imagine an original rural low density route with 10 
households and delivery to each household’s mailbox 
and one rural low density route with the same 
number of households but delivery to the local post 
office, see Figure 36. We assume that the route cost 
when mail is delivered to each mailbox, i.e. the cost 
of driving that route, is 100. We also assume that 
every household receives 10 mail items per week. 
This implies that the mailman should deliver 100 
items per week. Assuming three delivery days per 
week, this implies a route cost of 300 (=100*3) per 
route and the cost per item for serving the route is 3 
(=300/100). 

If we instead assume that the households on this 
rural low density route receive their mail at the local 
post office, the route cost decrease as the route 
length is shorter and the mail carrier only has to 
make one stop. For simplicity we assume that the 
previous delivery cost of 100 can be scaled down to 
10 as the mail carrier will make one stop instead of 
ten. 

Assuming three delivery days per week, this implies 
a route cost of 30 (=10*3) per route and the cost per 
item for serving the route is 0.3 (=30/100). 

This clearly demonstrates that the savings from 
avoiding home delivery on a low density route are 
significant. Due to the low population density in 
Iceland, cf. Figure 37, the savings from a reduced 
service level in the most rural areas will therefore be 
larger for Iceland Post compared to operators in 
other, more densely populated, countries. 

In addition to the aforementioned cost savings, a 
slight cost increase is also expected. Gathering mail
in post offices awaiting pick up from recipients will 
require both additional resources and space. 
However, these investments are most likely limited 
compared to the cost savings.

REVENUE EFFECTS 

With respect to revenue effects, an introduction of 
delivery to post offices instead of private mailboxes 
or doors will affect the service level experience for all 
users living in the most rural areas. About five 
percent of the Icelandic population resides in the 
most rural areas, corresponding to almost 17 000 
individuals84. This will affect the demand of both 
senders and receivers. On the sender side, large 
mailers such as invoicing business may be less

Delivery to post office in the most rural areas

Figure 37: Population density

Source: Registers Iceland (2015)

84) 334 250*5%=16 712.5, World Bank (2017b). 68



Delivery to post office in the most rural areas

willing to use the postal service if they have reason to 
suspect that their mail wont be picked up in time 
from the post office, causing delayed payments etc. 

On the receiver side, people might find it 
inconvenient to visit the post office on a regular basis 
and therefore increase their use of electronic 
alternatives. As a consequence Iceland Post’s volume 
as well as returns per delivered mail piece would 
decrease. 

However, as the number of affected individuals is 
limited in relation to the full population of Iceland, 
this negative revenue effect is expected to be limited. 
We investigate the revenue (and cost) effects in 
detail in chapter 5.

DEVELOPMENT IN OTHER 

COUNTRIES

Similar actions has been taken in other countries and 
the overall conclusion is that the effect on demand is 
limited while cost savings are significant. 

In Finland 16 percent of the population lives in rural 
areas, covering 97.6 percent of the country. In 2010, 
the operator Itella (now Posti), conducted a field 
experiment, focused on customer centric 
development of new postal services. 122 households 
and 17 small companies located in the rural area of 
Anttila participated on a voluntary basis. The set up 
was the following:

• Mail was delivered twice a week to the mailbox as 
usual

• On other days mail was delivered to the post locker 

located by the village shop
• Mail that was not retrieved from the locker was 

delivered to the mailbox twice a week
• It was also possible to receive letters to a digital 

mailbox (NetPosti)85

• After a couple of months, the experiment was 
extended to also include digital distribution of 
newspapers

The experiment ended in November 2011. The key 
results were that the majority of the participants 
were satisfied with only receiving mail twice a week 
to their mailbox. Also the digitalization of 
newspapers was well received, and considering that 
e-substitution has developed even more since 2011, 
the acceptance of electronic delivery would probably 
be even higher today.86

Canada Post has also tried out alternative delivery 
solutions. In August 2015, the Canadian regulator 
introduced delivery to community mailboxes, 
replacing door-to-door delivery in some parts of the 
country.87 However, the public reactions have not 
been all positive88 and a government report from 
2016 recommend the operator to go back to door-to-
door delivery89 The government have not yet reached 
a decision on this90.

Based on the above, we find it reasonable that 
Iceland Post without the USO would deliver mail in 
the most rural areas to post offices instead of to the 
door or mailbox of individual households.

85) Posti (2017b). 86) Päivi Rokkanen (2011). 87) House of Commons (2016). 88) National Post (2017). 89) House of Commons (2016). 
90) CBC News (2017.
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Shipments for the blind at standard rates

The current USO requirement in Iceland stipulates 
that Iceland Post has to provide free shipment of 
items weighing up to 2 kg to blind citizens.91

Iceland Post’s counterfactual implies that the 
company instead of free delivery would charge 
standard prices for these deliveries. We find this 
assumption to be reasonable as no commercial 
operator would deliver for free. 

Moreover, empirical evidence shows that only postal 
operators with the obligation to provide free delivery 
to certain user groups do so. Commercial operators, 
like Bring Citymail in Sweden, do not provide 
delivery for free to any user groups. Last, but not 
least, the fact that Iceland Post most likely would 
remain a dominant provider of postal services in 
Iceland also without the USO does not imply any 
restrictions with respect to its ability to charge 
standard rates for delivery to the blind. These 
observations support the assumption that Iceland 
Post would refrain from a special treatment of blind 
citizens in the situation without the USO. 

Table 14: Assessment of the obligation to deliver shipments for free to 

blind citizens

86991) Postal Services Act No. 19 (2002), chapter IV, Universal service, Article 6. 71

Question Answer Documentation

Does Iceland Post voluntarily 

offer more than required by the 

USO?

No
Delivery free of charge is only provided 

to the user groups specified by the USO.

Do competitors offer more than 

required from Iceland Post by 

the USO?

No
No competitors offer free delivery for 

the blind.

Do postal operators in other 

countries offer more than 

required by the USO in Iceland, 

although the requirements in 

their own USO are lower?

No

• All universal service providers in 

Europe are obliged to provide free 

delivery for the blind. 

• Operators who are not obliged to do 

so (e.g. Bring Citymail in Sweden) do 

not provide this service for free 

Which constraints would 

Iceland Post in all events have 

as a dominant company under 

Icelandic law and regulation?

None

Dominance would not imply 

requirements with respect to free 

delivery to certain user groups.

What are the pros and cons of 

offering the service?

The cons of providing 

free delivery for blind 

people outweigh the 

pros

Cons

• No revenue and costly service 

purely loss-making and not 

commercially viable
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5.1 Introduction and main findings

In this second part of the analysis, we provide an 
estimate of how much Iceland Post could save and 
what revenues it would lose or gain without the USO. 
The calculations and all analysis are based on what 
the USO net cost would have been in 2016, whatever 
has happened after 2016 is therefore not relevant. 
The result is also based on the crucial assumption, as 
are all net cost calculations, that except for the 
changes presented as part of the commercial 
strategy, there are no differences between the actual 
scenario of 2016 and the counterfactual scenario of 
2016. In economics this assumption is called ceteris 
paribus, meaning all else equal.

The assessment of cost savings is done by means of a 
value chain approach where we identify the 
operational changes implied by the counterfactual 
scenario and the following cost implications. This 
also includes any cost changes caused by changes in 
demand for postal services, stemming from the 
change in business strategy.

Further, we identify and quantify direct and indirect 
revenue effects implied by the counterfactual 
scenario.

Figure 38: The commercial approach – step 2
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5.1 Introduction and main findings

The result of the analysis is presented in Table 15 
below. We find that the potential cost savings sum to 
715 million ISK, the more important post being, as 
expected, savings stemming from reduced delivery 
speed and frequency. 

Regarding the potential revenue effects, we find that 
the total effect is 85 million ISK in increased 
revenues. This net effect stem from both losses and 
gains in revenues caused by changes in service level 
and price, the most significant elements being 

delivery speed and frequency and international 
postal items.

First, changes in delivery speed and frequency would 
have a negative effect on revenues. Second, the 
distribution of incoming international letter post 
items no longer would be a loss-making activity but 
instead generate a small profit. 

The net effect of costs and revenues is estimated to 
800 million ISK. In chapter 6, we estimate the value 

of any intangible benefits and subtract it from the 
USO net cost (chapter 7).

Table 15: How much Iceland Post could save and what revenues it would lose or gain without the USO

Note: All figures rounded to the nearest 5
Source: Copenhagen Economics
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Cost effect (million ISK) Revenue effect (million ISK)
Net effect

(million ISK)

Delivery speed and frequency 445 -365 80

International postal items 0 475 475

Delivery in rural areas 270 -35 235

Shipments for the blind 0 10 10

Reserved area 

(intangible benefit)
- - -

Total 715 85 800



5.2 Method for estimating cost and revenue effects

COST EFFECTS

When estimating the positive and negative cost 
effects of the USO compared to the counterfactual 
situation, we use the postal value chain as our pillar 
of structure.

The postal value chain consist of five steps, carrying 
mailings from sender to receiver. First, after the 
sender posts the item, it is collected from public 
mailboxes, post offices or offices of large senders. 
Next the item is sorted in a central sorting centre. 
There, it is made clear to where in the country the 
mail item should be transported. This sorting is 
automated to some extent, however not for all items, 
and all items are sorted on ZIP codes. Thereafter, the 
mail items are transported to local distribution 
centres. Here, mailmen prepare the items for 
delivery, sorting them in delivery order, (so-called 
sequence sorting) for each route. The last step is 
delivery, where mailmen deliver the items to private 
mailboxes, offices, post offices etc. by car, bike or 
foot, see Table 16.

The steps however differ between products. For 
example, parcels are not transported to the 
distribution centres before delivery to the post office. 

Cost effects can stem from two different sources. 
There are direct cost effects from changes in 
operations such as reduced need for night shifts, and 
there are indirect cost effects from changes in 
volume such as less time spent on sorting. Each step 
of the value chain is affected differently by changes 
in operations implied by Iceland Post’s commercial 
business strategy (i.e. the counterfactual scenario). 

Often there are no effects at all in some steps, but 
large effects in others.

In the following sections, we analyse the changes in 
operation for each step in the postal value chain 
based on the counterfactual scenario described in 
chapter 4.

75

Table 16: A general description of the postal value chain

Activity in 

production chain
Description

Collection
Mail items are collected from public mailboxes, post offices or from 

offices of large senders

Sorting

Mail items are sorted on ZIP codes. There is one sorting centre in 

Iceland, located in the capital area. Part of the mail is sorted on 

the distribution level i.e. sequence sorted. This mail is, however, 

merged with non-sequence sorted mail in local sorting.

Transport

Mail items are transported from initial sorting to local sorting (at 

distribution centres). Some items are transported directly to post 

offices, for example parcels.

Local sorting

Mail items are sorted and prepared for delivery. Sequence sorted 

mail is merged with non-sequence sorted mail. A-mail is never 

sequence sorted upon arrival due to short time frame.

Delivery Mail items are delivered to mailboxes, offices etc.

Source: Copenhagen Economics



5.2 Method for estimating cost and revenue effects

TOTAL COST EFFECTS DUE TO 

LOWER VOLUMES

In addition to the cost effects directly related to 
operational changes, there are cost effects stemming 
from lower volumes that affect all steps of the postal 
value chain. In order to avoid overcompensating for 
this effect, the indirect cost effect is handled in 
relation to the assessment of cost effect from changes 
in delivery speed and delivery frequency. The reason 
for this is that the main indirect cost effects will 
occur in the delivery step of the postal value chain 
(where changes in delivery speed and frequency will 
have the largest impact).

There are two types of cost effects stemming from 
reduced volumes due to lower demand for postal 
services in the counterfactual situation. 

The first cost effect is a reduction in cost caused by 
less time spent on handling mail throughout the 
value chain, see schematic example in Figure 39. 

When volumes decrease, less time is needed in 
sorting and transportation. This would lead to a 
reduction in labour costs, and potentially also in 
other costs (e.g. if fewer trucks are needed to 
transport mail from the sorting centre to local 
distribution centres). 

The second effect is an increase in unit costs 
stemming from lower mail volumes. When volumes 
decrease, the postal operator lose some of the 
economies of scale. Economies of scale can be 
explained as the cost advantage that stem from 
increased volumes. The reason is that more items 

can share the fixed costs related to the postal service, 
such as computer systems and other costs not 
varying with fluctuations in volume, see Figure 40. 

Due to the very large share of labour costs that 
characterizes the postal sector, as previously 
described in chapter 2, the first effect is however 
expected to outweigh the second. This results in a net 
reduction in costs due to lower mail volumes.

The variable costs as a share of total costs is 
estimated to 30 percent and the volume decrease 
stemming from lower service level and/or prices is 
estimated to 20 percent. That results in a cost 
decrease of about 365 million ISK, included in the 
cost effects from the reduction in delivery speed and 
delivery frequency.

Figure 39: Schematic description of 

chain effect starting from change 

in volume

Figure 40: Cost per item increase 

as volume decrease

Source: Copenhagen Economics

Source: Copenhagen Economics

Number of items

Cost per item
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5.2 Method for estimating cost and revenue effects

REVENUE EFFECTS

When estimating the positive and negative revenue 
effects of the USO compared to the counterfactual 
situation, we use the different products provided by 
Iceland Post as a starting point, see Table 17.

Each product is affected differently by the changes 
implied by Iceland Post’s commercial business 
strategy. Often there are no effects at all for some 
products, but large effects for others.

Revenue effects can stem from different sources. A 
reduction in service level might lead to a decreased 
demand for Iceland Post’s services as postal users 
maybe turn to other means of communication or 
competitors. Similarly, a price increase leads to a 
higher revenue per item, but that positive revenue 
effect may countered by a negative demand effect, 
leaving the net revenue effect unknown without 
further analysis.

In the following sections, we analyse the revenue 
effects for each product based on the counterfactual 
scenario described in chapter 4.

Table 17: Revenue categories

Source: Copenhagen Economics
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Category Description

Domestic single piece 

letters (including

registered)

All domestic letters sent as single piece, not containing 

goods.

International 

registered letters 
All registered (traceable) letters from abroad.

International single 

piece letters
All international letters sent a single piece, not packets.

Bulk mail
Letters sent in large volumes, bulks, often sent from large 

senders.

Magazines
Subscriptions, for example delivered once every week,

month or six months etc.

Daily newspapers
Daily newspapers distributed by normal mail and mostly in 

the most rural areas by Iceland Post.

Unaddressed 

mail

Advertisement from shops such as supermarkets, not a part of 

the USO.

Packets

Small packets, weighing less than 2 kg, handled as letters in 

the postal value chain. They are not directly affected by the 

commercial business strategy, but indirectly affected due to 

substitution effects.

Parcels
Weighing more than 2 kg, normally handled separate from 

letters in the postal value chain



5.2 Method for estimating cost and revenue effects

According to the Postal Directive (Directive 
2008/6/EC), “The [net cost] calculation should take 
into account […] the entitlement to a reasonable 
profit and incentives for cost efficiency”. 

This implies that the universal service provider is 
entitled to a reasonable profit for the services which 
are only provided due to the USO. Further, the 
provider should have incentives to be cost-efficient 
and should not receive compensation for (potential) 
inefficient operations.

Calculating Iceland Post’s net costs of the USO 
requires consideration of these two effects.

INCLUDING A REASONABLE 

PROFIT IN THE USO NET COST

Some of the services offered under the USO have a 
very low or even negative profitability. This is not 
very surprising. In fact, if this would not be the case, 
there would be no need for a USO. Consequently, the 
profit generated from services that are only provided 
due to the USO could not be considered reasonable 
today. 

When using the commercial approach to estimate 
net costs of the USO, the net cost equals the 
difference in profit that the universal service 
provider receives with a USO and the profit in a 
counterfactual scenario without the USO. 
Consequently, the net cost will not include a 
reasonable profit on the services that are only offered 
due to the USO.

For this reason, it is necessary to separately include a 
reasonable profit on these services and include this 

as part of the compensation for the USO. This 
interpretation is in line with the Commission’s 
decision regarding state aid to bpost for public 
service obligations.92

The elements making up Iceland Post’s net costs of 
the USO can be divided into two types: 

The first type is a burden caused by some kind of 
tariff regulation for otherwise commercially viable 
services that would be provided also absent the USO. 
This includes: 
• Free delivery of shipment to the blind
• Delivery of international postal items at UPU rates

Absent the USO, Iceland Post would continue to 
offer these services, but only at a price that ensured a 
reasonable profit.

The second type is a burden caused by a service level 
which is not profitable and which Iceland Post would 
cease to offer absent the USO. This includes:
• Delivery frequency of 5 days per week
• Home delivery in rural areas

Absent the USO, Iceland Post would reduce the 
service level for delivery frequency to 2.5 days per 
week and deliver mail to post offices in rural areas. 

Consequently, Iceland Post should be entitled to a 
reasonable profit for the services above. 

For shipments to the blind, Iceland Post is forced to 
charge a price of zero ISK. The majority of these 
shipments are A-letters <50g. Since standard A-

letters <50g are sold on market conditions at a price 
of 175 ISK, this price reflects a reasonable return for 
shipment to the blind absent the USO. By including 
this price in the counterfactual scenario, we take the 
requirement of a reasonable return into account.

For International postal items, Delivery frequency 
and Home delivery in rural areas, there are no 
comparative prices available. The Commission has 
previously estimated that a reasonable return is 7.4 
percent of Return on Sales (RoS). Further, the Dutch 
regulators allowed a return for postal services in 
Netherlands of 10 percent.93 We therefore use a 
simple average of these two sources as a benchmark 
for reasonable profit for Iceland Post’s services, 
equal to 8.7 percent RoS. It should be noted that the 
net costs calculation is fairly insensitive to RoS.94

Table 18 list the returns used to estimate a 
reasonable profit for each service in the net cost 
calculations.

92) According to European Commission (2012b), paragraph 245: "In addition to the coverage of costs incurred in discharging the public service 
obligations, the SGEI Framework also allows for compensation for a reasonable rate of return“. 93) Postal tariff regulation in the Netherlands 

stipulates an allowed return on sales for postal services within the USO of 10 percent. Moreover, the European Commission has used 7.4 percent 
return on sales for bpost and Deutsche Post (2006-2010). 94) For example, reducing the RoS of 8.7% by 50% only affects the net cost with about 5%
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Element
Rate of return (ISK/Profit 

margin)

Shipment to the blind 175 ISK

International postal 

items
8,7% RoS

5 days/week delivery 8,7% RoS

Delivery to mailboxes in 

rural areas
8,7% RoS

Table 18: Rate of return used to 

calculate reasonable profit



5.2 Method for estimating cost and revenue effects

ICELAND POST IS ALREADY USING 

THE FLEXIBILITY UNDER CURRENT 

USO TO INCREASE EFFICIENCY

It is important to assess whether Iceland Post could 
have implemented more cost savings measures given 
the regulatory framework in place in 2016. No 
compensation should be granted for costs that could 
have been saved without abandoning the USO.

A USO imposes several constraints on the universal 
service provider in terms of its operations. This may 
have the effect that the operator cannot take 
efficiency enhancing measures without breaching its 
obligations. For this reason, the Icelandic USO 
contains exemptions that provides Iceland Post with 
some flexibility to increase efficiency within the 
boundaries of the USO.

Indeed, Iceland Post has over the last years used this 
flexibility in order to increase its efficiency. One 
example is change in delivery for international postal 
items to post offices instead of the recipient's home. 
Another example is the closure of certain post 
offices, following a review and approval from the 
Icelandic regulator PTA. The full list of efficiency 
enhancing measures taken by Iceland Post 2008-
2017 are provided in Box 8 on the following page.

Further, Iceland Post is constrained by e-
substitution, which exerts a strong disciplinary force 
on Iceland Post. As shown in chapter 2, with heavily 
declining volumes in a sector with large economies of 
scale, Iceland Post constantly needs to reduce costs. 
This is a problem for postal operators in all 
developed countries. However, mail volumes have 

decreased more on Iceland than in many other 
European countries, see Figure 10 in chapter 2, 
making the pressure to reduce costs larger in Iceland 
than in many other countries.

Based on the above, we conclude that Iceland Post 
has strong incentives to reduce costs and has also 
done so to the extent possible within the current 
regulatory framework.
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BOX 8: Examples of efficiency measures taken by Iceland Post 2008-2017

• Change in distribution system (XY) and B letters 
started

• Change in delivery for international postal items 
to post offices instead of by car 

• Change in product range in domestic parcels 

• Change to post office on vehicle instead of 
traditional post offices

• Reduction of post offices and/or collaborate with 
others about operations

• Reduction of delivery days in specific areas and 
changes in routes of distribution on rural areas

• Reduction of mailboxes by one third

• Reduction of three distribution centres in capital 
area 

• Reduction with sale of 28 real estate and 
renovation of post offices 

• Renovating post office with better work processes 
and more efficiency 

• Shortening of opening hours in post offices 

• Restructuring and coordination of location of 
mailboxes in rural areas

• Improved procurement process for electricity 
purchases and collateral 

• Reduction in office cost for telegram department

• Own operation of transport vehicles on main 
transit routes 

• Decrease of positions by 15%

• Optimization with increased machine processing 
in the sorting centre at Reykjavík

• Reduction of delivery days in rural areas into 
every other day

• Increased preregistration of parcels by customers 

• Processing further computerizing in delivery by 
car and mailman

• Delivery starts through parcel lockers (not post 
office boxes)

• Post office in Sorting centre in Reykjavik closed

• Change in delivery of Chinese registered letters 
partly transferred to the mailman system. 

Source: Examples provided by Iceland Post. 80





5.3 Delivery speed and frequency: Cost effects

In this section we explain the logic behind the 
estimated cost effects from reduced delivery speed 
and delivery frequency. Reduced delivery speed 
implies that D+3 replaces D+1 as the standard 
delivery speed, allowing Iceland Post two extra days 
for handling all letter mail. Reduced delivery 
frequency implies that all mail will be delivered every 
other work day instead of every work day. 

COLLECTION

Collection is not affected by the changes in delivery 
speed and frequency. As there are no operational 
changes, there are no cost effects to take into 
account. 

SORTING

Reduced delivery speed and lower delivery frequency 
will imply cost savings in sorting. The main reason 
for this is that there no longer will be a need for night 
sorting. Moreover, there will also be extra time to 
allow for increased efficiencies in production in 
terms of increased automation. 

As a conservative approach, we only include cost 
effects linked to the reduction in night shifts in our 
calculations. Currently five employees are needed to 
cover the night shifts for Iceland Post. When 
overnight delivery no longer is the standard, only 
one employee, working four night shifts per week 
handling inbound letter deliveries, is needed. The 
need to keep one night shift worker is due to the fact 
that there still will be some transports arriving 
during the night. In total, the reduced need for night 
shifts create cost savings of approximately 39 million 
ISK for Iceland Post. 

TRANSPORT

Transport is not affected by changes in delivery 
speed and frequency. As there are no operational 
changes, there are no cost effects to take into 
account. 

LOCAL SORTING

As with the initial sorting, reduced delivery speed 
and frequency will also affect local sorting. The 
savings here stem from better sorting at the initial 
sorting centre. 

With D+1 as the standard delivery time, a large share 
of letters are not sequence sorted upon arrival at the 
local sorting centre. D+1 letters are only sorted for 
the capital area and large urban areas, unless they 
are sent from the same urban area. With D+3 as the 
standard, however, the increased automation 
described previously under ‘sorting’ allows for a 
larger share of sequence sorted letters. This reduces 
the time spent on manual sorting in the local 
distribution centres. As these cost savings mainly 
stem from lower salary costs of the same mailmen 
who are involved in delivery, we include them in the 
‘Delivery’ step and do not account for them 
separately here. 

DELIVERY

XY delivery throughout the country implies that only 
50 percent of households receive delivery each day. 
This results in cost savings as fewer mailmen, fewer 
vehicles, and less fuel is needed to deliver mail each 
week. Although this, in theory, could imply a 
proportioned 50 percent decrease in costs (due to 50 
percent reduction in the households served), there 

will also be counteracting cost effects reducing this 
potential cost saving. As households are only visited 
every second day, for example, the number of stops 
per route will increase compared to the current 
situation. The reason for this is that the mailman has 
more items to deliver on his route. This increases the 
time spent on each route (and thereby the cost of 
serving each route), thereby making the cost savings 
lower than 50 percent.

Due to different demographical characteristics 
(mainly population density), the change in delivery 
frequency will affect cost savings in the capital area 
and in urban areas differently. For this reason, we 
estimate cost effects in the capital area and in the 
urban outside of the capital areas separately.

Capital area
In the actual scenario, [__] mailmen worked with 
delivering mail in the capital area in 2016, covering 
in total 284 routes.95

With a cost of delivery96 in the capital area in 2016 of 
755 million ISK, this corresponded to an average cost 
per mailman of [__] million ISK. 

XY delivery implies two important changes for the 
postal workers delivering mail. First, delivery only 
every other day implies that the mailmen will have to 
stop at households that they otherwise would have to 
pass by without anything to deliver. Second, it also 
implies that there will be more items to deliver to 
some households that otherwise would receive fewer 
items. Both these changes imply that it will take the 
mailmen longer time to cover a delivery route. 

95) Each mailman cover two routes per day. 96) Salary costs excluding fixed costs of management at delivery centres etc. and other salary costs 
not related to delivery that will not change absent the USO. 82



5.3 Delivery speed and frequency: Cost effects

This is still the case if we also take into account the 
lower mail volumes stemming from all changes 
implied by the counterfactual scenario. 

Although the number of routes increase, the net 
number of mailmen needed to cover the capital area 
decreases. This is due to the fact that one mailman 
can cover two routes per day. In other words, one 
mailman covers two routes (A and B) on day one and 
two other routes (C and D) on day two. With 337 
routes in total, this implies a need for 84 mailmen in 
delivery. In addition to the 84 mailmen, however, 
there will be a greater need for additional resources 
in terms of extra available mailmen as each mailman 
now covers four routes instead of two. This means 
that the system is more fragile after the change (e.g. 
if one mailman is ill for a couple of days, four routes 
will be affected compared to only two in the old 
system). In order to compensate for this higher risk, 
we estimate that 8 extra stand-in mailmen97 are 
sufficient. In total, this implies a total number of 92 
mailmen (i.e. almost 50 mailmen less than in the 
actual situation).

Based on the above and taking the lower volumes 
from due to all demand effects from all changes in 
services and prices into account, we estimate the 
total cost for delivery in the capital area after the 
change to around 513 million ISK. This corresponds 
to cost savings of about 32 percent, or 242 million 
ISK. 

Assuming cost savings of 32 percent in a situation 
where delivery frequency is reduced by 50 percent is 
very conservative. In other countries similar to 

Iceland, cost savings from similar reductions in 
delivery frequency have been estimated to be about 
45-50 percent.

The assumption driving our results is the increase in 
the number of delivery routes caused by larger mail 
volumes per delivery day. If we instead assume that 
the number of routes is kept constant, cost savings in 
the capital area amount to 42 percent.

Urban areas
Due to the varying size of cities and villages outside 
the capital area, cost savings from the introduction of 
XY delivery will be slightly different in these areas. 
More explicitly, due to lower population density and 
a higher share of fixed costs outside the capital area, 
cost savings are expected to be lower.

Based on information on the total cost of delivery in 
a city, village or area from the internal accounting 
system of Iceland Post, we are able to make plausible 
(and conservative) assumptions about the potential 
cost savings outside the capital area.

For large areas98 with similar demographical 
characteristics in terms of population density etc. as 
the capital area, we assume that the cost saving 
potential is equal to that in the capital area, i.e. 32 
percent.

For very small areas99 that are covered by one 
mailman alone, we assume that no cost savings are 
possible. This is due to the fact that resources 
already are at a minimum. 

For medium-large areas100 and for medium-small 
areas101, we assume that the cost saving potential is 
somewhere in-between 0 and 32 percent (27 and 17 
percent respectively). Similar to the 32 percent cost 
saving assumed for the capital area, these 
assumptions are conservative. Nevertheless, they are 
based on a reasonable logic where the estimated cost 
savings decrease with the size of the area. The larger 
an area is, the better are the possibilities to operate 
efficiently. 

Based on the above, the average cost saving, 
weighted on the distribution of the total cost of 
delivery in the urban areas outside of the capital, is 
27 percent. This results in a total cost saving of 124 
million ISK in the urban areas outside of the capital. 

The results are summarized in Table 19 on the next 
slide. 

97) The extra mailmen will receive a salary of 250,000 ISK per month corresponding to the base salary for a mailmen in 2016. 98) Represented by 
areas with delivery costs >15 million ISK. 99) Represented by areas with delivery costs <5 million ISK. 100) Represented by areas with delivery costs 

of 8-15 million ISK. 101) Represented by areas with delivery costs of 5-8 million ISK. 83
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Table 19: Direct cost effects: Changes in operations
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Note: This table only cover the direct cost effects.

Activity in 

production chain

Actual cost effect 

(million ISK)

Cost effects 

accounted for
Motivation

Collection 0 • None • No change in operations

Sorting -39
• Reduction in 

overnight sorting (-)

• As the delivery speed is reduced from D+1 to D+3, the need for 

overnight sorting is reduced. 

• The extra time will allow for efficiencies in production which will in 

turn lead to increased automation. 

Transport 0 • None • No change in operations

Local sorting Included in delivery
• Reduction in 

overnight sorting (-)

• As the delivery speed is reduced from D+1 to D+3, the need for 

overnight sorting is reduced. 

• The extra time will allow for efficiencies in production which will in 

turn lead to increased automation. 

Delivery -366

• Reduced mailman 

cost (-)

• Lower volumes (-)

• Increased work 

load (+)

• When going from five day delivery to a X/Y delivery system, the 

daily route cover only 50 percent of the households requiring fewer 

man hours, a lower number of cars and less fuels.

• Due to larger volumes per route, the cost savings will note be 

entirely 50 percent due to the increased work load, but are 

estimated to be around 32 percent for the capital area and other 

large areas, 27 percent for medium-large areas, 17 percent for 

medium-small areas and 0 percent for vert small areas. 
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DOMESTIC SINGLE PIECE LETTERS

With the new D+3 standard, senders using Iceland 
Post’s A-mail service today will have to choose 
between i) using Iceland Post’s B-mail service, ii) 
using electronic communication alternatives or iii) 
discontinuing the communication.

Today, 64 percent of domestic letter mail is sent as 
A-mail whereas only 36 percent is sent as B-mail. 
The price difference between A-mail and B-mail is 
about 8 percent. With B-mail as the new standard 
product, the price level of today’s B-mail is assumed 
to apply to all items. 

Although senders of single piece items are normally 
not dependent on next day delivery102, there could 
still be instances where speed or accuracy of delivery 
may be a determining factor. One example of this is 
the delivery of Christmas cards. 

Based on this, we expect a minor negative volume 
effect of 0-5 percent for single piece letters. This 
corresponds to a decrease in Iceland Post’s revenue 
of about 48 million ISK.

INTERNATIONAL SINGLE PIECE 

LETTERS

Current price agreements for international mail 
require delivery overnight of inbound international 
letters. Replacing the overnight service with a slower 
service may therefore imply a penalty for Iceland 
Post in terms of lower prices received for the delivery 
of these items (so-called terminal dues). It may also 
imply that senders and recipients of cross-border 
letter post items substitute away from Iceland Post 
to faster delivery solutions.

The actual reduction in delivery speed in 2018 will 
imply a penalty of 28 million ISK and we therefore 
assume that the same would have happened in 2016.

With respect to demand for cross-border letter mail, 
it should be noted that the overnight delivery in 
Iceland is only part of the delivery time experienced 
by the sender or receiver of international letter post 
items. For example, if the delivery time from the 
origin country to the destination currently is four 
days, two additional days of delivery time for the last 
mile will not increase the delivery time from one to 
three days, but from four days to six days. 

According to a recent study by the International Post 
Corporation103, 71 percent of Icelandic consumers 
expected delivery from another European country 
within 7 days, which is close to the European average 
of 75 percent, whereas 42 percent expect delivery 
within 4-5 days and only 14 percent expect delivery 
within 2-3 days. The expected delivery time is even 
longer with respect to items bought from web shops 
outside Europe104, only 13 percent of Icelandic 
consumers expected delivery from Asia within 7 
days, which is significantly lower than the European 
average of 29 percent105. 

The same study also investigates what consumers are 
most willing to pay for: speed or traceability of 
delivery. The study finds that the willingness to pay 
extra for delivery is driven more by tracking than by 
speed106. This indicates that demand for 
international mail will not change significantly when 
two extra days are added to the total delivery time.

Further we do not expect any negative demand effect 

linked to reduced delivery frequency as international 
deliveries seldom need to arrive on a specific day of 
the week.

BULK MAIL

Today, 17 percent of all bulk mail in Iceland is sent as 
A-mail and 83 percent is sent as B-mail. For a 0-50 
gram letter, the price of a B-letter is currently 23 
percent below the price of an A-letter. As the new 
standard product is assumed to have the same price 
as the B-letter, this will lead to a reduction in price 
and service level for customers currently sending A-
mail. 

Although there are currently no alternative delivery 
operators in Iceland offering delivery of bulk mail 
within less than three working days with full 
geographical coverage, the counterfactual situation 
implies an annulment of the exclusive right to deliver 
letters up to 50 grams and thereby the possibility of 
increased competition.

Evidence from other countries, however, show that 
liberalization not necessarily triggers fierce 
competition for letter mail delivery. Despite 
liberalization in a large number of countries, 
competition in the letter mail segment has only 
developed in a few, and only in countries with or in 
times of large letter volumes. Thus we do not expect 
any significant entries in Iceland. This will be 
discussed in more detail in chapter 6.

Although mailers using D+1 delivery today will 
experience a lower price for delivery, there is still the 
possibility that some items sent as A-mail today are 
so time critical that they cannot be sent as D+3. 

102) See for example PTS (2017), p. 46; CEM Institute – Voxmeter (2014), p. 9. 103) IPC(2016), p. 11. 104) According to PostNord (2017c), p. 29, the United States and 
China are among the top-three countries from which Norwegian e-shoppers buy online. Whereas 36 percent of Norwegian e-shoppers who buy online cross-border 

have bought something from the US, 31 percent of cross-border e-shoppers in Norway have bought something from China. 105) IPC (2016). 106) According to IPC 
(2016), 53 percent of Icelandic consumers expect free delivery on an untracked item that took 5-8 days to arrive, 47 percent would expect a faster untracked item (3-4 

days) to be free, 28 percent would expect a slower tracked item (5-8 days) to be free, while 22 percent of respondents would expect a fast tracked item to be 
delivered for free. 23 percent expect a tracked item that arrives on a pre-specified day to be delivered for free.
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Further, even if there is no strict need for next day 
delivery, there may still be a very strong preference
for some items to be delivered next day. 

For these mailers, electronic means of 
communication, such as email and online platforms, 
is probably a more likely (or at least equally 
attractive) substitute than the offering provided by 
an alternative delivery operator.

From interviews with large bulk mail senders in 
Iceland, we have learned that out of the items not 
already sent through electronic alternatives only a 
minor share is likely to be possible to transfer from 
physical mail to electronic alternatives. The reason is 
that a large share of bulk mail already is sent via 
electronic platforms. 

For example Síminn, the largest telecom operator in 
Iceland, estimates that 75 percent of its bulk mail, 
mainly enclosing monthly bills, is sent through 
electronic platforms. The remaining 25 percent is 
mainly sent to companies preferring to receive 
invoices by mail or private individuals unable or 
unwilling to switch to electronic alternatives.107

However, this is most likely not true for smaller 
companies still working on developing their 
electronic alternatives. 

Also, other large senders of bulk mail, such as 
Borgun, state that they could make an effort to 
further increase the use of electronic alternatives in 
the long run as a result of these changes. However, in 
the short run the company will have to adapt to the 
changes and accept the longer delivery time.108

All bulk mail senders that we have interviewed state 

that they are very dependent on the delivery speed as 
the letters sent mainly contain invoices or 
statements. For example Valitor, an international 
payment solutions company, handle the terminals of 
many merchants on Iceland. As the transaction cycle 
ends on the 25th every month, settlements are 
organized by Valitor during the following days and 
printed by Advania, whereafter they are packaged by 
Umslag and then sent to Iceland Post for distribution 
on the 28th. Valitor pay out on the 1st every month, 
and it is therefore very important that the merchants 
have received their settlements before then. This 
indicates that, depending on the length of the month, 
the required delivery speed is between one and three 
days.109

In order to adopt a conservative approach, we 
assume a total volume effect (i.e. of both reduced 
delivery speed and reduced delivery frequency for 
bulk mail) of 10-15 percent. This corresponds to a 
decrease in Iceland Post’s revenue of about 89 
million ISK.

MAGAZINES AND NEWSPAPERS

As delivery of monthly and weakly magazines
normally can be planned in advance, senders are not 
dependent on overnight delivery. Similarly, senders 
are not dependent on delivery on a specific day of the 
week. Instead, what normally is important is that 
subscribers receive magazines before they are 
available in store. 

There is a risk, however, that some publishers of 
magazines with D+3 as the new standard will 
perceive the risk of not getting their magazines 
delivered before the weekend as too high and 

therefore may consider alternative solutions.

From interviews with publishers of both monthly 
and weekly magazines, we have learned that this risk 
is very apparent. Sigríður Dagný Sigurbjörnsdóttir, 
CEO of Birtíngur, said in an interview on January 4th

that these changes in delivery speed and delivery 
frequency are an apparent threat to their subscribing 
client base. 

The risk of subscribers not receiving magazines 
before they are available in store is a big concern for 
both monthly and weekly magazines. For weekly 
magazines in Iceland it is also problematic if the 
publisher does not know the exact day of delivery as 
the content of the weekly magazines cover the week 
before the day of printing. If a weekly magazine is 
delivered on Thursday to some subscribers and on 
Friday to some, the subscribers receiving the 
magazine on Fridays will have a less up-to-date 
product and be less willing to pay for the 
subscription compared to if they received it on 
Thursday.110 

The latter point is of course even more apparent for 
publishers of daily newspapers. In our interview with 
Örn Þórisson, Subscription Manager at 
Morgunblaðið, it was confirmed that the daily 
newspapers must be delivered instantaneously111. 
However, as Iceland Post mostly delivers 
newspapers in the most rural areas, the impact of a 
change in delivery speed and frequency on daily 
newspapers is very minor in an economic sense. As 
most publishers of monthly and weakly magazines 
only use the services of Iceland Post in rural areas, 
we expect a large part to either accept the reduced

107) Interview with Kristján Jónsson, Director of Procurement and Operations at Síminn on January 3rd 2018. 108) Interview with Tómas Hallgrímsson, 
General Manager of Borgun on January 8th 2018. 109) Interview with Kristján Þór Harðarson Directing Manager of Valitor on January 8th 2018. 

110) Interview with Sigríður Dagný Sigurbjörnsdóttir, CEO of Birtíngur on January 4th 2018.: 111) Interview with Örn Þórisson Subscription Manager at 
Morgunblaðið on January 8th 2018. 86
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service level for this group or adjust the timing of 
their internal production chain to the reduced 
delivery speed and frequency, and others to turn to 
electronic delivery. For daily newspapers however, a 
very large part is expected to push for digital 
solutions due to the time sensitive features of news.

Based on the above we assume (conservatively) a 
reduction in demand ranging between 40 and 50 
percent. As mentioned above, the reduction varies 
with different types of magazines; the negative 
demand effect for magazines essential to 
instantaneous delivery is larger than for those where 
the delivery speed is less important. It should be 
noted that magazines are mainly distributed in rural 
areas by Iceland Post, the impact of the change is 
therefore minor in an economic sense although the 
percentage change in demand is large.112 This 
corresponds to a decrease in Iceland Post’s revenue 
of about 71 million ISK.

UNADDRESSED MAIL

Reduced delivery frequency may make it difficult for 
senders of unaddressed mail to plan the exact day of 
delivery. This might be problematic for senders that 
want to time the arrival of marketing material to a 
certain day of the week.

In Iceland, Thursday is the most important delivery 
day for unaddressed mail. The reason for this is that 
senders of unaddressed advertising often want their 
unaddressed mail delivered before the weekend 
(when recipients have time to read the 
advertisements received). Due to the high pressure 
on printing companies in Iceland. it is difficult for 
senders of unaddressed mail to reschedule their 

printing procedures.

The fact that unaddressed mail contain marketing 
material with information on special offers also 
makes the day of delivery important. If the senders 
are unaware of the exact day of delivery, they face 
difficulties planning the starting day of the special 
offers. If the mail either arrives on a Wednesday or a 
Thursday, two problems arise. First, the store might 
not be ready to serve the special offer to the first 
recipients, and second, those receiving the marketing 
material on the second day will loose one day of the 
special offer.113

While the delivery frequency is very important, the 
delivery speed is less so. According to Kristín
Steingrímsdóttir, Marketing Manager at IKEA, all 
marketing material is planned well in advance and, if 
necessary, the planning, printing and distribution 
can be adjusted to a slower distribution speed.114

In December 2016, a change was made by Iceland 
Post to the delivery of unaddressed mail in urban 
areas (except in Akureyri), reducing the delivery 
speed from D+1 to D+2.115 After controlling for the 
overall trend we find that the reduced service level 
had a small negative effect on the volume of 
unaddressed mail in urban areas. 

Based on the above, we assume a reduction in 
demand of between 30 and 40 percent as many 
senders are expected to turn to electronic 
communication or other established operators such 
as Póstdreifing. This corresponds to a decrease in 
Iceland Post’s revenue of about 122 million ISK.

PACKETS

Today, 100 percent of packets delivered by Iceland

Post are delivered as A-mail. That means that all 
customers sending packets will experience a 
reduction in service level. According to Elvar Bjarki 
Helgason, Head of Sales and Service of Iceland Post, 
online retailers and e-shoppers in Iceland generally 
use parcel delivery instead of packet delivery. This 
indicates that the small share using packet delivery 
today most likely are senders/recipients with a low 
willingness to pay for delivery. These 
senders/recipients do also most likely value a low 
price above high delivery speed, indicating that 
Iceland Post’s new standard service could be an 
acceptable value proposition for many senders using 
packet delivery today. 

As there nevertheless may be some users with a 
critical need for overnight delivery, we assume a 10 
to 15 percent volume loss for this mail segment. It is 
important to note that this effect encapsulates the 
volume expected to return to Iceland Post via its 
parcel delivery network. The alternatives of not 
switching to the parcel delivery service offered by 
Iceland Post are to not send any parcels at all or to 
turn to other operators. This corresponds to a 
decrease in Iceland Post’s revenue of about 10 
million ISK.

PARCELS

As parcels are handled in a separate network, they 
are not directly affected by the changes in delivery 
speed and delivery frequency. Nevertheless, there 
may be a positive demand effect for parcels as some 
customers switch from packets to parcels as the

112) Interview with Sigríður Dagný Sigurbjörnsdóttir, CEO of Birtíngur on January 4th 2018. 113) Interview with Gunnar Egill Sigurðsson, Manager of 
Retail Operations as Samkaup on January 4th 2018. 114) Interview with Kristín Steingrímsdóttir, Marketing Manager at IKEA on January 8th 2014. 

115) Based on data from Iceland Post.
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service level for packets decrease. Based in the 
small price difference116 between packets and 
smaller of lost volume of packets become Iceland 
Post parcels. This corresponds to an increase in 
Iceland Post’s revenue of about 8 million ISK.

IMPACT ON ICELAND POST’S 

REVENUES

To conclude, we expect the revenue effects of 
reduced delivery speed and frequency to be quite 
substantial for some products. This is not 
surprising as the service level is significantly 
reduced for some senders and receivers who today 
are dependent on next day delivery. At the same 
time, however, a large majority users of postal 
services will most likely be able to adapt to the new 
situation quite rapidly, thereby resulting in lower 
revenue effects for some products such as single 
piece letters. The expected demand effects and 
subsequent revenue effects are summarized in 
Table 20. 

116) Iceland Post (2018). 88



Revenue category
Negative impact 

on volume

Estimated impact 

on revenues 

(million ISK)

Motivation

Domestic single 

piece letters
0-5% 0-60

• Negative price effect from senders switching from A-mail to B-mail.

• Negative volume effect from senders who choose other means of delivery, mainly 

electronic communications due to longer delivery time (three working days instead of one).

International single 

piece letters
0% 0

• Senders and recipients of cross-border letter post items may substitute away from Iceland 

Post to faster delivery solutions causing a negative volume effect. 

• Several recent studies indicate that senders and recipients of international mail is not very 

sensitive to delivery speed117.

Bulk mail 5-10% 77-88

• Negative price effect from senders switching from A-mail to B-mail, due to a small price 

difference (8%). 

• Negative volume effect from senders who choose other means of delivery, mainly 

electronic communications.

Magazines and 

daily newspapers
40-50% 59-74

• Most of the delivery of monthly and weekly magazines can be planned in advance and 

therefore is not dependent on overnight delivery or day of delivery as long as subscribers 

receive magazines before they are available in store. 

• However, some customers may perceive the risk of not getting their magazines delivered 

before the weekend as too high with delivery only every other day.

• News will no longer be relevant when newspaper arrive three days after publication. 

Unaddressed mail 30-40% 98-132

• Difficulties planning exact day of delivery might be problematic for senders that want to 

time the arrival advertisements. 

• Thursday is the most important delivery day for unaddressed mail. The reason is that many 

senders of unaddressed advertising want their unaddressed mail delivered before the 

weekend. If senders cannot be guaranteed delivery on Thursdays, they might turn to 

alternative delivery operators who can offer this guarantee.

Packets 10-15% 8-12

• Packets will arrive later. Out of the mailers who are dependent on overnight delivery, some 

are able and willing to pay more for the existing parcel services provided by Iceland Post, if 

not they may turn to other distributors. 

Parcels
+50% of the volume 

loss in packets

6-10 

(increase)

• Some users of Iceland Post’s small packet service might switch to parcels as price of 

packets increase (up-trading), however this volume effect is probably very small and 

therefore not included in the net cost calculations

5.3 Delivery speed and frequency: Revenue effects

Table 20: Revenue effects: Changes in revenues per piece (price effect) and changes in demand (volume effect)

117) IPC (2016), p. 11. 89

Revenue effects: Changes in revenues per piece (price effect) and changes in demand (volume effect)
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5.4 International postal items: Cost effects

Iceland Post argues that it in the absence of the USO 
would increase the price charged for the handling 
and delivery of international postal items. The last 
mile delivery service would be offered the at a price 
covering the cost of provision, plus a reasonable 
profit.

COLLECTION

Collection is not affected as international postal 
items are delivered directly to the sorting centre. As 
there are no operational changes, there are no cost 
effects to take into account. 

SORTING

There will be small cost savings in sorting stemming 
from a switch in demand from tracked shipments to 
untracked shipments as prices increase.

The difference between tracked and untracked 
shipments is that tracked shipments must be 
manually registered upon arrival at the sorting 
centre. In should be noted that some other mail 
items also need manual registration in the sorting 
centre for example due to customs requirements or if 
they are too large to be delivered normally.

This cost effect is however expected to be of less 
significance and is therefore not included in the 
calculations. This makes the overall assessment 
more conservative.

TRANSPORT

As there are no operational changes in transport 
implied by the change, there are no cost effects to 
take into account. 

LOCAL SORTING

There will be minor cost increases in sorting 
stemming from a switch in demand from tracked 
shipments to untracked shipments as prices 
increase. The cost increase is due to more mailings 
passing through the local sorting centre when 
demand switch from tracked shipments to untracked 
shipments (tracked shipments do not pass through 
the local sorting centre). 

This cost effect is however expected to be of less 
significance and is therefore not included in the 
calculations. This makes the overall assessment 
more conservative.

DELIVERY

We expect a small cost saving in delivery stemming 
from a switch in demand from tracked shipments to 
untracked shipments due to the prices increase. 
When it comes to delivery the difference between 
tracked and untracked shipments is that less 
reporting is needed for untracked shipments. 
Registered items from other countries need to be 
picked up at the post office and signed for by the 
recipient, which entail a cost for manual handling for 
Iceland Post, while untracked shipments can be 
delivered as normal standard mail (registered items 
from China and Hong Kong can be delivered to door, 
however the items still need to be declared as 
delivered in the tracking system). 

The results are summarized in Table 21 on the 
following page.
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Table 21: Cost effects: Changes in operations
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Note: This table only cover the direct cost effects.

Activity in production 

chain

Actual cost effect 

(million ISK)

Cost effect accounted 

for
Motivation

Collection 0 • None
• International postal items are not collected from mailboxes and post offices 

etc. as normal items, but delivered directly to the sorting centre, i.e. no 

change in operations

Sorting Small savings • None

• If demand shift from tracked delivery to untracked delivery there might be 

some savings as less reporting is needed, due to no need to type information 

about registered items into the system

Transport 0 • None • No change in operations

Local sorting Small savings • None
• If demand shift from tracked delivery to untracked delivery there might be 

some savings as less reporting is needed, due to no need to scan items

Delivery Small savings • None

• If demand shift from tracked delivery to untracked delivery there might be 

some savings as less reporting is needed, due to no need to scan items 

(traced items from China and Hong Kong can be delivered to door)
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International registered mail is a loss-making service 
because of international agreements with 
unfavourable terms for Iceland Post. In the 
counterfactual scenario, Iceland Post would have 
charged a price making the service commercially 
viable. 

The net cost is calculated as the difference between 
profits with commercial prices on inbound 
international postal items and today’s (negative) 
profits. An operator with freedom to define its 
service offering and prices would only offer a service 
if it was sufficiently profitable. All other services 
would be discontinued. We have calculated a cost-
oriented counterfactual price for the handling of 
inbound international registered mail based on the 
costs directly related to offering the service and the 
avoidable costs should the service be discontinued. 
For products going through customs, revenues and 
costs are adjusted to include the extra administrative 
fee as well as the additional costs incurred by this 
handling. In line with the Postal Directive118, we have 
also included the right to a reasonable profit. It 
corresponds to 9,5 percent and is based on the 
reasonable profit, see more on page 78. 

We assume a revenue increase stemming from 
higher prices on all international postal item 
products (including letters 0-2000 g, traceable 
letters and parcels), however, we also expect a 
decrease in volumes from the increase in prices. 
Some of the volumes of traceable letters are likely to 
shift to standard letters and some volume will 
disappear as the higher prices makes it unattractive 
for some Icelandic consumers to buy certain items 
(primarily low cost items) online from countries that 

today benefit from low terminal dues rates.

The estimated demand effects are however, very 
dependent on the assumption that the foreign postal 
operators, for example China Post, pass on the price 
increase to the Chinese e-retailers who in turn pass it 
on to the consumers. Our assumptions for 
international postal items are therefore very 
conservative given that they are based on a full pass 
on effect. 

International postal items consist of four product 
groups, standard letters 0-50 gram, standard letters 
51-2000 gram, traceable letters and parcels.

STANDARD LETTERS 0-50 G.

The price increase for letters not subject to customs 
is not very large compared to the other international 
products, 25 percent (from around 90 ISK to around 
110 ISK per item). For letters subject to customs, the 
price increase is larger. However, only 0,16 percent 
of standard letters below 50 g are subject to customs. 

Based on the above, we expect only some consumers 
to choose other means of delivery or turn to other 
distributors. Some customers are also expected to 
switch from traceable letters to standard mail, 
offsetting the decrease in demand for standard 
letters. 

The net effect, i.e. taking the decrease in volume 
demanded from a higher price of standard letters 0-
50 gram, the increase in demand from down trading 
into account as well as the positive price effect, is 
estimated to 10-15 percent, corresponding to about 
[__] million ISK in increased revenues. 

STANDARD LETTERS 51-2000 G.

The price increase for this product is large, around 
185 percent (from around 90 ISK to around 250 ISK 
per item). However for the limited number of items 
subject to customs handling the price is actually 
reduced by 15 percent, though as this only affects 10 
percent of all items we do not expect this to have a 
significantly large positive effect on demand. We 
expect a larger decrease in demand for this product 
compared to that of lightweight letters. 

As for standard letters weighing between 0 and 50 
gram some customers may also switch from 
traceable letters to standard mail weighing more 
than 50 gram, as the price increase for traceable 
letters is even larger, offsetting the decrease in 
demand. 

The net effect, i.e. taking the decrease in demand 
from a higher price of standard letters 50-2000 gram 
and the increase in demand from down trading into 
account as well as the positive price effect, is 
estimated to 10-15 percent, corresponding to about 
[__] million ISK in increased revenues. 

TRACEABLE LETTERS

The price increase for traceable letters not subject to 
customs handling is very large, approximately 600 
percent (from around 180 ISK to around 1,300 ISK 
per item). For items not subject to customs handling 
the price increase is close to 95 percent (from close 
to 880 ISK to approximately 1,700 ISK). From these 
price increases we expect a very large share of the 
customers to turn to standard mail as the goods sent 
in letter form often are of low value. High value 
goods are sent as parcels.

118) European Parliament (2008). 93
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There may be some down trading from parcels to 
traceable letters offsetting the decrease in demand 
somewhat (although minor due to the smaller price 
increase of parcels, see below). However, due the 
significant price increase we assume a quite large 
effect of between 45 and 50 percent on volume 
demanded, corresponding to [__] million ISK in 
increased revenues.

PARCELS

Although the price increase is quite significant for 
parcels, around 50 percent (from around 1700 ISK to 
around 2600 ISK per item), it is not as extreme as 
for heavy letters or traceable letters. Also, as goods 
sent as parcels are often of higher value, the relative 
cost of transport is therefore less than compared to 
many goods sent as letters containing goods 
(packets). 

Consequently, we assume a somewhat smaller 
decrease in volume demanded of between 5 and 10 
percent for parcels compared the other international 
products, that corresponds to about [__] million ISK 
in increased revenues taking the positive price effect 
into account.

The results are summarized in Table 22.
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Letter type

Negative net 

impact on 

volume

Estimated 

impact on 

revenues 

(million ISK)

Motivation

Standard 

letters

0-50 g

10-15% [__]

• Due to the price increase (25 percent), we 

expect only a few customers to choose 

other means of delivery or turn to other 

distributors

• However, some will switch from traceable 

letters to standard mail, offsetting the 

decrease in demand

Standard 

letters 

51-2000 g

10-15% [__]

• Due to a very significant price increase (260 

percent), some may choose other means 

of delivery or other distributors

• However, some will switch from traceable 

letters to standard mail, offsetting the 

decrease in demand

Traceable 

letters
45-50% [__]

• Due to a very significant price increase (510 

percent), some may choose other means 

of delivery or other distributors

• We also expect a large share to switch from 

traceable letters to standard mail and 

some to switch from parcels to traceable 

letters

Parcels 5-10% [__]

• Due to a less significant price increase (80 

percent) compared to letters weighing 

more than 50 g, and the fact that parcels 

often contain higher value products we 

expect only a small decrease

Table 22: Revenue effects: Changes in revenues per piece 

(price effect) and changes in demand (volume effect)

Revenue effects: Changes in revenues per piece and demand



DELIVERY IN THE MOST RURAL 

AREAS



5.5 Delivery in the most rural areas: Cost effects

Iceland Post argues that, in a situation without the 
USO, the company would instead deliver to the 
nearest post office for the most rural households. 
The delivery frequency would still be based on XY 
delivery, i.e. two to three days per week. 

COLLECTION

Collection will be cancelled as it takes place in 
junction with delivery. Mailers must travel to the 
post office to post mailings. The cost savings from 
cancelled collection is included in the delivery step of 
the value chain.

SORTING

Sorting is not affected. As there will be no change in 
operations at the sorting centre, there are no cost 
effects. 

TRANSPORT

Transport is not affected. As there will be no change 
in operations, there are no cost effects. 

LOCAL SORTING

There will be minor cost savings in sorting as sorting 
with less time spent on delivery can be done at times 
of excess capacity. However, these cost savings are 
not large enough to be included the calculations. 
This is a conservative approach as it underestimates 
the actual cost effects.

DELIVERY

There will be significant cost savings in delivery as it 
is cancelled and no mailmen working on route are 
needed. Except for savings in salary expenses, there 
will be savings for vehicles and fuel. 

The estimated savings correspond to about 275 
million ISK and consist of the aforementioned 
building blocks, salaries of mailmen working on 
route, fuels, vehicles etc. However, there will also be 
increases in costs as there will be more activities at 
the local post office related to the new form of 
delivery and collection. 

The number of mail items handled at the local post 
offices increase as receivers will collect all mail items 
at the post office and senders will send all mail items 
at the post office. As a result, there will be an 
increased need of storage and workers handing out 
inbound mailings and receiving outbound mailings. 

The total estimated cost increase for all post offices 
in the most rural areas sum to 30 million ISK. For 
example the increased cost at the post office in 
Selfoss, is [__] million ISK. The Post office in Selfoss
will be forced to hire about five new employees to 
handle the new type of delivery and collection of mail 
for 1.693 households. In addition to costs stemming 
form delivery and collection over the counter, some 
of the cost increases stem from the increased 
demand posed on the infrastructure within the post 
office. The post office in Selfoss must invest in 
storage as each household within in the area 
designated to Selfoss receives on average 11 mailings 
per week and we do not expect the average 
household to visit the post office to collect mailings 
every day, but rather once or twice per week.

In total, the net cost effect of delivery and collection 
stemming from cancelled delivery in the most rural 
areas of Iceland sum to about 245 million ISK.

The results are summarized in Table 23 on the 
following page.

96



5.5 Delivery in the most rural areas: Cost effects

Table 23: Cost effects: Changes in operations
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Note: This table only cover the direct cost effects.

Activity in production 

chain

Actual net cost effect 

(million ISK)

Cost effects accounted 

for
Motivation/explanation

Collection Included in delivery • Included in delivery
• As mail is collected in junction with delivery, collections will end. Instead, 

senders must go to the post office.

Sorting 0 • None • No change in operations

Transport 0 • None • No change in operations

Local sorting Small savings • None • Sorting can be done at times of excess capacity

Delivery -245

• Cancelled delivery 

and collection (-)

• Costs at the local 

post offices (+)

• All delivery and collection cancelled

• Need to store post before it is picked up by receiver, demand more space at 

the local post offices

• Need to have employees at the post office handing out post to receivers



5.5 Delivery in the most rural areas: Revenue effects

The reduction in service level in the most rural areas 
is significant. The receivers and senders will no 
longer be able to receive and send post from their 
own mailbox but must travel to the nearest post 
office to collect and send all mailings.

As both collection and delivery are affected there will 
be negative revenue effects from both senders and 
receivers in these areas.

DOMESTIC LETTERS

Domestic letters include both single piece and bulk 
mail. As most single piece letter mail is critical 
mailings, i.e. mailings that must be sent as post, we 
expect a limited effect on both single piece letter mail 
to and from the most rural areas. The negative effect 
on volumes stem from the small share of non-critical 
mail that can be sent through electronic alternatives 
and is estimated to between 5 and 10 percent. 

For bulk mail we expect a similar effect, however the 
reasoning is a bit different. The most rural areas of 
Iceland only inhabits about 5 percent of the 
population. As bulk mail is mostly sent to this area, 
rather than from, we expect a small impact on 
demand of 5 to 10 percent as it will mainly be driven 
by receivers of bulk mail in these areas. Financial 
institutions, large senders of bulk mail, have clients 
(i.e. recipients of bulk mail) all over Iceland and are 
very unlikely to change their operations to adapt to 
new delivery routines only affecting approximately 5 
percent of their client base. Some receivers of bulk 
mail are however likely to react to the decreased 
service level and sign up for electronic mailings. 

The estimated effect on domestic letters are 

therefore between 5 and 10 percent corresponding to 
a revenue loss of [__] million ISK.

INTERNATIONAL LETTERS

We do not expect any changes in revenue or demand 
for international letters (including packets) from the 
changes in delivery and collection. 

While senders of international mail to these areas 
are most likely not informed of the changes, 
receivers and local senders certainly are. Due to the 
hassle and long delivery time (compared to 
domestic) of sending international letters the share 
of critical mailing is likely to be larger than for 
domestic letters. This indicate that the effect on 
volume demanded is close to zero. 

For international letters, we therefore do not include 
any revenue effects from this change. 

REGISTERED LETTERS

Similar to international letters, mailings sent as 
registered letters are expected to be, to a large 
extent, critical. Therefore, we do not expect any 
revenue effect in this segment. 

DOMESTIC PARCELS

Domestic parcels already are delivered to post offices 
where they are picked up by the receiver. Thus, there 
will be no evident change for consumers sending or 
receiving parcels. Therefore, we do not expect any 
change in demand and thus no change in revenues.

INTERNATIONAL PARCELS

As for domestic parcels, international parcels are 
already delivered to post offices where they are 

picked up by the receiver. Thus, there will be no 
evident change for consumers sending or receiving 
parcels. Therefore, we do not expect any change in 
demand and thus no change in revenues.

DOMESTIC PACKETS

As packets are delivered and collected in the same 
way as letters, the reduction in service level in the 
most rural areas is significant.

However, there is no good substitute for packets. 
Packets are letters containing goods and goods 
cannot be sent electronically. Therefore, we assume a 
smaller demand effect than for letters. Some groups 
may be forced to stop sending and receiving packets, 
namely those who are unable to deliver and/or pick 
up packets at the post office, such as elderly or other 
immobile groups.

Based on the above, we expect a small negative effect 
on demand of 0-5 percent, corresponding to a 
revenue loss of [__] thousand ISK.

UNADDRESSED MAIL

Unaddressed mail often contain advertising. We find 
it likely that recipients will refrain from having 
unaddressed mail sent to them via the post office, as 
the hassle of travelling to the post office is too large. 
By refraining from unaddressed mail, recipients 
avoid getting notifications from the post office only 
to find advertisement waiting for pick up. 

Also senders sending unaddressed mail to these 
areas may find the risk of their mailings not getting
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5.5 Delivery in the most rural areas: Revenue effects

picked up in time for the special offer to stay relevant 
to be too high. Instead of sending advertisement 
using unaddressed mail they may switch to 
electronic alternatives, such as email or targeted 
advertisement. 

Gunnar Egill Sigurðsson, Manager of Retail 
Operations at Samkaup, stated in an interview on 
January 4th 2018 that they would stop sending 
marketing material to the affected addresses and 
instead consider radio commercials targeted online 
advertisement.119 However, not all would change 
their marketing routines due to this change. One of 
them is IKEA. Kristín Steingrímsdóttir, Marketing 
Manager at IKEA, explains that the cost of 
reorganizing the routine is too high for such a small 
group of customers.120

Based on what is stated above, we estimate that the 
volume demanded for unaddressed mail sent to 
these areas is likely to decrease by about 25 percent.

The share of unaddressed mail being sent from these 
areas is very small, only 3 percent, however we 
expect it to decrease to close to zero as electronic 
communication is considered a good substitution for 
these small businesses. 

The total revenue effect for unaddressed mail is 
estimated to about 11 million ISK.

NEWSPAPERS, MAGAZINES AND 

PUBLICATIONS

Regarding newspapers, we expect a full reduction of 
100 percent in demand. The reasoning is that, as the 

residents of these areas are unlikely to pick up their 
mailings at the post office more often than about 
once or twice per week, the news will no longer be 
relevant upon final arrival with the recipient. 

This point was also emphasized by Örn Þórisson, 
Subscription Manager at Morgunblaðið, in an 
interview on January 8th 2018. He expects that the 
majority of the subscribers in these areas will, if not 
cancel their subscription, shift to the digital 
newspaper – a shift that Morgunblaðið will 
encourage.121

For magazines and publications, the expected 
demand effects are not as large. For publishers of 
magazines, it is important that the magazines arrive 
with the subscribers before they are available in 
store. That may be jeopardized when delivery is 
cancelled and extra time is needed for notifications 
and pick up, the risk is then that the subscribers end 
their subscription and which mean that the publisher 
loose secured revenues. 

In addition, Sigríður Dagný Sigurbjörnsdóttir, CEO 
of Birtingur, said in an interview on January 4th that 
their subscribers consider home delivery as a part of 
what they are paying for when subscribing on a 
magazine. This implies that some subscribers may 
unsubscribe from magazines leading to revenue 
losses for both the publishers and for Iceland Post. 
However, for delivery to remaining subscribers it is 
unlikely that any other operator would step in and 
offer a better service than Iceland Post due to the 
high delivery costs in these areas.122

The revenue loss from newspapers, magazines and 
publications is estimated to about 6 million ISK.

The results are summarized in Table 24 on the 
following page.

119) Interview with Gunnar Egill Sigurðsson, Manager of Retail Operations as Samkaup on January 4th 2018. 120) Interview with Kristín Steingrímsdóttir, 
Marketing Manager at IKEA on January 8th 2018. 121) Interview with Örn Þórisson Subscription Manager at Morgunblaðið on January 8th 2018. 

122) Interview with Sigríður Dagný Sigurbjörnsdóttir, CEO of Birtingur on January 4th 2018. 99



Letter type

Negative net 

impact on 

volume sent to 

the most rural 

areas

Negative net 

impact on 

volume sent 

from the most 

rural areas

Estimated 

impact on 

revenues 

(million ISK)

Motivation

Domestic letters 5-10% 5-10% [__]
• The negative effect on volumes stem from the small share of non-

critical mail that can be sent through electronic alternatives.

International 

letters
0% 0% 0

• The share of critical mailing is likely to be larger than for domestic 

letters. This indicate that the effect on volume demanded is close to 

zero.

Registered letters 0% 0% 0
• Mailings sent as registered letters are expected to be, to a large 

extent, critical. Therefore, we do not expect any revenue effect in this 

segment.

Domestic 

parcels
0% 0% 0

• There will be no evident change for consumers sending or receiving 

parcels. 

International 

parcels
0% 0% 0

• There will be no evident change for consumers sending or receiving 

parcels.

Packets 0-5% 0-5% [__]
• The reduction in service level is significant, however, there is no good 

substitute for packets. Therefore only a minor change expected.

Unaddressed 

mail
20-30% 100% [__]

• Likely that recipients will refrain from having unaddressed mail sent to 

them via the post office, as the hassle of travelling to the post office is 

too large

• Senders sending unaddressed mail to these areas may find the risk of 

their mailings not getting picked up in time for the special offer to 

stay relevant to be too high

• Electronic communications is a good substitute

Newspapers, 

magazines and 

publications

45-55% 45-55% [__]
• News no longer relevant upon final arrival with the recipient

• Risk of magazines arriving with the subscribers after they are available 

in store

Telegrams 0% 0% 0 • A very small share of total revenues (less than 1 percent)

5.5 Delivery in the most rural areas: Revenue effects

Table 24: Revenue effects: Changes in revenues per piece (price effect) and changes in demand (volume effect)
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Revenue effects: Changes in revenues per piece and demand
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5.6 Shipments for the blind: Cost effects

Iceland Post’s counterfactual implies that the 
company instead of free delivery would charge 
standard prices for these deliveries. 

COLLECTION

Collection is not affected. As there will be no change 
in operations at the sorting centre, there are no cost 
effects. 

SORTING

Sorting is not affected. As there will be no change in 
operations at the sorting centre, there are no cost 
effects. 

TRANSPORT

Transport is not affected. As there will be no change 
in operations but transportation from the sorting 
centre to the local distribution centres will continue 
as usual, there are no cost effects. 

LOCAL SORTING

Sorting is not affected. As there will be no change in 
operations at the distribution enter, there are no cost 
effects. 

DELIVERY

Delivery is not affected. As there will be no change in 
operations in delivery, there are no cost effects.

The results are summarized in Table 25.

Table 25: Cost effects: Changes in operations

Note: This table only cover the direct cost effects.
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Activity in production 

chain

Actual cost effect 

(million ISK)

Cost effects accounted 

for
Motivation

Collection 0 • None
• No change in

operations

Sorting 0 • None
• No change in 

operations

Transport 0 • None
• No change in 

operations

Local sorting 0 • None
• No change in 

operations

Delivery 0 • None
• No change in 

operations



5.6 Shipments for the blind: Revenue effects

Iceland Post currently has an obligation according to 
the USO to deliver mail to blind people for free. No 
commercial operator would offer such a service for 
free had it the option not to do so. In the commercial 
strategy, the operator would charge a price similar to 
that of an A-letter weighing less than 50 grams as 
this is the most frequently sent letter type to this 
user group.

Some customers sending physical mail today would 
substitute to digital alternatives if they have to pay 
for physical mail. Some of the largest customers 
benefiting from sending free mail today are libraries 
sending audio books. 

As audio books can easily be sent digitally instead, 
some of this volume that has not yet been digitalized, 
would likely be lost following a price increase. 

Although many recipients would accept digital audio 
books, some people, e.g. elderly lacking digital skills, 
will still need physical mail. The fact that some of the 
deliveries to blind will be lost following a price 
increase is therefore accounted for in the net cost 
calculations. The negative demand effect is estimated 
to about 10 percent. It is limited as we don’t expect 
users to pay for the service themselves. Also the 
economic effect is very limited as the number of 
shipments within this segment are very limited.

The net cost is estimated to about 10 million ISK.

The results are summarized in Table 26.

Table 26: Revenue effects: Changes in revenues per piece (price effect) 

and changes in demand (volume effect) 
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Revenue 

category

Negative 

impact on 

volume

Estimated 

impact on 

revenues 

(million ISK)

Motivation

Domestic 

single piece 

letters

10% 8-10

• Positive revenue effect (ISK) from introducing a 

positive price for these shipments 

• A negative demand effect from some mailings 

being sent as electronic communication (e-

books etc.) as a result of the increase in price, 

however minor if users won’t be financing the 

shipments on their own

International 

single piece 

letters

Not relevant

Bulk mail Not relevant

Magazines Not relevant

Newspapers Not relevant

Unaddressed 

mail
Not relevant

Packets See letters

Parcels Not relevant
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6.1 Introduction and main findings

In this third part of the analysis, we provide an 
estimate of the value of the intangible benefits that 
Iceland Post as the designated provider enjoyed 
thanks to the existence of the USO as it was designed 
in 2016.

INTANGIBLE BENEFITS SHOULD BE 

INCLUDED IN USO NET COSTS

While the USO itself is a set of legal obligations 
which does not offer any benefits as such to the 
universal service provider, it may nevertheless create 
benefits stemming from an economic value of a right 
or privilege that is linked to the USO. Though, 
Iceland Post is not obliged to follow the Postal 
Directive, such intangible benefits should, in 
accordance with the Postal Directive (2008/6/EC), 
be taken into consideration in the USO net cost 
calculation by subtracting the value of the benefit 
from the net costs. 

The Postal Directive does not provide any specific 
examples of possible intangible to consider in net 
cost calculations. Nevertheless, a range of candidate 
benefits have been proposed in various types of 
literature, such as literature surveys, previous 
investigations of the net cost of the USO, academic 
literature and a manual on net cost calculation, 
prepared by Copenhagen Economics for the Finnish 
national regulatory authority for the post and 
telecom sectors, see Table 27 on the following page.

Figure 41: The commercial approach – step 3
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Collection and delivery today

Product mix today

Prices today

Etc.

Alternative service offering 1

Alternative service offering 2

Alternative service offering 3

Alternative service offering 4

A

Situation today (status quo)
Counterfactual situation 

(Step 1)

Difference in costs and revenues today 

vs. in the counterfactual 

(Step 2)

A-B

Net cost and eligibility for 

compensation?

(Step 4)

B

Intangible and market benefits of the 

USO 

(Step 3)



6.1 Introduction and main findings

Table 27: Literature to identify possible intangible benefits
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Source: Copenhagen Economics

Sources

ARCEP (2010) – Definition, classification and methodology for evaluating intangible benefits related to universal postal service. A report by WIK-Consult prepared for 

the French national regulatory authority

Barkatullah & Ramada (2002) – Quantification of the USO Benefits for the USP. Paper presented at the 10th CRRI Conference on Postal and Delivery Economics, 

Potsdam

Bergum (2008) – Calculating the Net Cost of the USO: A Practical Example from Norway. Handbook of Worldwide Postal Reform, ed. by Michael A. Crew and Paul R. 

Kleindorfer and James I. Campbell, Edward Elgar

CERP (2008) – Guidelines for Calculating the Net Cost of the Universal Service Obligations

Copenhagen Economics (2008) – What is the cost of Post Denmark’s universal service obligation? A report prepared for the Danish Chamber of Commerce

Copenhagen Economics (2010) – Main developments in the postal sector. A report prepared for DG Internal Market

Copenhagen Economics (2011) – Manual for calculating the net cost of the USO. A report prepared for the Finnish Communications Regulatory Authority (FICORA).

ERGP (2011) – Draft ERGP Report on Net Cost Calculation and Evaluation of a Reference Scenario

ERGP (2012) – ERGP Report on net Cost of USO – VAT exemption as a benefit or a burden. ERGP (12) 29 Report on VAT exemption

Frontier Economics (2008) – Net costs of elements of the universal service. A report prepared for Postcomm

Frontier Economics (2011) – The net cost of elements of the universal service – an update. A report prepared for Postcomm

Kapferer (1998) – Les Marques, capital de l'entreprise. Les Editions d'Organisation

London Economics (2002) – Benefits of the Universal Services Provision to Consignia. A report prepared for Postwatch, London

Oslo Economics (2015) – Statlig kjøp av posttjenester frem mot 2025. A report prepared for Potskom

Panzar (2008) – Interactions between Regulatory and Antitrust Policies in a Liberalized Postal Sector. Klein-dorfer, Campbell (2008) (eds.): Handbook of Worldwide 

Postal Reform, Cheltenham-Northampton

Postcomm (2001) – An assessment of the costs and benefits of Consignia’s current Universal Service Provision. Discussion paper



6.1 Introduction and main findings

BENEFITS ARE EVALUATED BY 

CONSIDERING A HYPOTHETICAL 

SCENARIO WITHOUT A USO

Assessing if a benefit is relevant for Iceland Post 
requires comparing the actual situation (with the 
USO) with a hypothetical counterfactual situation 
where there is no USO in Iceland. If the comparison 
reveals that Iceland Post loses a benefit in the 
counterfactual situation, that benefit is considered 
an intangible benefit and should, if it can be 
appropriately quantified, be deducted from the USO 
net costs.

POTENTIAL BENEFITS IDENTIFIED 

IN THE LITERATURE

Based on an in-depth literature review, we identify 17 
examples of potential intangible benefits of the USO 
(see Table 28). It should be noted that this list 
contains potential benefits which have been 
suggested for a variety of purposes and in different 
contexts. There are four reasons why not all of them 
will apply to Iceland Post. 

First, some benefits, while applicable in theory, are 
too insignificant in practice to be included in the net 
cost calculation. 

Second, some benefits are already captured in the 
commercial approach when calculating revenue 
effects (see chapter 5). 

Third, some benefits will remain without the USO 
and are consequently not considered intangible 
benefits by definition. 

Fourth, some benefits are not applicable to Iceland 
Post’s actual situation.

LIMITED APPLICABILITY OF 

INTANGIBLE BENEFITS IN THE 

ICELANDIC CONTEXT

Based on the 17 potential benefits identified in Table 
28, we find that it is only the benefit stemming from 
Iceland Post’s reserved area that should be included 
in the USO net cost calculation (see Table 29).

We find that potential benefits pertaining to special 
rights to marketing, stamp issuance and exemptions 
from customs legislation do apply to Iceland Post. 
However, while these benefits are applicable in 
theory, the actual monetary value stemming from the 
benefits is low and also very uncertain. 
Consequently, we do not include these benefits in 
our estimations of USO net costs.

Further, three benefits relating to ubiquity, demand 
complementarities and economies of scale/scope are 
also relevant in the Icelandic context. However, as 
the commercial approach applied to estimate net 
costs already include these benefits in the estimation 
of revenue effects, we do not need to capture them 
separately as intangible benefits. 

In total nine benefits would either continue absent 
the USO123 or are not applicable to Iceland Post’s 
commercial reality124. Consequently, these potential 
benefits are not relevant for Iceland Post.

THE BENEFIT FROM THE 

RESERVED AREA IS ESTIMATED TO 

150 MILLION ISK

We estimate the value of the benefits of Iceland 
Post’s reserved area amounts to 150 million ISK. 
Consequently, the net cost of Iceland Post’s USO 
should be reduced correspondingly.

123) VAT exemption, Customer life-cycle effects, brand effects, funding of predatory behavior and low transaction costs. 124) Ownership of post 
office boxes, access to public registers, parking/stopping exemptions and bargaining position 107



Table 28: Potential benefits identified in the literature (I/II)
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Potential intagible

benefit
Description Source(s)

Reserved area The USP would benefit from enjoying a monopoly position Oslo Economics (2013), p. 9 ff.

Special rights to 

marketing
This could for instance be the possibility to use certain marketing symbols. CERP (2008), p. 19.

Stamp issuance: Right to 

print state name

The USP can have an exclusive right to issue stamps bearing the designation of 

the issuing country and/or graphical elements related to the state.

CERP (2008), p. 19.

ARCEP (2010), p. 7

ERGP (2011), p. 29

London Economics (2002), p. 19.

Stamp issuance: Interest 

free loan
The USP can have an (indirect) interest free loan from sold but unused stamps. 

CERP (2008), p. 19

ARCEP (2010), p. 7

ERGP (2011), p. 29

London Economics (2002), p. 19.

Exemptions from customs 

legislation
The exemptions can make it faster or cheaper to import and export deliveries

Postcomm (2001), p. 58

ARCEP (2010), p. 11

Ubiquity The value of the advantage to use an already installed network

CERP (2008), p. 19

Postcomm (2001), p. 60.

ARCEP (2010), p. 8-9

ERGP (2011), p. 29-30

Demand 

complementarities
The USP can supply non-USO products via the postal outlet network.

ARCEP (2010), p. 5

Barkatullah & Ramada(2002), pp. 2-3, 14-15

London Economics (2002), p.viii

ERGP (2011), p. 28

Economies of scale and 

scope

The USP can count on cost savings from scale economies where the USO 

generates volume.

CERP (2008), p. 19

Barkatullah & Ramada (2002), pp. 3, 16-18.

London Economics (2002), p. 97-119

ERGP (2011), p. 28

Bergum (2008), p. 116.



Table 28: Potential benefits identified in the literature (II/II)
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Potential intangible 

benefit
Description Source(s)

VAT exemption The USP would profit from VAT exemption

CERP (2008), p. 19

Postcomm (2001), p. 58

ARCEP (2010), p. 6.

Customer life-cycle 

effects
Unprofitable customers today can become profitable in the future.

CERP (2008), p.36

Postcomm (2001), p. 60.

Brand effects and 

consumer preference

The brand creates value for the company through the ability to charge premium 

prices for postal services (compared to competitors).

CERP (2008), p. 36

Postcomm (2001), pp. 57-58

London Economics (2002), p. 1-20, 96

ARCEP (2010), p. 9

ERGP (2011), p. 30

Frontier Economics (2008), p. 33.

Funding of predatory 

behavior

The USP might use the revenues generated in the reserved area in order to fund 

predation or acquisitions of competitors
London Economics (2002), p. 20

Low transaction costs 

due to uniform tariffs
Having uniform tariffs saves time for both USP and customers

Postcomm (2001), p. 60.

ARCEP (2010), p. 7

ERGP (2011), p. 2

Ownership of post office 

boxes

If the USP owns a network of post office boxes to which only the USP has access, 

it may make competition difficult

ARCEP (2010), p. 11

Panzar (2008), pp. 23-24.

Access to public registers USPs may be allowed exclusive access to public registers.
ARCEP (2010), p. 10

ERGP (2011), p. 30

Parking/stopping 

exemptions
The USP delivery cars can be exempt from parking regulations and fees

Postcomm (2001), p. 58.

London Economics (2002), p. 19.

ARCEP (2010), p. 10

Better bargaining 

position

The views of the USP may carry extra weight in the formation of 

policy by the government.

Postcomm (2001), p. 61

London Economics (2002), p. 19.

ERGP (2011), p. 29



Table 29: Limited applicability of intangible benefits in the Icelandic 

context
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Potential intangible benefit Intangible benefit

Reserved area Yes

Exist in theory, but not in practice

Special rights to marketing No

Stamp issuance: Right to print state name No

Stamp issuance: Interest free loan from stamp issuance No

Exemptions from customs legislation No

Already included in calculation of revenue effect

Ubiquity No

Demand complementarities No

Economies of scale and scope No

Continues absent USO

VAT exemption No

Customer life-cycle effects No

Brand effects and consumer preference No

Funding of predatory behavior No

Low transaction costs due to uniform tariffs No

Not applicable to Iceland Post

Ownership of post office boxes No

Access to public registers No

Parking/stopping exemptions No

Better bargaining position No



6.2 Intangible benefits applying to Iceland post

ICELAND POST’S RESERVED AREA 

CONSTITUTES A BENEFIT OF THE 

USO

The Icelandic state has assigned Iceland Post an 
exclusive right to deliver letter post items up to 
50g.125 Iceland Post therefore enjoys a legal 
monopoly on these services and is protected from 
entry by other operators, which could potentially 
offer delivery of items up to 50g. This protection may 
enable Iceland Post to charge higher prices and 
obtain a larger market share than it would have with 
competition.

Iceland Post needs approval from the PTA before it 
can change its prices within the reserved area. While 
this procedure prevents Iceland Post from charging 
high prices, it cannot be ruled out that prices would 
be lower in a competitive market. Further, as the 
reserved area is designated to Iceland Post as a way 
to finance its USO, there is an explicit presumption 
that Iceland Post can extract profits from the 
reserved area. This is similar to the situation in 
Norway while Posten Norway still had exclusive 
rights on delivering mail items up to 50g.126

Absent the USO, Iceland Post would lose the 
exclusive right and the reserved area would be open 
to competition. The potential competitive pressure 
could lead Iceland Post to lose market shares or have 
to reduce prices, thereby losing profits.

For this reason, we consider the reserved area an 
intangible benefit of the USO which should be taken 
into consideration in the calculation of USO net costs 
in Iceland.

OPENING UP THE RESERVED AREA 

WILL LEAD TO LIMITED ENTRY

Opening up the reserved area to competition may 
lead to reduced profit for Iceland Post due to 1) 
volume loss to competitors, and 2) price reduction 
due to competition.

The effect of opening up European postal markets to 
competition has been modest. Despite full opening of 
many markets, very little competition has emerged. 
With continuously declining mail volumes, entry is 
unattractive and will become even less attractive in 
the future. Combined market shares of competitors 
of more than 10 percent is rare and should be 
considered an exception in Europe. In addition, such 
market shares have mainly been observed in markets 
very different from the Icelandic, e.g. the Dutch and 
German markets. In many European countries, 
competitors together have less than 2 percent of the 
market postal market, focusing almost exclusively on 
cities.127

The characteristics of Iceland’s postal market makes 
it less attractive to enter on to than other European 
markets. Total letter volumes are much lower on 
Iceland, due to small population. The amount of 
items per household and week is also low compared 
to other European countries. This is illustrated in 
Figure 42 and Figure 43 on the following slide.

If the reserved area was opened for competition, 
entry would be very limited. Competitors would most 
likely only enter in Reykjavik, since the rest of 
Iceland is sparsely populated. This would lead to 
some volume loss for Iceland Post. We 

conservatively estimate that 5 percent of total 
volume below 50g is lost. This is high relative to 
many European countries.128 This means a loss of 
1.30 million items to competitors. If all the volume is 
lost in the Reykjavik area, this corresponds to a 7.5 
percent loss of Reykjavik volume below 50g. Again, 
for conservativeness, we assume that the gross 
margin for this volume is 100 percent. The cost effect 
stemming from the lost volumes is accounted for 
separately in delivery speed and frequency as 
explained in chapter 5.

Because of the limited entry and the already existing 
competitive pressure from e-substitution, the 
resulting pressure on provides costs imply that 
prices are not likely to decline due to entry of 
competing operators.

Consequently, we find that opening up the reserved 
area to competition would at the most lead to a 
volume loss for Iceland Post corresponding to 5 
percent of total volumes below 50g.

THE BENEFIT OF THE RESERVED 

AREA IS 150 MILLION ISK

We estimate the lost profit due to increased 
competition to 150 million ISK in 2016. Based on the 
above, we consider this a conservative estimate of 
the benefit. Our calculations are based on the same 
assumptions about gross margins and prices as used 
in chapter 5. The value of the benefit linked to the 
reserved area will decline over time as mail volumes 
continue to decline.

125) Postal Services Act No. 19 (2002), Article 7, Exclusive rights to postal services. 126) Oslo Economics (2015). 127) WIK (2013a). 128) Based on data provided by Iceland 
Post. 111



A very small market and few items per week makes it unattractive to 

enter the Icelandic postal market

Figure 42: Iceland Post’s volumes are small compared to other European universal service providers 

Figure 43: Addressed items per household per week on Iceland are low compared to other European countries

Sources: Austria Post (2010; 2016), PostNL (2012; 2014; 2016), TNT (2009; 2010), Poste Italiane (2009; 2010; 2012; 2014; 2016), Posti (2015; 2016b), Viestintavirasto (2015), Posten Norge (2008; 2009; 
2010; 2011; 2012; 2013; 2014; 2015; 2016), PostNord (2016b), Posten Sverige (2008), Post Danmark (2008a), Canada Post (2009; 2010; 2012; 2014; 2016), Iceland Post (2017).

Note: Data points calculated as addressed volumes/private households/52 weeks. Mailings to companies are included. 
Sources: Austria Post (2016), PostNord (2016b), Posti (2016b), PostNL (2016), Canada Post (2016), Posten Norge (2016), Poste Italiane (2016), Registers Iceland (2017), Statistics Sweden (2016), Statistics 

Netherlands (2017), Statistics Finland (2017), Statistics Canada (2017), Statistics Austria (2017), Statistics Norway (2017), Istat (2016), data provided by Iceland Post.
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6.3 Intangible benefits not applying to Iceland post

BENEFITS IN THEORY, BUT NOT IN 

PRACTICE 

Some benefits exist in theory, but not in practice, see 
Table 30. 

Special rights to marketing
Special rights to marketing are a potential benefit 
suggested in CERP (2008). The source of the benefit 
is in the exclusive right to use certain marketing 
elements, such as symbols that can create goodwill 
among consumers:

“The USP had the exclusive right to sell USP stamps 
and to use the postal symbol. These features 
symbolise a certain quality granted by the state. 
Without the USO the operator would have to spend 
much more resources in advertising to achieve such 
high levels of consumer recognition.”129

Article 10 in the Icelandic Postal Services Act No. 19 
states that: “Only the Icelandic state may use the 
postal horn symbol, with or without a star or 
arrows, to identify postal services. An individual 
licence holder, entrusted with the state's exclusive 
right, may authorise its representatives to use the 
identification.”130

According to this, Iceland Post, has exclusive rights 
to use the postal horn symbol for marketing. In the 
absence of the USO, this right would disappear.

As Iceland Post is in fact using the post horn symbol 
in its logotype (although in a modified version), the 
relevant question is therefore whether the postal 
horn symbol increase users willingness to pay for 
Iceland Post’s services.

We find that this most likely is not the case. A strong 
indication of this is that other Nordic universal 
service providers actively have chosen not to make 
use of their exclusive postal horn symbols. In Sweden 
and Denmark, PostNord uses a blue logo with name. 
In Norway, Posten use a red-grey logo with its name, 
and in Finland, Posti uses a yellow logo with its name 
and a ribbon illustrating a packet. 

This indicates that the postal horn symbol does not 
provide any particular advantages to the universal 
service provider.

Based on the above, we conclude that special rights 
to marketing do not constitute an intangible benefit 
in Iceland.

The right to issue stamps
Literature identifies a potential benefit linked to 
stamp issuance which comes from the fact that the 
universal service provider can have an (indirect) 
benefit in terms of an interest free loan from sold 
stamps which remain unused.

As CERP (2008) notes, there can be many reasons 
for why the stamps are unused; in general the more 
such reasons, the greater the potential benefit for the 
universal service provider:

“Some have been purchased by stamps collectors, 
while others have become to old to be used or will 
newer be used as they are lost. The amount of the 
loan differs between countries, but are in general 
notable.”131

Table 30: Some benefits exist in 

theory, but not in practice 

Figure 44: Universal service 

providers’ logos

Source: Operators homepages

129) CERP (2008), p. 19. 130) Postal Services Act No. 19. (2002). 131) CERP (2008), p. 19. 113
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6.3 Intangible benefits not applying to Iceland post

ARCEP (2010) points to a similar benefit for the 
universal service provider from the use of franking 
machines:

“Postal incumbents achieve a financial advantage 
(interest) by selling stamps that are devalued at a 
future date. This prepaid system analogously 
applies to franking machines which are charged 
(valued) before franking. Private postal operators 
usually do not charge their customers in advance, 
and they frequently grant additional time for 
payment. With this prepaid stamp system the 
incumbent has an advantage compared to its 
competitors as it earns (or saves) interest.” 132

Regarding the “interest free” loan, the argument 
behind the benefit is based on the fact that stamps 
are a form of a payment in advance.
According to Article 8 in the Icelandic Postal 
Services Act No. 19: 

“The Icelandic state shall have exclusive rights to 
issue postage stamps. The holder of an individual 
licence, entrusted with the state's exclusive right in 
this area, shall issue postage stamps in the 
necessary values.” 133

Without the USO, Iceland Post would lose its 
exclusive right. Consequently it would not be able to 
issue stamps.

However, as letter mail volumes as well as the sale of 
stamps are declining, the value of this potential 
benefit must be very limited.

Consequently, while stamp issuance to some extent 

does provide Iceland Post with an interest free loan, 
it is effectively a marginal circumstance. For this 
reason, we do not include this benefit in the 
calculations of USO net costs.

The right to print the state name on stamps
Literature identifies a potential benefit linked to the 
philately market in the right of the universal service 
provider to affix the name of the issuing country, i.e. 
“Island” in the case of Iceland Post, on stamps. 

London Economics (2002) refers to the universal 
service provider’s position in the philately market as 
potentially profitable: “The USP is often able to sell 
at significant margins to the philately market. Even 
when the USP does not have the exclusive right to 
issue stamps, it may still have a large advantage 
compared to other potential issuers of stamps.”134

This benefit also appear in several other sources.135

According to the Icelandic Postal Services Act No. 19, 
Article 4, “All postage stamps shall bear the word 
“ÍSLAND””. According to Article 8 of the law, the 
Icelandic state has exclusive rights to issue postage 
stamps. Moreover, the law states that the “[stamps] 
collection shall be in the custody of the individual 
license holder, but shall be the property of the 
Icelandic state.”136

Without the USO, Iceland Post would thus not have 
the right to issues stamps with the text “Ísland”. As 
concluded already in relation to the potential benefit 
of the right to issue stamps, Iceland Post’s right to 
issue stamps would disappear without the USO. The 
potential benefit of the right to affix the word 
“Ísland” on stamps can thus not constitute a benefit 

in itself.

Exemption from customs legislation 
The universal service provider can be entitled to 
certain exemptions or special treatments for customs 
clearance with regard to cross-border mail from 
outside the EU. Such exemptions apply to the postal 
operator providing the universal service, under the 
Universal Postal Union (UPU) convention and the 
Community Customs Code (CCC).

Postcomm (2001) outlined the situation and benefits 
accruing to Consignia:

“Customs and Excise regulations currently exempt 
Consignia’s “Royal Mail” operations from the usual 
customs regulations in relation to Universal Postal 
Union mail carried under a universal service 
obligation. This facilitates the passage of Consignia
international postal packets through the postal 
system whilst at the same time allowing Customs 
and Excise, either itself or through Consignia, to 
secure payment of all outstanding duties. Private 
operators on the other hand are subject to general 
import/export trade customs control and 
documentation requirements, which they claim 
involve considerable added costs.”137

The exemptions remain a relevant issue nowadays, 
as illustrated e.g. in ARCEP (2010).138

There are no specific rules for customs clearance 
linked to the Icelandic USO. Even if there were, the 
presence of simplified customs procedures for the 
designated postal operator would not automatically 
imply a benefit.

132) ARCEP (2010), p. 7. 133) Postal Services Act No. 19. (2002). 134) London Economics (2002), p. 19. 135) ARCEP (2010), p. 10; ERGP (2012), p. 29. 

136) Postal Services Act No. 19. (2002). 137) Postcomm (2001) p. 58. 138) ARCEP (2010), p. 11. 114



6.3 Intangible benefits not applying to Iceland post

The reason is that since the USP has to accept all 
incoming mail. This imposes a significant burden on 
the USP rather than a benefit.

Not seldom is documentation, such as evidence of 
originating status for incoming mail, inadequate and 
does not satisfy requirements. In such cases, mail 
bags must be opened in order to verify the content, 
which means that the designated operator incurs 
delays. Such delays are likely to cancel out any of the 
advantages that the operator might be entitled to. As 
the designated universal service provider, Iceland 
Post cannot refuse the delivery of items with 
incomplete or missing customs documents. Further, 
since Iceland Post submits the declarations in own 
name, it bears the risk of fines for submitting 
incorrect or incomplete documentation.

Based on the above, we conclude that simplified 
customs procedures do not constitute an intangible 
benefit for Iceland Post.
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products. (...) We computed the benefits to 
Consignia of these complementarities, and obtained 
the following numbers, for the more conservative 
scenario: £0.93 million due to cross product 
demand effects among USO products and £3.5 
million corresponding to an overall estimate of 
benefit due to demand complementarities between 
USO and non-USO products.”141

Any impact on demand stemming from changes in 
the network structure in the absence of the USO are 
captured by the assessment of revenue effects in the 
commercial approach. Thus, no separate analysis of 
the benefit is necessary.

Economies of scale and scope
The source of this potential benefit is that the 
universal service provider may achieve cost savings 
in those cases where it generates extra volumes as a 
result of having the USO.

Where this is the case, Barkatullah & Ramada (2002)

6.3 Intangible benefits not applying to Iceland post

BENEFITS CAPTURED IN THE 

CALCULATION OF REVENUE 

EFFECTS 

Some potential benefits are captured in the 
calculation of revenue effects and do therefore not 
constitute intangible benefits of the USO, see Table 
31.

Ubiquity
Ubiquity refers to the advantage of using an already 
installed, nation-wide network. 

Postcomm (2001) provides two practical illustrations 
for how having an installed network can benefit the 
universal service provider. ARCEP (2010) and ERGP 
(2011) refer to essentially the same two sources for 
benefits from network ubiquity. 

The first illustration is that customers are likely to 
have a much higher awareness of the postal operator 
with an established, nation-wide network than 
competitor operators with partial coverage. 
According to Postcomm: “The provision of a 
universal postal service might provide beneficial 
effects based on customer awareness that, even 
when they move to a new address, Consignia will 
supply a service. At the new location the customer 
may not know of potential competitors. As a result 
of this lack of knowledge, a proportion of customers 
will choose Consignia over alternative suppliers 
where they are available.”139

The second illustration is about the certainty 
consumers may have that the universal service 
provider’s services cover the entire country: 
“Another benefit arising from ubiquity derives from 

the likelihood that customers will choose to use 
Consignia when sending mail to wide ranging or 
new addresses given that, by virtue of the universal 
service obligation, they can be sure that Consignia
will deliver to all addresses. In this sense, ubiquity 
may also serve to reduce customer switching.”140

In the counterfactual scenario without the USO, 
Iceland Post intends to continue to deliver mail to all 
households in Iceland, but at a lower delivery 
frequency. For the most rural areas, home delivery 
will discontinue, but all households will still be able 
to receive and send mail at their nearest post office. 

Any effects on demand from changes in the network 
and service level will be captured by revenue effects 
in the net cost model. We therefore conclude that 
ubiquity does not constitute a benefit linked to the 
USO in Iceland.

Demand complementarities
Demand complementarities refer to the possibility 
for the universal service provider to supply non-USO 
products along the USO products via the postal 
network (which itself is as a part of USO). Demand 
complementarities may reduce the net cost of the 
USO when the sale of loss-making USO products 
stimulates the sale of profit making non-USO 
products or non-mail products. 

The same arguments are repeated in ARCEP (2010), 
ERGP (2011) and Baraktullah et al (2002). 

London Economics (2002) has found some evidence 
of such complementarities in the UK: “We find some 
evidence of complementarities among mail

Table 31: Benefits captured in the 

calculation of revenue effects

139) Postcomm (2001), p. 60. 140) ibid. 141) London Economics (2002), p. viii. 116

Benefit

Ubiquity

Demand complementarities

Economies of scale and scope



6.3 Intangible benefits not applying to Iceland post

reports that: “The presence of both economies of
scale and economies of scope may reduce the net 
burden of the USO. (...).”142

The commercial approach takes into account 
economies of scale and scope when estimating the 
revenue effects of the changes that would occur in 
the counterfactual scenario where there is no USO. 
Thus, no separate analysis of the benefit is 
necessary.143

Further, whereas economies of scale and scope are 
determined by volumes, having the USO is not 
something that generates letter mail volume by 
default. Moreover, the presence of a USO means that 
Iceland Post may in fact be prevented from achieving 
economies of scale. For example, the obligation to 
deliver five days per week means that the number of 
items per delivery is lower than what Iceland Post 
would choose on a commercial basis. Not having the 
USO does not mean that economies of scale would 
disappear – they may actually be strengthened.

Based on the above, we conclude that this benefit 
does not apply to Iceland Post.

Sources: 142) Barkatullah & Ramada (2002), p. 3. 143) Cf. also Copenhagen Economics (2011), p. 145. 117
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BENEFITS NOT DEPENDENT ON 

THE USO

Some potential benefits will continue without the 
USO and are therefore not linked to the USO as such, 
see Table 32.

VAT EXEMPTION

Typically, a VAT exemption means that the universal 
service provider must not charge VAT on services 
within the USO. At the same time, however, the 
universal service provider cannot claim VAT back 
from the inputs it buys to provide the services within 
the USO.

There are numerous references to the VAT 
exemption being a benefit for universal postal service 
providers. For example, according to Copenhagen 
Economics (2011, p. 144):

“If a VAT exemption is present, the benefit can be 
classified as a privilege of having the USO, as long 
as this privilege would be lifted without the USO.”

According to Article 2 §7 in the Iceland Value Added 
Tax Act No. 50/1988144, VAT should not be paid for 
the reception and delivery for letters, newspapers, 
magazines and unaddressed mail. This means that 
Iceland Post is VAT-exempt. However, so are also 
other postal operators on Iceland. 

The VAT exemption is therefore not dependent on 
the USO, and will remain should the USO be lifted. 
Iceland Post’s VAT exemption is therefore not a 
benefit of the USO.

CUSTOMER LIFE-CYCLE EFFECTS

Customer-life cycle benefit refers to the possibility 
that today’s unprofitable USO customers can become 
profitable in the future.145

CERP (2008) illustrates this using an example of 
telephone consumption for a couple with children: 
consumption is low initially but increases when 
children grow, although it then drops sharply when 
children leave home.146 This means that customers 
that are unprofitable today can become profitable in 
the future. Apart from that, the more customers are 
connected to the network, the greater the use of the 
network, which explains why an operator “may wish 
to connect an area or a subscriber currently non-
profitable in expectation of the future evolution of 
the costs and revenue.”147

If there are customer life-cycle effects for Iceland 
Post, they will continue to exist in the absence of 
USO – and are thus not related to the USO. 
Consumers care about the service they get – not 
whether it is a mandatory service or not.148

We therefore conclude that this benefit does not 
apply to Iceland Post.

BRAND EFFECTS AND CONSUMER 

PREFERENCES

Many sources discuss that having the USO may boost 
brand image, reputation or recognition. CERP 
(2008) states that “A customer relationship built up 
during decades could be difficult to compete with for 
new postal operators in the market.”149

Table 32: Benefits not dependent 

on the USO

ARCEP (2010) explains brand effects by arguing that 
they stem from high quality and country wide 
coverage, as well as the serving of unprofitable 
customers or areas.

While consumer relationships and brand loyalty are 
important in the postal business, these are not 
created by the USO as such. In fact, in a study for the 
European Commission, we concluded that price, 
product range and quality – and not the USO – are 
the three most important motivations for deciding on 
the choice of a postal service supplier by business 
customers. We also concluded that individual 
customers have little awareness about to the 
existence of the USO, as such. Therefore, the USO in

144) Alþingi (2017). 145) CERP (2008), p. 43. 146) CERP (2008), p. 41. 147) ibid. NB. it can be argued whether this example, based on telephone 
consumption, is parallel to the use of postal services. E.g. it is not likely that mail consumption would increase significantly when children grow up. 

148) Cf. Copenhagen Economics (2010), chapter 5. 149) CERP (2008), p. 19. 118

Benefit

VAT exemption

Customer life-cycle effects

Brand effects and consumer preferences

Ability to fund predatory behavior

Low transaction costs due to uniform tariffs



6.3 Intangible benefits not applying to Iceland post

itself is unlikely to generate a stronger brand. 

In other words, consumers respond to the service 
they experience, and not to regulatory requirements. 
This means that the brand is created via the services 
provided, regardless of whether they are inside or
outside the USO. 

If the USO was a selling argument in itself, Iceland 
Post would probably use the designation in its 
marketing. However, this is not the case. The benefit 
of having a strong brand will continue to exist 
without the USO and any effects on demand from 
changes in the service level will be captured by 
revenue effects in the net cost model. 

Therefore, we conclude that this potential USO 
benefit does not apply to Iceland Post.

ABILITY TO FUND PREDATORY 

BEHAVIOUR

Existing literature argues that a universal service 
provider may use its market power and revenues 
generated within the reserved area to fund predation 
and expansion. 

This type of benefit appears, for example, in London 
Economics (2002): “(...) USPs (can) use the revenues 
generated in the reserved area in order to, first, 
fund acquisitions of competitors that would not 
have occurred on commercial terms otherwise and, 
second, cross-subsidise predatory behaviour in the 
commercial services (e.g. the parcel market).”150

The Icelandic state has assigned Iceland Post an 

exclusive right to deliver items up to 50g.151 Absent 
the USO, Iceland Post would lose this exclusive right 
and the reserved area would be open to competition. 

However, removing the legal monopoly will only
affect competition if it leads to entry. If entry is at 
most limited, Iceland Post’s strong position in the 
market will remain also absent the USO. Experience 
from other European countries suggests that entry is 
not likely in Iceland due to the small market size and 
declining mail volumes (c.f. chapter 6.2).

Further, predatory behaviour by a dominant 
undertaking is prohibited by the Icelandic 
Competition Act. 

Consequently, funding of predatory behaviour 
cannot be considered an intangible benefit of the 
USO in Iceland.

LOW TRANSACTION COSTS DUE TO 

UNIFORM TARIFFS

Having uniform tariffs as a part of the USO can be a 
benefit if it saves time for both the universal service 
provider and customers.

ARCEP (2010) points to transaction costs savings for 
customers taking advantage of uniform tariffs: 
“Lower transaction costs are often cited as a benefit 
of providing a UPS at a uniform tariff. Certain 
customers may not want to invest time in 
determining the correct rate for low value items, the 
uniform tariff saving transaction costs of both 
customers and Consignia. Therefore, although 
moving to non-uniform prices may be cost 

reflective, it might not be the most cost-effective 
option for a universal service provider such as 
Consignia. For example, extra costs could be 
incurred from customer confusion and the 
generation of more enquiries and call centre 
traffic.”152

Essentially the same arguments are repeated in 
ARCEP (2010) and ERGP (2011).153 Iceland Post’s 
counterfactual scenario, where there is no USO, 
contains uniform prices across the country. In other 
words, the USO does not change the pricing model 
on this point. Therefore, the benefit is irrelevant to 
Iceland Post.

150) London Economics (2002), p. 20. 151) Postal Services Act No. 19 (2002), Article 7, Exclusive rights to postal service. 152) ARCEP (2010), p. 60. 
153) Cf. ARCEP (2010), p. 7; ERGP (2011), p. 29. 119
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POTENTIAL BENEFITS NOT 

EXISTING IN THE ICELANDIC 

CONTEXT

Some potential benefits do not exist in the Icelandic 
context and therefore does not apply to Iceland Post, 
see Table 33. 

OWNERSHIP OF POST OFFICE 

BOXES 

If the universal service provider owns a network of 
post office boxes to which only this operator has 
access as a part of the USO, it may make it difficult 
for competition to develop. The restraint of 
competition would be an advantage to the universal 
service provider. 

Panzar (2008) observes that: “It is difficult (but not 
impossible) to envision an entrant competing 
successfully in the market for street addressed mail 
without being granted access to the incumbent’s PO 
Box addresses.”154 Moreover, he observes that: “As 
long as the incumbent has an overwhelming 
dominance in the market for PO Box service, its 
dominance in end-to-end provision of service for 
PB-addressed mail is largely a matter of 
definition.”155

ARCEP (2010) presents the above as an example of a 
benefit of the USO as well.156

In Iceland, ownership and rules regarding post office 
boxes are not tied to the USO. Consequently, we 
conclude that ownership of post office boxes is not an 
intangible benefit linked to the USO in Iceland.

ACCESS TO PUBLIC REGISTERS

Universal service providers may be allowed exclusive 
access to certain public registers or databases. They 
may also be granted special rights to use data to 
create or supplement proprietary databases, e.g. the 
recipient database. Where this is the case, the 
exclusive access may represent a privilege of having 
the USO. 

CERP (2008) highlights the value of this potential 
benefit by referring to the difficulties for other postal 
operators if they were to reproduce the information 
gathered by the universal service provider: “In many 
countries the recipient database is owned by the 
USP. Even if this information would be public 
owned, there will take lots of resources and effort 
for competitors to create similar knowledge of local 
conditions as the USP’s postmen have gathered 
during centuries.”157

The Icelandic legislation does not grant Iceland Post 
any exclusive rights to the use of public registers. We 
therefore conclude that this benefit does not apply to 
Iceland Post.

PARKING/STOPPING EXEMPTIONS

Delivery cars of the universal service provider can 
sometimes be exempt from parking regulations and 
fees by law.

According to London Economics (2002): ”USPs often 
have special rights with regard to stopping on the 
street, night transport etc.”158 Postcomm (2001) 
writes that: “While there is no general exemption

Table 33: Potential benefits not 

existing in the Icelandic context

from traffic regulations for Consignia, there are 
many exemptions written into Local Traffic Orders 
for Royal Mail liveried vehicles engaged in the 
collection and delivery of mail.”159 ARCEP (2010) 
refers to the same examples.160

Iceland Post has no specific parking or stopping 
exemptions linked to its USO. We therefore conclude 
that this benefit does not apply to Iceland Post.

BETTER BARGAINING POWER

A potential benefit sometimes mentioned is that due 
to having the USO, the universal service provider 
enjoys a better bargaining position with the national 
regulator, politicians or workforce. Such a bargaining 
position can give the arguments of the universal 
service provider extra weight in policy formulations. 
This benefit is mentioned in Postcomm (2001), 

154) Panzar (2008), p. 23. 155) Panzar (2008), p. 24. 156) ARCEP (2010), p. 11; Postal Services Act No. 19 (2002). 157) CERP (2008), p. 19. 
158) London Economics (2002), p. 19. 159) Postcomm (2001), p. 59. 160) ARCEP (2010), p. 10. 120
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6.3 Intangible benefits not applying to Iceland post

though no concrete example is given.161

London Economics (2002) refers to “strategic 
options” for the universal service provider to allocate 
costs and revenues and with regard to disclosure of 
information, although the benefits are reduced by 
having “to deal with a powerful workforce”.162

ERGP (2011) takes the above potential benefits into 
account, though it raises doubt as to whether the 
benefit can be substantiated in any way: “It is argued 
that the universal service provider, in general, has a 
more direct channel to politicians and the postal 
regulator than its competitors, though there is a 
little evidence as to be the benefit of this.”163

We find no evidence that having the USO puts 
Iceland Post in a better bargaining position vis-à-vis 
the Icelandic government. The fact that Iceland Post 
so far has not been granted any compensation for its 
USO net costs is an indication of limited bargaining 
power.

We therefore conclude that this benefit does not 
apply to Iceland Post.

161) Postcomm (2001), p. 61. 162) London Economics (2002), p. 19. 163) ERGP (2011), p. 29. 121
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USO BURDEN TODAY AND IN THE FUTURE

• 7.1 USO NET COST RESULTS FOR 2016

• 7.2 USO NET COSTS IN THE COMING YEARS

• 7.3 WAYS OF REDUCING THE USO BURDEN IN ICELAND



7.1 Introduction and main findings

In this last part of the analysis, we combine the 
findings from chapter 5 and 6 and provide an 
estimate of the total net cost.

We find that the total net cost of the USO in Iceland 
for 2016 amounts to 650 million ISK. 

We also find that the main drivers of Iceland Post’s 
net cost of the USO are international postal items, 
delivery speed and delivery frequency (i.e. the USO 
requirements preventing Iceland Post from 
completing XY delivery throughout the country). 

When analysing alternative solutions that could 
lower the USO burden, we find that the only viable 
option for the Icelandic government to reduce the 
burden on the designated universal service provider 
in the long run will be through direct compensation 
of USO net costs.

Figure 45: The commercial approach – step 4
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Table 34: Total net cost of the USO in 2016

Cost effect 

(million ISK)

Revenue effect 

(million ISK)

Intangible benefit 

(million ISK)

Net effect

(million ISK)

Delivery speed and 

frequency
445 -365 - 80

International postal 

items
0 475 - 475

Delivery in rural areas 270 -35 - 235

Shipments for the blind 0 10 - 10

Reserved area - - -150 -150

Total 715 85 -150 650

7.1 USO net cost results for 2016 

TOTAL NET COST 2016

The total net cost of 2016 is estimated to 
650 million ISK, including the cost effects from 
changes in operations and reduced volumes, the 
revenue effects stemming from changes in demand 
and price, as well as the value of the benefits enjoyed 
by the universal service provider, see Table 34. 

IMPACT ON ICELAND POST’S 

COSTS AND REVENUES

The total cost effects sum to approximately 715 

million ISK, with the main contributor being changes 
in delivery speed and frequency. This is not 
surprising as these changes are very significant and 
encapsulate the cost effects from lower volumes. 

The net revenue effects sum to approximately 85 
million ISK. The main contributor is the price 
increase of international postal items, leading to a 
positive revenue effect of 475 million ISK. However 
the changes in demand from the reduced delivery 
speed and frequency decrease the total effect. 

VALUE OF INTANGIBLE BENEFITS

The intangible benefits in a net cost calculation will 
always have a negative effect on the net cost. The 
value of the reserved area is the benefit from 
enjoying a monopoly position. Because of the limited 
entry and the already existing competitive pressure 
from e-substitution, the resulting pressure on 
provider’s costs imply that prices are not likely to 
decline significantly due to entry of competing 
operators. Based on this, the value of the reserved 
area is estimated to 150 million ISK.

Note: Values rounded to nearest 5
Source: Copenhagen Economics
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7.2 USO net costs in the coming years

MAIN DRIVERS OF USO NET COSTS 

IN ICELAND

Until 2018 the main drivers of Iceland Post’s net cost 
of the USO are international postal items, delivery 
speed and delivery frequency (i.e. the USO 
requirements preventing Iceland Post from 
completing XY delivery throughout the country).

As Iceland Post in 2018 will be allowed to complete 
XY delivery throughout the country, this means that 
these element of the USO net cost will disappear, at 
least for some years. However, as mail volumes will 
continue to decline due to increased e-substitution 
and digitalization of communication, Iceland Post 
will eventually find it commercially optimal to reduce 
delivery frequency even further, e.g. to one day per 
week. When this happens, the delivery speed and 
delivery frequency requirements in the USO will 
again become restrictive and create a USO net cost 
for Iceland Post. 

The element linked to delivery of international postal 
items makes up 475 million ISK, or almost 75 
percent, of the USO net cost. When the delivery 
speed and delivery frequency elements of the USO 
net cost disappear in 2018, the requirements linked 
to the delivery of international postal items will 
become an even more important driver of USO net 
costs. 

DEVELOPMENT IN THE COMING 

YEARS

As there are no signs indicating that volumes of 
cross-border e-commerce from Asia (and thereby the 
volumes of inbound international postal items 

containing goods bought online) will decline in the 
coming years, this means that the net cost related to 
this element of the USO most likely will increase 
over time. Assuming, for example, that the volume of 
items from abroad would increase by 13 percent per 
year164 and that there would be no change in the 
compensation received by Iceland Post for the last 
mile handling of these shipments, the net cost of this 
USO element would increase from 475 million ISK in 
2016 to 775 million ISK in 2020 and 1,425 million 
ISK in 2025.

Similarly, as letter mail volumes will continue to 
decline due to continuing e-substitution, and as 
competition for delivery of goods bought online will 
continue to increase due to increasing e-commerce, 
Iceland Post’s unit cost of mail delivery will increase 
over time. As shown in chapter 2, this development 
will call for continuous efficiency improvements and 
cost reductions in order to ensure a financially 
sustainable provision of universal postal services. 
Eventually, however, increasing unit costs will call 
for further reductions in delivery frequency. 

As discussed in chapter 4 and 5, reducing delivery 
frequency from five days per week to every other day 
will allow Iceland Post to double the number of mail 
items handled on each delivery route – thereby 
reducing delivery costs significantly. However, as 
mail volumes continue to decline, this will also 
reduce the number of mail items per delivery route. 

Assuming, for example, that mail volumes in Iceland 
decline by 7 percent per year165, this implies that the 
number of mail items per delivery route in 2030 will 

be back at the level observed in 2016 (when the 
commercial option for Iceland Post would have been 
to reduce delivery frequency to reduce delivery 
costs). 

Based on the above, we conclude that Iceland Post’s 
net cost of the USO will increase from 2016 to 2017. 
From 2017 to 2018, there will be a one-time 
reduction in net costs thanks to the increased 
flexibility with respect to delivery speed and delivery 
frequency. As from 2018, however, there will again 
be a steady increase in net cost due to increasing 
volumes of small cross-border packets and declining 
letter mail volumes. The take away from this is that 
the effort of reducing the USO burden must continue 
going forward. Although allowing for XY delivery 
throughout the country will ease the burden 
temporarily, it will sooner or later be back at a high 
level, calling for further measures. 

164) Iceland Post (2017), Note that the estimated yearly increase of 13 percent is based on the average yearly increase of international standard 
letters in Iceland from 2012 to 2016. 165) Iceland Post (2017), Note that the estimated yearly decrease of 7 percent is based on the average yearly 

decrease of mail volumes in Iceland from 2012 to 2016. 125



7.3 Ways of reducing the USO burden in Iceland

As discussed in chapter 3, there are four generic 
ways in which a government can reduce the burden 
on the designated postal operator stemming from 
the USO:

1. Public procurement of universal postal services
2. Reduced USO requirements
3. Increased pricing flexibility 
4. Compensating USO net costs directly 

Some of these options may be relevant for the 
Icelandic government in reducing the net cost of 
delivery in rural areas, or the net cost linked to free 
delivery for blind and visually impaired citizens. 
However, the main element of USO net costs (linked 
to international postal items) requires changes in 
international agreements which the Icelandic 
government cannot affect or the introduction of 
additional sources of revenue for Iceland Post linked 
to the distribution of incoming international postal 
items. This could, for example, be the introduction of 
additional administration fee for international postal 
items that require registration. If this type of 
solution is not possible, the only viable option for the 
Icelandic government to reduce the USO burden in 
the long run will be through direct compensation of 
USO net costs. In the following, we explain why.

PUBLIC PROCUREMENT OF 

UNIVERSAL POSTAL SERVICES IS 

PRACTICALLY CHALLENGING

Public procurement of universal postal services may 
seem like a good idea in theory. In practice, however, 
it entails many practical challenges. For example, 
whereas collection and delivery in the most remote 
(and thereby commercially most unattractive) areas 

can be tendered in theory, this will most likely cause 
problems linked to e.g. the price for access to 
upstream activities such as sorting which may not be 
provided by other delivery operators than Iceland 
Post.

Moreover, dividing the USO into different 
geographical areas and awarding these areas to 
different postal service providers would imply that 
national mail should be sorted and transported by 
different companies. This would most likely imply 
higher costs as the designated providers would have 
to agree on how letters delivered from one operator’s 
geographical area to the others should be handled. 
This does not only include agreements in practical 
considerations, but also on how the operators shall 
compensate each other for last mile delivery. This 
complexity increases if the letters that should be 
delivered are coming from abroad.

In addition to the above, the fact that there today is a 
limited number of operators in Iceland with the 
necessary infrastructure in place to fulfil the USO 
requirements would imply limited competition in the 
tendering process. This, in turn, implies a significant 
risk that the Icelandic government would end up 
paying a high price for the services procured.

In fact, the development of the letter mail market 
(characterized by strongly falling mail volumes) does 
not make it attractive to invest in building up a 
delivery network from scratch. In order for a 
commercial operator to be willing to invest, this 
requires that the operator can charge a high price for 
delivery of the few letters that remain in the market, 
or that it receives financial support from the 

government to make the investments. 

Either way, this will imply a cost - either in terms of 
public funding, or in terms of higher prices for users 
of postal services. In addition to this, as previously 
discussed, a large share of international postal items 
items within the USO are unprofitable to deliver. If 
these obligations would be subject to a public 
tendering process, any new operator offering to take 
on this assignment would need to be compensated 
for the financial loss. This includes in particular 
registered letter mail from abroad delivered within 
the framework of the UPU agreement. 

For these reasons, successful tendering of (parts of) 
the USO relies on an alternative network already 
being present. Examples of where this has been the 
case (and where public tendering of universal postal 
services therefore has been possible) is, for example, 
Poland (where the entire postal USO was put up for 
tender in 2015166) and Norway (where delivery of 
newspapers on Saturdays was tendered in 2016167).

LIMITED SCOPE TO REDUCE 

NATIONAL USO REQUIREMENTS 

FURTHER

As the largest share (almost 85 percent168) of the 
USO net cost after 2018 will stem from international 
agreements which are not directly controlled by the 
Icelandic government, this implies that there from 
2018 will be limited scope to reduce the USO burden 
by reducing national USO requirements further. In 
fact, reducing delivery requirements in rural areas 
and abolishing requirement of free delivery for blind 
and visually impaired citizens will only be able to 
reduce the USO burden by about 15 percent.

166) UKE (2015). 167) Posten Norge (2017). 168) Copenhagen Economics, Assuming that the burden related to delivery speed and frequency is set to 
zero. 126



7.3 Ways of reducing the USO burden in Iceland

INCREASED PRICING FLEXIBILITY 

FOR DOMESTIC MAIL IS NOT A 

SOLUTION IN ICELAND

Increased pricing flexibility has the potential to 
reduce the USO burden in countries where (i) price 
regulation is linked to the USO and (ii) market 
characteristics allow the designated postal operator 
to increase prices profitably. 

In Iceland, however, the only postal prices that have 
to be approved by the regulator are those within the 
reserved area (i.e. for letters up to 50 g). Even if this 
requirement would be lifted, this would not reduce 
the burden of the USO. There are two main reasons 
for this. 

First, the main USO burden after 2018 will stem 
from prices of international postal items that are 
beyond the control of the post and telecom 
regulatory authority in Iceland. 

Second, Iceland Post cannot increase prices for the 
products within the reserved area significantly 
without creating substantial substitution to 
electronic means of communication. 

For domestic delivery services outside the reserved 
area, Iceland Post would already have increased 
priced if it would have been profitable to do so.

OTHER POTENTIAL SOLUTIONS TO 

REDUCE THE USO BURDEN

Although more flexible pricing is not a way forward 
for Iceland Post, there are examples of other 
adjustments that may reduce the burden of the USO.

As explained previously, due to current international 
agreements, the Icelandic government is unable to 
affect directly the prices of inbound international 
postal items. 

An alternative to increasing the compensation 
received by Iceland Post from the postal operator in 
the sending country, however, could be to introduce 
additional sources of revenue for Iceland Post linked 
to the distribution of incoming international postal 
items. This could, for example, be the introduction of 
additional administration fee for international postal 
items that require registration (similar to the 
administrative fee that currently is charged by 
Iceland Post to cover costs of customs for checked 
items). 

A similar development has recently been seen in 
Sweden, where the national postal operator 
PostNord in January 2018 announced the 
introduction of a new fee for recipients of inbound 
international postal items.169

The background for this is that, as of the 1st of March 
2018, PostNord is responsible for making sure that 
VAT is paid on all inbound international shipments 
with a declared value before final delivery. In 
addition to the VAT itself, PostNord will in relation 
to this introduce a new VAT handling fee of 75 SEK 
for all shipments worth less than 1,500 SEK. The 
new fee will cover all additional costs incurred by the 
changes in routines from March 1st.

IF NOT COMPENSATED BY THE 

STATE, THE USO BURDEN MAY 

THREATEN THE QUALITY OF 

SERVICE 

Taking into account the challenges described above, 
the only way to reduce the growing USO burden 
stemming from international price agreements is 
through direct compensation of USO net costs.

If this burden is not compensated by the 
government, the increased financial pressure created 
by market developments will force Iceland Post to 
seek to cut costs even further in order to remain 
financially sustainable. Iceland Post has over the last 
years used the flexibility provided under the current 
regulatory framework in order to increase its 
efficiency and cut costs. One example is changing to 
XY delivery, which reduces costs. Another example is 
the closure of certain post offices, following a review 
and approval from the Icelandic regulator PTA. 

In this situation, one way to cut costs further within 
the current regulatory framework is by introducing 
(or increasing the share of) subcontractors in 
delivery. Although this often is an effective way of 
reducing labour costs (which is a large share of 
postal operators’ costs – see chapter 2), it also comes 
with challenges – especially with respect to 
maintaining a high quality of service. 

169) PostNord (2018). 127



7.3 Ways of reducing the USO burden in Iceland

Evidence from other countries (e.g. Sweden, see Box) 
demonstrates that this type of cost cutting measures 
– if not made very carefully - may harm the quality of 
service, as well as the brand of the universal service 
provider, substantially. 

THE USO BURDEN MAY AFFECT 

ICELAND POST’S LONG-TERM 

COMPETITIVENESS

Compensating Iceland Post for USO net cost 
calculated by means of the commercial approach will 
put Iceland Post financially at equal footing with 
alternative delivery operators who do not have a 
universal service obligation but compete for (parts 
of) the delivery services provided by Iceland Post.

Refraining from compensating Iceland Post for the 
USO net cost will thus put Iceland Post at a 
competitive disadvantage compared to the other 
operators who are not obliged to provide universal 
postal services at the conditions required of Iceland 
Post. This situation will reduce the financial 
sustainability of the USO even further and thereby 
increase the pressure on Iceland Post to cut costs by 
lowering the quality of service.

128

QUALITY CONCERNS ON THE 

SWEDISH POSTAL MARKET 

Starting in 2016, the Swedish postal regulator, 
PTS, recorded an increase of postal users 
complaints regarding problems in delivery 
quality by PostNord Sweden. 

According to media reports, quality of service 
has slumped, because PostNord started 
employing cheaper, less skilled 
subcontractors in delivery of certain parts of 
the value chain and the restructuring of 
sorting in a new terminal – all measures taken 
to reduce costs along the delivery chain. 

As a response to this development, PTS 
launched several regulatory cases, 
addressing insufficiencies in mail distribution 
quality and initiated regular meetings with 
PostNord in order to find a solution to get 
delivery quality back on track. 

In the meantime, however, postal users suffer 
from lower service quality, creating large 
media attention and harming PostNord’s
reputation in Sweden.

Source: PTS (2016), p. 38-44.
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