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Abstract: The postal sector has experienced significant transformations, particularly due to
the declining volumes of letter mail and increasing volumes of parcels. Postal operators have
gradually become logistic providers, notably in e-commerce. These trends have prompted
considerations regarding the appropriate compensation for companies providing postal
services under public service obligations. In State aid control, the assessment of the net
avoided cost is central to the compensation calculation for such obligations, particularly the
modelling of the counterfactual scenario, which considers potential changes in service quality,
pricing, and infrastructure. Case studies on different universal and public service obligations
for postal services illustrate the interplay of factors such as market conditions, customer
preferences, and regulatory environments, highlighting the need for sound economic
modelling and case-specific approaches.

1. Introduction

The postal sector plays a crucial role in providing essential services to both consumers
and businesses. In the European Union (EU), the postal and delivery sector generated
around EUR 110 billion in revenue in 20215, while providing employment for approximately
1.8 million people®. These figures are indicative of the sector's substantial contribution to
the economy, accounting for approximately 1% of the GDP and total employment across
EU Member States.

EU Member States can entrust the provision of services of general economic interest
(SGEI) to undertakings in the form of public service obligations (PSOs). In the postal
sector, this typically includes the universal service obligation (USO), a specific type of PSO
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Digital Economics and Delivery Services, held at the Toulouse School of Economics in April 2024.
' Stefano Callari; Economist at Chief Economist Team, DG Competition, European Commission. Email:
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2 Florian Deuflhard; Economist at Chief Economist Team, DG Competition, European Commission. Email:
florian.deuflhard@ec.europa.eu.
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zlata.jakubovic@ec.europa.eu.
4 Lluis Sauri-Romero; Deputy Chief Competition Economist, DG Competition, European Commission. Email:
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5 European Commission, Directorate-General for Internal Market, Industry, Entrepreneurship and SMEs, Cerpickis,
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ensuring the provision of a minimum set of services under regulated conditions and at
affordable prices.

The postal sector has undergone significant structural changes over the past decade. With
the rise of digital technology, traditional domestic letter mail volumes in the EU have been
steadily declining, largely driven by e-substitution (i.e. the shift to electronic
communication). Between 2013 and 2021, volumes fell by approximately 40%, but some
EU Member States experienced even steeper declines. This is illustrated in Figure 1
below.

Figure 1: Domestic letter post volumes, single-piece and bulk, total market, 2013-
2021, Europe (28 countries), in billions
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Source: Copenhagen Economics, Main developments in the postal sector (2017-2021),
Study for the European Commission, Directorate General for Internal Market, Industry,
Entrepreneurship, and SMEs.

This trend poses a considerable challenge to the viability of universal postal services given
their substantial fixed costs. At the same time, the growth of e-commerce has led to a
surge in parcel shipments, offering postal operators complementary business
opportunities. Domestic parcel volumes in the EU more than doubled between 2013 and
2021. This is further illustrated in Figure 2 below. These two major developments are
expected to continue over the coming years.

EU Member States may compensate postal operators for the net costs incurred in
discharging SGElIs, provided that “f{fhe amount of compensation must not exceed what is
necessary to cover the net cost of discharging the public service obligations, including a



reasonable profit.”” The net costs incurred by the SGElIs in the postal sector are typically
assessed by using the net avoided cost methodology?, which aims at “correctly assessing
the costs that the service provider is expected to avoid and the revenues it is expected
not to receive, in the absence of the public service obligation.” In postal State aid cases,
this approach effectively determines the upper bound of compensation.

Figure 2: Domestic parcel volumes, total market, 2013-2020, Europe (23 countries),
in billions
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Source: Copenhagen Economics, Main developments in the postal sector (2017-2021),
Study for the European Commission, Directorate General for Internal Market, Industry,
Entrepreneurship, and SMEs.

This paper aims to explain the main elements of the net avoided cost assessment, taking
previous Commission decisions to illustrate its application in practice and providing
practical insights for future cases. While this paper focuses on the postal sector, the net
avoided cost methodology has a broader economic underpinning and is not sector
specific. In particular, it is relevant for the assessment of public service obligations in
sectors where competitive tendering is not feasible or does not yield reliable price signals,
making the construction of a credible counterfactual essential for ensuring proportionality
of public compensation.

7 Ibid, para. 24.
8 |bid, para. 25.
9 Ibid, para. 25.



In recent years, the Commission has approved several compensations for postal PSOs in
various EU Member States. Section 2 provides the background to the NAC assessment
in the postal sector, including a brief literature review, the underlying economic rationale,
and an overview of the applicable EU legal framework. Section 3 operationalises the net
avoided cost methodology. It introduces the factual and counterfactual scenario and key
methodological principles, notably the construction of a competitive counterfactual and the
treatment of costs and benefits, and then illustrates the implementation along the main
adjustment parameters -quality, price, and network - through selected case studies.
Finally, section 4 summarizes the main findings and concludes.

2. Background

This section provides the background for the net avoided cost assessment of PSOs in the
postal sector. Section 2.1 introduces briefly the key concepts of SGEIs, PSOs, and USOs.
Section 2.2 examines the economic rationale for PSOs and the need to limit compensation
to the net avoided cost. Section 2.3 reviews the theoretical and applied literature on the
net avoided cost methodology. Section 2.4 provides an overview of the EU legal
framework.

2.1. Concepts

The concept of SGEls is referenced in Articles 14 and 106(2) of the Treaty on the
Functioning of the European Union (TFEU) without a formal definition within the Treaty or
its secondary legislation. However, the Commission has provided clarifications in a
Communication from 2011.°

According to the Communication, “SGE/ are economic activities which deliver outcomes
in the overall public good that would not be supplied (or would be supplied under different
conditions in terms of quality, safety, affordability, equal treatment, or universal access)
by the market without public intervention.”' Such measures can take the form of PSOs,
which are ‘imposed on the provider by way of an entrustment and on the basis of a general
interest criterion which ensures that the service is provided under conditions allowing it to
fulfil its mission.”"?

Within this framework, the USO constitutes a specific type of PSO. It requires that certain
postal services are made available to all consumers and users in an EU Member State,
regardless of their geographical location, at a specified quality and, taking account of
specific national circumstances, at an affordable price. In sectors such as postal services,
the core elements of the USO are harmonised at EU level. However, PSOs in the postal
sector are not limited to the USO, as EU Member States may impose additional obligations
reflecting national policy objectives, for example by requiring the distribution of
newspapers and periodicals under certain condition or maintaining a denser network of
postal contact points.

10 Communication from the Commission to the European Parliament, the Council, the European Economic and
Social Committee and the Committee of the Regions, A Quality Framework for Services of General Interest,
20.12.2011, COM (2011) 900 final.

" Ibid, p. 3.
12 |bid, p. 3.



2.2. Economic rationale

Over the past decades, postal markets in the EU have been opened up to competition
with multiple service providers, leading to improved efficiency, lower prices, and
innovation. PSOs in the context of a liberalised postal sector can contribute to a more
efficient and equitable provision of postal services. However, the market-based provision
of postal services may lead to an insufficient level of services or higher prices, at least in
parts of the country or for certain services that are less lucrative.

PSOs can help to address several market failures that are pervasive in postal services.
Postal networks have been traditionally characterised by strong scale and density
economies, making them quasi natural monopolies, especially in sparsely populated
areas. The scope for entry by competitors in such thin markets is therefore limited, so that
consumers in such regions are unlikely to benefit from market liberalisation. Another
market failure arises because, by contributing to connectivity between citizens, institutions
and companies, postal services generate positive externalities, i.e. benefits to society that
postal operators cannot charge their users for. An example would be the numerous
societal benefits generated by press distribution for the democratic process and social
cohesion, which far outweigh the cost of this service, but which postal operators cannot
easily monetise. All these features imply that the market is likely to provide less postal
services, especially in terms of geographic coverage and delivery frequency, and at higher
prices, than socially optimal. Public intervention through the establishment of optimal
postal PSOs can improve the efficiency of market outcomes in terms of service level,
quality, and price.

PSOs can also ensure equitable access to postal services when the market may not by
itself make them universally available, for instance because the provision of the service
may not be profitable in certain sparsely populated areas, with a certain delivery frequency
or at certain prices. Public intervention through the establishment of optimal postal PSOs
can ensure that postal services are effectively accessible to the entire society, where this
is deemed socially desirable even if it is not economically viable without support.

Fulfilling PSOs typically entails incremental costs that operators would not otherwise incur,
and incremental revenues earned while performing the obligation may not fully cover
them. Public financing of the PSOs is often required to ensure the long-term viability. At
the same time, excessive public financing would confer a competitive advantage to the
benefitting postal operator compared to its competitors, either in the same market allowing
for an aggressive commercial behaviour, or in related markets via cross-subsidisation of
services not covered by the PSO. Such cross-subsidisation can occur when a PSO uses
the same inputs, like labour, vehicles, or infrastructure, both for the provision of its PSO
services and for services not covered by the PSO. By covering the costs for these inputs
via its PSO compensation, such a provider can lower the cost base of the services not
covered by the PSO, thus gaining an unfair competitive advantage over competitors who
do not receive any such compensation and have to cover the costs of their inputs from
their revenues alone. This can undermine the efficient functioning of the liberalised postal
market and the competitiveness of an industry that is not just delivering postal services,
but that has evolved into logistics and e-commerce, with increasing impact on the
economy at large.



As much as there is an economic rationale for the establishment of PSOs and for its public
financing, in terms of efficiency as well as of equity, there is thus equally an economic
rationale for limiting the public financing to the amounts strictly necessary for the viability
and competitiveness of the affected postal operators. This is explicitly recognised in the
legal framework, notably in the EU Postal Directives and in the SGEI Framework.

Recent structural developments in the postal sector, as described in Section 1, may further
exacerbate these market failures. In particular, e-substitution and the resulting decline in
letter volumes, combined with largely fixed network costs, increase the unit cost of
universal service provision, while growing parcel markets, which offer new revenue
streams, are subject to competition that limit cross-subsidisation. As a result, the gap
between commercially viable operations and socially desirable service provision may
widen, reinforcing the importance of economically sound compensation mechanisms, in
particular the assessment of the net avoided cost.

2.3. Literature review

The net avoided cost methodology, as applied in the Commission’s case practice, has its
theoretical roots in the liberalisation debates of the 1990s. The first formal definition by
Panzar (2000)"® characterises the net cost of a USO as the difference in profit between
an operator subject to the obligation and the same operator maximising profits without it.
This approach established that computing the net cost requires constructing a credible
counterfactual, which is important in the Commission’s case practice. In parallel, Cremer
et al. (2000)'* with focus on the postal sector, emphasised the importance of identifying
which services would not be provided absent the obligation and of accounting for both
avoidable costs and foregone revenues. These two elements form the basis of for the
comparison of the factual and counterfactual underlying the net avoided cost methodology
used throughout this paper.

The application of the net avoided cost methodology is not specific to the postal sector but
reflects broader economic principles for ensuring proportionality in public intervention. At
its core, the comparison between the factual and counterfactual is conceptually equivalent
to the notion of a funding gap, whereby public intervention is justified only to the extent
necessary to bridge the difference between financial outcomes with and without the
obligation (Atzeni et al., 2025)."5> More generally, this logic is closely related to approaches
used in cost-benefit analysis, which assess interventions based on differences between
scenarios (Boardman et al., 2018).'® Building on these strands of literature, the net
avoided cost methodology can be understood as reflecting a broader economic logic that
is not specific to the postal sector. In particular, it is relevant in contexts where market-
based benchmarks, such as competitive tendering, are not available or do not provide

3 Panzar, J.C. (2000), “A methodology for measuring the costs of universal service obligations”, Information
Economics and Policy, 12(3), 211-220.
4 Cremer, H., Grimaud, A. and Laffont, J.J. (2000), “The cost of universal service in the postal sector”, in M.A.
Crew and P.R. Kleindorfer (eds.), Current Directions in Postal Reform, Kluwer Academic Publishers, Boston, pp.
47-68.
5 See Atzeni, C., Magos, D. and Sauri-Romero, L. (2025), Economic Assessment of Incentive Effect and
Proportionality of State Aid Measures in the European Union.
6 See Boardman, A.E., Greenberg, D.H., Vining, A.R. and Weimer, D.L. (2018), Cost-Benefit Analysis: Concepts
and Practice (5th ed.), Cambridge University Press.
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reliable price signals, thereby requiring the construction of a counterfactual scenario to
assess proportionality. Moreover, the methodology relies on a logic of incrementality,
considering only those costs that would not arise in the absence of the public service
obligation. This is consistent with established cost concepts in the literature on natural
monopoly and regulation, such as incremental cost, which focus on identifying costs
causally attributable to a specific service (e.g. Laffont and Tirole, 2000; Baumol, 1982).17

An important methodological debate in the literature concerns how to reflect competition
and potential entry in the counterfactual. The considerations originate in the
telecommunications sector, where it was first developed by national regulators'8, before
being adapted for the postal context. Rodriguez, Smith and Storer (1999)'® propose that
in markets undergoing liberalisation with expected major structural change, the
counterfactual should model the competition that would emerge rather than the behaviour
of an unconstrained incumbent monopolist. Gallet and Toledano (1997)2° had earlier
shown, drawing on the telecommunications experience, that the net avoided cost
methodology can be meaningfully applied in a competitive environment - provided the
counterfactual is carefully constructed to reflect the market conditions that would prevail
absent the obligation. These considerations are reflected in the Commission’s case
practice, the net avoided cost methodology requires for the counterfactual considering the
competitive constraints likely to emerge in the absence of the PSO, including potential
entry by competitors who are crowded out in the factual scenario by the publicly subsidised
incumbent.

The applied literature has also examined how structural market trends affect the net cost
calculation in practice. As fixed network costs are spread over a shrinking volume base,
the unit cost of universal service rises, providing the economic rationale for periodic
reassessment of compensation levels. Nehrebecki et al. (2016)2' show that e-substitution
increases the net cost of the USO over time due to declining volumes with partially fixed
costs and a shift away from priority mail, thereby widening the gap between factual and
counterfactual profits. In the same vein, Gottschalk et al. (2022)?> develop that in
dynamically evolving postal markets, counterfactual scenarios used for net avoided cost
calculations risk becoming outdated as the factual scenario changes faster than the
underlying parameterisation. While the specific implications differ across countries
depending on market and regulatory developments, the authors argue that adequate net

7 See Baumol, W.J., Panzar, J.C. and Willig, R.D. (1982), Contestable Markets and the Theory of Industry
Structure, Harcourt Brace Jovanovich, New York; and Laffont, J.J. and Tirole, J. (1993), A Theory of Incentives in
Procurement and Regulation, MIT Press, Cambridge (MA).
8 Cave, M., Milne, C. and Scanlan, M. (1994), Meeting Universal Service Obligations in a Competitive
Telecommunications Sector, Report to DG Competition (DG4), European Commission, Office for Official
Publications of the European Communities, Luxembourg.
9 Rodriguez, F. and Storer, D. (2000), “Alternative approaches to estimating the cost of the USO in posts,”
Information Economics and Policy, 12(3), 285-299.
20 Galllet, C. and Toledano, J. (1997), “The cost of the universal postal service in a competitive environment: lessons
from telecommunications,” in M.A. Crew and P.R. Kleindorfer (eds.), Managing Change in the Postal and Delivery
Industries, Topics in Regulatory Economics and Policy Series, vol. 25, Springer, Boston, MA, pp. 304-318.
2" Nehrebecki, D., Mautino, L. and Knott, G. (2016), “Impact of market dynamics on the net cost of the USO”, in
M.A. Crew and T.J. Brennan (eds.), The Future of the Postal Sector in a Digital World, Topics in Regulatory
Economics and Policy Series, vol. 51, Springer, pp. 75-90.
22 Gottschalk, F., Hafner, M. and Trinkner, U. (2022), “Net costs of USP’s service provision: challenges for the
coming decade,” in P.L. Parcu, T.J. Brennan and V. Glass (eds.), The Economics of the Postal and Delivery Sector,
Topics in Regulatory Economics and Policy, Springer, pp. 251-267.
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cost assessments require recognising that dynamic markets call for dynamic regulatory
approaches, in particular through the regular and timely updating of counterfactual
scenarios to ensure relevance and plausibility.

Overall, the literature provides the conceptual foundations for the net avoided cost
methodology. However, its practical application remains case-specific and requires
modelling. Building on this, Section 3 focuses on how these elements are implemented in
practice in the postal sector, with particular emphasis on quality, price, and network
adjustments.

2.4. EU legal framework and State aid control

The EU legal framework for postal services aims to ensure that essential postal services
remain accessible, affordable, and of high quality across Member States, while preserving
competition and the efficient functioning of the EU integrated market for postal and related
services, typically building on the same infrastructure. It combines sector-specific
regulation, notably the Postal Services Directives, with State aid control under the Treaty.
It reflects a balanced pursuit of market efficiency, social equity, and consumer protection.

The regulatory framework for postal services has evolved over the last decades through
successive directives since 199723, and was completed by the Third Postal Directive
(2008)%4, which completed the opening of postal markets to competition while maintaining
the USO. The USO is the core of the Postal Services Directives and requires EU Member
States to ensure the provision of a permanent, affordable, universal postal service
everywhere within their territory. Specifically, this obligation includes the provision of
postal services (collection from access points and delivery) on five working days a week
(with certain exceptions). It covers postal items up to 2 kg, parcels up to 10 kg (extendable
to 20 kg), as well as services for registered and insured items. EU Member States may
designate one or more companies as universal service providers so that the whole territory
is covered.

Historically, postal services, particularly letter delivery, were monopolized by state-owned
service providers The progressive liberalisation introduced by the Postal Services
Directives aimed to foster competition, innovation, and service quality, while maintaining
the integrity of the USO, particularly in less densely populated areas. In practice, however,
competition has developed unevenly across market segments.

In the letter market competition developed slowly, partly due to e-substitution and the
increasing use of electronic communication, especially in e-government, and the shift by
traditional bulk senders to electronic solutions, especially since the financial crisis of 2007.
In contrast, the parcel delivery market experienced a surge in volumes and competition,
driven by new entrants and the adaptation of universal service providers to meet the
growing demand from e-commerce.?®

23 The First Postal Services Directive 97/67/EC (OJ L 15, 21.1.1998, pp. 14-25).
24 The Third Postal Directive 2008/6/EC (OJ L 52, 27.2.2008, pp. 3-20).

25 See the Commission Staff Working Document Evaluation of Directive 97/67/EC on common rules for the
development of the internal market of Community postal services and the improvement of quality of service
amended by Directives 2002/39/EC and 2008/6/EC and Commission Staff Working Document Report from the
Commission to the European Parliament and the Council on the application of the Postal Services Directive
(Directive 97/67/EC as amended by Directive 2002/39/EC and 2008/6/EC).
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Against this background, the Third Postal Directive establishes that EU Member States
must ensure incentives for postal service providers to provide the USO cost efficiently,
allows for (but does not oblige to) the compensation of the net cost, if any, caused to postal
service providers by the USO. It also provides guidance on the calculation of the net cost
of the USO, notably in Annex |. This guidance requires that the net cost of universal
service obligations is calculated, “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”. 2

State aid control plays a central role in ensuring that such compensation does not distort
competition. Compensation granted by EU Member States for the net cost of a public
service obligation typically constitutes State aid and is therefore subject to assessment by
the Commission under State aid rules.?” More specifically, the Commission assesses
PSOs in the postal sector as SGEIs and their compensation under the framework
established by Article 107(1) TFEU for identifying State aid and by Article 106(2) TFEU
for the assessment of compatibility with the internal market.

The SGEI Framework?®, that entered into force on 31 January 2012, provides detailed
guidance on the conditions under which such compensation can be considered
compatible. These include the genuine nature of the SGEI, proper legal entrustment, and
compliance with all rules regarding duration, the Transparency Directive and EU public
procurement, non-discrimination, control of overcompensation, and transparency. It also
specifies that the net cost necessary, or expected to be necessary, to discharge the PSO
should be calculated using the net avoided cost methodology where required by the
legislation and wherever possible, and establishes it as the most accurate method for
determining the cost of a PS0.2° According to the SGEI Framework, the net avoided cost
serves as the measure for the maximum compensation postal operators can receive for
fulfilling their PSO.0 It also explicitly refers to the principles for net cost calculation set out
in the Postal Services Directive.

Since the adoption of the SGEI Framework, the Commission has adopted several
decisions based on the assessment of the net avoided cost of postal USOs and PSOs.
For instance, the Commission has approved aid to compensate the net cost of the USOs
in the Czech Republic, France, Italy, Poland and Spain, as well as aid to compensate for
the net cost of PSOs for press distribution at preferential tariffs and other services in
Belgium, France, and Italy.

26 The Third Postal Directive 2008/6/EC (OJ L 52, 27.2.2008, pp. 3—20), Annex |, Part B.

27 Under Article 107(1) TFEU, compensation granted by a EU Member State for the net cost of the USO typically
qualifies as State aid where four cumulative conditions are met: (i) it is granted by the State or through State
resources; (ii) it confers a selective advantage on one or more undertakings; (iii) it distorts or threatens to distort
competition; and (iv) it is liable to affect trade between EU Member States. However, under the criteria established
in the Altmark Trans judgment (Case C-280/00), such compensation does not constitute State aid if all conditions
are fulfilled. In practice, these conditions are rarely met in the postal sector, so compensation is typically assessed
as State aid under Article 106(2) TFEU.

28 The Communication from the Commission—European Union framework for State aid in the form of public service
compensation, adopted in 2011 (OJ C 8, 11.1.2012, pp. 15-22).

29 |bid, para. 24f.
30 |bid, para. 21.



Table 1 provides an overview of selected illustrative decisions adopted by the Commission

Year Operator Period Case with Number
La Poste PSO for high-density postal service
2025 (France) | 29232025 | 1\ crage (SA.108393)
2024 Polish Post | 2021- 2025 | USO mission (SA.105121)
2023 LaPoste | 5451.2026 | USO mission (SA.100746)
(France)
2023 LaPoste | 5453 5026 | PSO for press distribution (SA.101754)
(France)
Bpost PSO for news-paper and periodical
2023 (Belp ium) 2022-2026 | distribution
9 (SA.105349)
2022 Czech Post | 2018-2022 | USO mission (SA.55208)
2022 Bpost 2022- SGEls in management contract
(Belgium) 2026 (SA.100860)
2020 Correos | 5411.2020 | USO mission (SA.50872)
(Spain)
2020 Post 2020-2024 | USO mission (SA.55270)
Italiane
Post PSO for distribution of press and other
2019 ltaliane 2017-2019 publications (SA.48492)
PSO for data boxes information system
2018 Czech Post | 2018-2022 (SA.47293)

between 2018 and 2025 in the postal sector that include net avoided cost assessments.
All these decisions found that the proposed compensations constituted State aid in the
meaning of Art. 107(1) TFEU, but that they were compatible with the internal market based
on Art. 106(2) TFEU. In particular, the Commission analyses confirmed that the proposed
compensations did not exceed the net avoided cost incurred in providing the service and,
hence, that the measures did not lead to overcompensation.

Year Operator Period Case with Number
La Poste ) PSO for high-density postal service
2025 (France) | 20232025 | o\ erage (SA.108393)
2024 Polish Post | 2021- 2025 | USO mission (SA.105121)
2023 LaPoste | 50512026 | USO mission (SA.100746)
(France)
2023 LaPoste | 5453 5026 | PSO for press distribution (SA.101754)
(France)
Bpost PSO for news-paper and periodical
2023 (Be'ﬁ um) | 20222026 | distribution
9 (SA.105349)
2022 Czech Post | 2018-2022 | USO mission (SA.55208)
2022 Bpost 2022- SGEIls in management contract
(Belgium) 2026 (SA.100860)
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2020 Correos | 5411.2020 | USO mission (SA.50872)
(Spain)
2020 Post 2020-2024 | USO mission (SA.55270)
Italiane
Post PSO for distribution of press and other
2019 Italiane 2017-2019 publications (SA.48492)
PSO for data boxes information system
2018 Czech Post | 2018-2022 (SA.47293)

Table 1: Recent State aid decisions in the postal sector

3. Assessment of the Net Avoided Cost

3.1. Factual and counterfactual: net avoided cost as funding gap

The estimation of the net avoided cost of a PSO requires in practice a comparison
between the profits earned or losses incurred by the undertaking in two alternative
scenarios: a "factual” scenario where the undertaking operates with the PSO and a
"counterfactual” scenario where the undertaking operates without the PSO.

The counterfactual scenario reflects the behaviour of a rational, profit-maximising
undertaking that is no longer constrained by the public service obligation. In the absence
of the PSO, the operator would adjust its commercial strategy - including prices, service
quality, and network configuration - with the objective of maximising profits, subject to
market conditions and competitive constraints.

The net cost of discharging the PSO corresponds to the difference in profits between the
factual and the counterfactual scenario and is, by nature, an avoidable cost. This reflects
the fact that the PSO, whenever it implies a change of behaviour by the undertaking,
results in a reduction of profits (or increase of losses) of the undertaking. If this was not
the case and the PSO increased the profits (or reduced the losses) of the undertaking, the
PSO would be redundant: a rational, profit-maximising (or losses minimising) undertaking
would voluntarily deliver such service without any need for an obligation. Profit-maximising
undertakings would prefer avoiding the reduction of profits (or increase of losses) caused
by the legal obligation of providing the PSO.

From an economic perspective, the net cost can be interpreted as a specific application
of a funding gap analysis.3! Both approaches rely on comparing the financial outcomes of
an undertaking in a factual scenario (with the PSO) and a counterfactual scenario (without
the PSO) in order to quantify the economic disadvantage imposed by the obligation. This
reflects the fact that a PSO typically constrains the undertaking’s behaviour and reduces
its profits (or increases its losses) relative to the counterfactual. The net avoided cost
methodology provides the operational tool to implement this comparison by identifying the
costs that can be avoided and the revenues that would no longer be earned in the absence
of the obligation. While the net cost is the relevant legal and economic concept, the net
avoided cost approach represents its standard implementation. Accordingly, the
underlying analytical logic is equivalent to that of a funding gap assessment.

31 The exposition in this paper focuses on the net avoided cost method or funding gap analysis as applied to public
services obligations in the postal sector. For a more general introduction to the use of funding gap analysis in State
aid cases, see Atzeni, C., Magos, D. and Sauri-Romero, L., Economic assessment of incentive effect and
proportionality of State aid measures in the European Union, 2025.
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This approach is consistent with both the Third Postal Directive®2 and the SGEI
Framework33, which define the net cost as the difference between the net cost for the
provider of operating with the PSO and the net cost or profit for the same provider of
operating without it. Both frameworks emphasise that the calculation must properly
account for (i) costs that can be avoided in the absence of the obligation, (ii) revenues that
would no longer be earned, and (iii) any benefits accruing to the provider, including
intangible benefits. In addition, a reasonable profit may be included. Figure 3 provides a
visual presentation of the net avoided cost methodology.

In State aid, the term “funding gap” has been used more often where funding is required
for the beneficiary to have an incentive to carry out certain socially preferable investments
or activities. Instead, the term “net (avoided) cost” has been used more often where the
funding is intended to compensate for a (legal) obligation. These two terms are equivalent:
they compare the financial outcomes in the factual and counterfactual scenario to quantify
the economic disadvantage resulting from the activity or obligation.

Figure 3. Representation of the net avoided cost

Profit

Net cost

Counterfactual
profit

Actual profit

Factual Counterfactual
scenario scenario

For investments with relatively long-life cycles, accounting for the time value of money is
typically an important aspect of the funding gap analysis. Hence, a discounted cash flow
approach over the investment horizon is often used. By contrast, for PSOs in the postal
sector, the net avoided cost is often assessed over a limited period of time and,
importantly, the granting of compensation is contemporaneous to the occurrence of the
net avoided costs. As a result, foregone profits are generally estimated by comparing
annual net profits under the factual and counterfactual scenarios on a year-by-year basis,

32 The Third Postal Directive 2008/6/EC (OJ L 52, 27.2.2008, pp. 3-20), Art. 7 (3) and Annex |, Part B.

33 Communication from the Commission - European Union framework for State aid in the form of public service
compensation (2012/C 8/03), OJ C 8, 11.1.2012, para. 25.
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without the need for discounting.3* If longer periods are considered, or if the granting of
compensation and the occurrence of net avoided costs are not contemporaneous, some
form of time discounting needs to be introduced.

3.2. Principles of assessment

Building on the conceptual framework outlined in Section 3.1, several issues require
careful consideration before turning to the implementation with case studies. These
concern the construction of the counterfactual itself, the identification of the relevant cost
components, and the treatment of reasonable profit and intangible benefits.

Competitive counterfactual: In the absence of the PSO, the postal operator would be
free to behave as profit-maximising undertaking, adjusting parameters such as price,
quality, and network density to maximise profits. Each such adjustment requires
consideration of the respective demand and supply side responses, and the exercise
requires forming a view of the likely market outcomes in each scenario and comparing the
profits of the postal operator across them. It is not an exercise of quantifying the costs of
a transition from a market with a PSO to a market without one, but rather of modelling
what the market would look like had the obligation never applied.

An important aspect of this is that the counterfactual must account for competitive
constraints that would emerge in the absence of the PSO. The entrustment of a PSO to a
given postal operator often has the effect of crowding out competitors in the factual
scenario, who cannot compete against the publicly subsidised incumbent. In the
counterfactual without the PSO, those competitors are likely to be able to compete. Failing
to identify a competitive counterfactual would result in overestimating the net avoided cost
and granting undue market power rents to the entrusted operator through excessive
compensation.

In modelling the counterfactual, it is important to account for the fact that public service
providers typically engage in activities beyond those mandated by the PSO, often offering
commercial services as well. Where operators perform several SGEls, in the
counterfactual scenario the same avoided cost should not be claimed for compensation
more than once, otherwise common costs would be compensated twice.3® Operating both
within and outside the PSO scope allows the undertaking to achieve economies of scope,
optimizing its cost structure by sharing resources (e.g., employees, offices, logistics,
central services) across services. This approach helps to avoid inefficient duplication of
resources, where common costs become a significant consideration.

Incremental and common costs: Two key concepts relevant for ensuring the
proportionality of public financing are incremental and common costs. Incremental costs
are defined as costs incremental with respect to the public mission, that is: costs incurred
only in case the public mission is pursued. Common costs, instead, are costs that span

34 This difference in approach reflects the distinct nature of the activities involved. A PSO is fulfilled by the postal
operator on an ongoing basis for the duration set out in the entrustment act, with costs and revenues accruing year
by year. By contrast, an investment is typically a one-off, irreversible decision, which explains the need to take into
account all future revenues and costs over the full-time horizon at the moment the investment decision is taken.
Consistently, NAC focuses on foregone profits (rather than cash flows), reflecting the economic loss associated
with the obligation rather than the return on an upfront investment.

35See Fratini, A. & Chovino, M. (2025), “State Aid in the Postal Services Sector,” in Verouden & Werner (eds.), EU
State Aid Control: Law and Economics, 2nd ed., Kluwer Law International, p. 789.
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across different activities of a postal operator and are attributable to both PSO-related and
non-PSO-related services.?® Fixed (sunk) costs related to existing infrastructure not
directly related to the PSO should typically not be considered as common costs, as those
would be incurred regardless of the public mission. For example, if a postal operator is
solely entrusted with a PSO for press distribution and would not offer this service absent
the PSO, all PSO-related infrastructure costs are incremental. By contrast, infrastructure
costs already incurred to fulfil an existing USO are sunk and typically not incremental to
an additional PSO, such as press distribution. Where infrastructure is shared between the
existing USO and the additional PSO, the use of existing infrastructure for the PSO does
not in itself generate incremental costs, as these costs would be incurred in any event.
However, introducing a PSO could require additional infrastructure, for example extending
services in specific remote areas, which introduces costs that would not occur absent the
PSO. These costs, arising specifically due to the PSO, are considered incremental.

For example, when a postal operator is entrusted PSO of letter collection and delivery in
the entire country at a fixed price and fixed regularity (5 days a week) and the postal
operator would not collect and deliver in some locations or would not collect and deliver
with such regularity absent the PSO, all PSO-related infrastructure fixed costs are
incremental: some or all postal offices in remote areas, some or all vehicles in letter
delivery routes of sparsely populated areas, even some or all employees attending such
sparsely populated areas.

In this context, the allocation of common costs to the net cost of a PSO ultimately depends
on their avoidability. Costs that would be incurred irrespective of the PSO should not be
attributed to it, whereas costs that arise specifically due to the PSO should be included.
In practice, this requires assessing the extent to which common costs are truly avoidable
or vary with the provision of the PSO.3"

For postal operators that provide both regulated and commercial services, or that are
entrusted with several PSOs, it is essential to distinguish between incremental and sunk
costs for each individual mission. This is critical for accurately assessing the financial
impact of a given PSO and for ensuring that compensation reflects only the avoidable cost
of providing the service. Understanding whether costs are incremental or sunk ensures
that the net avoided cost calculation considers only those costs that would not be incurred
in the absence of the PSO, thereby preventing overcompensation. While
undercompensating a PSO may in some cases influence how a PSO is implemented, the
incentive effect remains because the operator is legally obliged to provide the service and
it may be sanctioned if the PSO is not implemented. This also means that the
compensation granted to the PSO provider does not have to cover the full net avoided
cost, as the incentive effect comes from the legal obligation, not from the financial

36 For example, this includes the shared use of infrastructure, management, facilities, or delivery networks. When
assessing the funding needs of the public mission in isolation, meaning not as part of a comprehensive model for
the entire firm, those common costs need to be somehow allocated to the individual activities, using specific
allocation keys. Such allocation keys typically differ from allocation keys used in accounting practices as they put
more emphasis on the avoidable nature of each cost type.

37 Notably, this principle of avoidability often leads to a different allocation of common costs compared to traditional
accounting methods, which assign costs based on arbitrary keys related to observed variables like volume or sales
value. As these accounting keys may not reflect the avoidability of costs, they are unsuitable for calculating the net
avoidable cost.
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compensation, while ensuring that shared resources are not attributed more than once
across activities.38

Reasonable profit and intangible benefits: The gross NAC derived from the
comparison of the factual and counterfactual scenario must be adjusted in two ways.

First, a reasonable profit should be included. The reasonable profit represents the return
on capital that a hypothetical efficient operator would require to provide the USO. It is
calculated by applying the weighted average cost of capital (WACC) to the capital
employed attributable to the USO activities. The WACC should be benchmarked against
comparable regulated network industries and documented with its underlying
assumptions. The capital employed comprises the asset base, constructed from the net
book value of tangible fixed assets (vehicles, sorting equipment, buildings), intangible
fixed assets, and working capital, scaled by a USO attribution rate that reflects the share
of total operator assets dedicated to universal service provision.

Second, intangible benefits should be deducted. The intangible benefits comprise non-
cash advantages the operator derives from holding the USO mandate. This includes the
VAT exemption on universal services, enhanced corporate reputation and brand value
derived from the operator's ubiquitous presence and public service role, enhanced
advertising effects from the visibility of the operator's physical infrastructure such as
vehicles and post offices, simplified customs procedures, and any exclusive rights
conferred on the designated provider.

While the reasonable profit has to be added to the gross NAC, the intangible benefits must
be deducted. As a result, both items can partially offset each other regarding the final
compensation.

3.3. Implementation

The implementation of the net avoided cost analysis requires appropriate data and
empirical tools to quantify profits and losses under both the factual and the counterfactual
scenarios. The quantification relies on actual cost and revenue data from the postal
operator, on projections in the business plans of the postal operator, as well as on market
evidence and assumptions about the demand and supply sides of the market.

In general, for each new notification for which State aid approval is sought, postal
operators are required to produce tailored market surveys to assess customer preferences
and estimate demand responses to key parameters (such as prices and service quality)
in the counterfactual scenario. Alternative empirical evidence - such as evidence derived
from natural experiments - may also be considered, provided it is sufficiently informative
and closely aligned with the relevant counterfactual scenario. Assumptions on the

38 The incentive effect is therefore not the object of interest in this article, because it follows from the legal obligation
to provide certain services under certain conditions. This is different from State aid cases where there is no legal
obligation and the incentive for beneficiaries to behave in the desired way depends on the financial incentive
provided by the State aid received.

15



functional forms of the demand may be used to derive price elasticities and semi-
elasticities.3?

In the counterfactual scenario, absent the PSO, postal operators would offer a different
range of services at different terms. For instance, prices may be higher for certain product
categories, frequencies of delivery might be lower for ordinary letters, and the contact
point network might be less dense or offer less geographic coverage. Thus, the most
relevant parameters distinguishing the factual and counterfactual are typically the
frequency of delivery (see Section 3.3.1 on quality adjustments), price (see Section 3.3.2)
and network coverage (see Section 3.3.3).

The remainder of this section, we will explain each of the main parameters related to the
counterfactual scenario, exemplified through two in-depth case studies: one focusing on
the USO and the other on the PSO. For the USO analysis, we will examine the cases of
Spain’s Correos (SA.50872), the Czech Republic’s CZ Post (SA.55208), and France’s La
Poste (SA.100746). In our exploration of the PSO, we will delve into the Belgian press
distribution (SA.105349), the press distribution operations of France’s La Poste
(SA.101754), and Poste ltaliane’s handling of press and other publications in Italy
(SA.108766).

Table 2 summarises the main insights from this collection of cases.

Table 2: Case studies overview

39 Such surveys must consider the specificities of the operator, the PSO and the market in question. It is therefore
not possible to have a one-size-fits-all type of survey. Postal operators work together with the Commission to design
and agree on the scope and design of the survey, to ensure it provides the necessary insights to assess the net
avoided cost and ensure the compatibility of the State aid.
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Type | Case Study Focus of the Empirical and analytical
assessment tools
USO | La Poste (France) | Service quality Market survey with conjoint
SA.100746 adjustments: reduced analysis; econometric
delivery frequency and analysis and demand
coverage modelling
Correos (Spain) Price adjustment Econometric analysis and
SA.50872 demand modelling (price
elasticities)
Czech Post Network optimisation Market survey; operational
(Czechia) (post-office closures; and capacity modelling
SA.55208 replacement by contact
points)
PSO | bpost (Belgium) Service quality Market survey (service and
for SA.105349 adjustments: early price elasticities)
press delivery deadlines
La Poste (France) | Price adjustments Econometric evidence and
SA.48883 demand modelling (incl.
pass-through assumptions)
Poste Italiane Cost allocation; NAC vs accounting
(Italy) SA. 108766 | incremental vs. sunk allocation
costs

3.3.1 Service quality adjustments

In the absence of regulatory requirements regarding service quality, postal operators may
choose to provide lower service standards if this allows them to reduce costs and increase
profits. For instance, postal operators may set a lower delivery frequency, longer delivery
times or less reliability. While this profit maximising behaviour is rational for a private
operator, it does not internalise the potential efficiencies associated with a higher quality
standard, for instance through positive externalities on social connectivity, and the equity
impacts. Regulators may require such higher quality standards for efficiency and equity
reasons.

The First Postal Directive sets out common rules concerning the minimum quality
standards for the universal postal service and compliance mechanisms.4® As defined in
the national legislation, USO providers must maintain sufficient delivery frequencies for
mail and parcel. In the absence of USOs, postal operators have flexibility to modify their
services, potentially opting for different distribution strategies and reducing delivery
frequency. Moreover, the defined USO usually mandates direct delivery to individual
household letterboxes, whereas without USOs, providers might choose alternative
delivery methods like collection points. This flexibility consideration for the counterfactual

40 The First Postal Services Directive 97/67/EC (OJ L 15, 21.1.1998, pp. 14-25).
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scenarios extends to PSOs, where for example providers may adjust subscription delivery
speed and scope for magazines and newspapers.

Market surveys are commonly used to obtain insights on customer preferences and
assess the impact of different levels of service quality on demand across different
customer segments. For instance, the delivery time during the day may significantly affect
the demand for magazines and newspapers, but less so for ordinary mail; similarly,
demand for mail may be less sensitive to delays compared to parcels. Market surveys
provide relevant data allowing to estimate how the demand would react to changes in
service quality, such as to varying levels of delivery delay (e.g., one, two, or three days of
delay).

These changes can significantly affect both revenues and costs. For instance, reducing
delivery frequencies may lower operational costs but could also decrease revenues
depending on the demand elasticity. Conversely, improving service quality, such as early
morning newspaper distribution in PSOs, may increase costs but potentially increase
demand and revenues as well. If one were to consider only the impact on costs, but not
on revenues, the PSO provider would likely be overcompensated for its PSO services,
thus potentially distorting competition on other markets where this provider is also active.

To illustrate the practical implications of quality adjustments in the postal sector, two case
studies are described: (i) La Poste’s USO (SA.100746) and (ii) Bpost’'s PSO for press
distribution (SA.105349).

a. Case study: USO by La Poste in France (SA. 1007464")

In December 2023, the Commission approved the compensation to La Poste for the USO
for the period 2021 to 2025, finding it compatible with EU State aid rules.*?

As described above, the net avoided cost of the USO is obtained by comparing the profits
(or losses) in the factual scenario with the estimated profits in the counterfactual scenario,
which in this case is characterised by lower costs but also lower demand. This comparison
identifies the losses incurred by La Poste in fulfilling its USO obligations, relative to a
scenario in which it would operate without such obligations.

Factual scenario

La Poste was entrusted with USO, under which it operated a nationwide network, ensuring
the provision of a comprehensive range of postal services throughout France at uniform
and affordable tariffs. The USO encompasses the delivery of postal items weighing up to
two kilograms, postal packages weighing up to 20 kilograms, and registered letters to
every citizen’s domicile, six days a week.

Counterfactual scenario

In the counterfactual scenario, La Poste would not be bound by the delivery quality
standards in the USO and would optimize its profits by adjusting its service quality by

41 The non-confidential version of the decision has not been published in the State aid register yet. The press
release is available here: https://ec.europa.eu/commission/presscorner/detail/en/ip_23 6334.
42 Although the compensation constitutes State aid under Article 107(1) TFEU, the Commission concluded that it
is compatible with the internal market pursuant to Article 106(2) TFEU, as it complies with the SGEI Framework, in
particular because the compensation does not exceed the net cost of fulfilling the USO.
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implementing several operational changes. These changes would include (i) reducing the
frequency of mail collection and delivery from six days a week to three*?, and (ii) ensuring
home delivery of mail for addresses located in the most densely populated areas, but
group distribution in shared letterboxes called CIDEX** for addresses located in less
densely populated areas.

Given the lower service quality proposition of La Poste’s offer in the counterfactual
scenario compared to the factual, demand for mail in the counterfactual scenario and
resulting revenues would likely be lower. To assess the demand sensitivity to these quality
changes, La Poste and the French Authorities relied on a market survey and conducted a
“conjoint analysis”.4®

In this case, respondents were presented with several choice exercises, where each
exercise involved a menu of hypothetical alternatives to their current offer and either the
price, the frequency of delivery, the place of delivery, or the place of collection differed.
This survey was conducted for individuals, professionals, as well as small enterprises and
with respect to administrative mail, advertising mail, and parcels.*® An econometric model
was then estimated on the resulting data to obtain demand elasticities with respect to
changes in the frequency of distribution and to changes in the delivery/collection at relay
points.#” This methodology, albeit subject to caveats, allows nonetheless to understand
better how consumers could react when confronted with lower quality of services like the
ones that La Poste would likely have implemented absent the USO, and to quantify how
demand would differ in the counterfactual scenario.

The findings of the econometric model suggest that a reduction in the frequency of
collection and delivery of mail to three days per week would have a significant effect,
leading to a demand reduction differing across customer groups. Furthermore, the results

43 The counterfactual scenario would not see any change with respect to the delivery frequency of parcels as La
Poste and the French authorities considered that switching to a 3-day per week delivery of parcels would lead to
an excessive fall in volumes.

44 CIDEX, which stands for Courrier Individuel & Distribution Exceptionnelle, refers to standardized individual
mailboxes that are grouped together near roadways, allowing for centralized mail distribution in less populated
areas.

45 Conjoint analysis is a statistical method widely used in business and marketing research whereby products or
services are broken down into different attributes and respondents are presented with a menu of hypothetical
alternatives constructed based on those attributes. Respondents are then asked to choose the most preferred
alternative in each choice exercise. If designed correctly, this method can provide useful insights into consumer
preferences and demand elasticities. For an overview of conjoint analysis and the link with discrete choice method,
see Ben-Akiva, Moshe, McFadden, Daniel and Train, Kenneth, (2019), Foundations of Stated Preference
Elicitation: Consumer Behavior and Choice-based Conjoint Analysis, Foundations and Trends(R) in
Econometrics, 10, issue 1-2, p. 1-144.

46 To complement this quantitative analysis, qualitative individual interviews were also carried out with a selection
of 'key accounts' customers, several companies, professionals, and a group of individuals.

47 Elasticities were calculated based on the coefficients of an econometric model estimated by Ordinary Least
Squares method, where fixed effects were also included to take account of factors not observed at respondent
level. The dependent variable was the proportional variation of the quantity desired to the conditions defined in the
conjoint analysis exercise and where the alternatives offered to respondents in the choice exercise were included
in the model as dummy variables (for example, in the conjoint analysis exercise, customers had to indicate to what
extent their volumes would have changed if the price would have increased and/or the attributes of the offer would
have changed).
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of the econometric model do not identify a significant change in the demand when
changing the place of collection and delivery of mail from home to other collection points.*®

Furthermore, the French authorities explained that these service reductions would also
impact the costs incurred by La Poste. Specifically, decreasing the frequency of
distributions and utilizing shared CIDEX letterboxes for mail delivery in less populated
areas would result in a decrease in the number of distribution rounds required and savings
on logistical and labour costs. The magnitude of savings from reduced distribution
frequency and streamlined operations significantly outweighs the costs for the initial setup
and ongoing maintenance of the CIDEX letterboxes.

The net avoided cost of the USO in France

The net avoided cost was estimated by comparing the profits in the factual scenario with
those in the counterfactual scenario, which is characterised by both lower costs and lower
demand. The analysis also incorporates adjustments beyond service quality, including
changes in prices and the structure of the contact point network.

On this basis, the Commission concluded that the compensation granted to La Poste does
not exceed the net cost of the USO and therefore does not result in overcompensation.

b. Case Study: PSO of bpost for press distribution (SA.105349%%)

In May 2024, the Commission approved compensation to bpost for the distribution of
newspapers and periodicals for the period 2023 to end of June 2024, finding it compatible
with EU State aid rules.

The net avoided cost of the PSO is obtained by comparing profits in the factual and
counterfactual scenarios. The difference is driven by changes in demand due to higher
prices and lower service quality affecting demand, as well as cost savings from integrating
press delivery into existing operations.

Factual scenario

bpost was entrusted with the press mission for recognised newspapers or periodicals®® as
defined by Belgian national legislation. The PSO specifications impose minimum quality
requirements on bpost to ensure the timely and efficient distribution of newspapers and
periodicals to subscribers.

48 While the significant effects identified in the econometric analysis support a downward adjustment of demand in
the counterfactual, the absence of a significant effect for the place of delivery does not necessarily imply that this
factor is irrelevant for demand. Rather, that result may reflect limitations of the available evidence resulting from
the survey’s inability to capture customers’ response to changes in the place of delivery.

49 Commission Decision C/2025/2746 of 24.05.2024 in case SA.105349 (2023/N) — Belgium, State compensations
to bpost for the delivery of public services in press distribution over 2023—June 2024 (OJ C/2025/2746, 04.02.2025).
This measure followed Commission Decision C/2021/6445 of 02.09.2021 in case SA.56448 (2021/NN) — Belgium,
Prolongation of bpost’s concessions over 2021 and 2022 (OJ C/2021/460, 12.11.2021). Initially, the concession
agreements were approved by the Commission in its decision C/2016/3338 of 03.06.2016 in case SA.42366
(2016/N) — Belgium, State compensations to bpost for the delivery of public services over 2016-2020 (OJ
C/2016/341, 16.09.2016).agreements were approved by the Commission in its decision of Commission Decision
C(2016) 3338 of 03.06.2016 in case SA.42366 (2016/N) — Belgium, State compensations to bpost for the delivery
of public services over 2016-2020 (JOCE C/341/2016, 16.09.2016).

50 The qualification as a recognised newspaper or as a recognised periodical depends on the frequency of

publication and on the content of the publications.
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Under the PSO, every newspaper must be delivered to subscribers before 7:30 am from
Monday to Friday and before 10:00 am on Saturdays. To achieve these quality standards,
an extensive logistical infrastructure is needed. Furthermore, an essential component of
these quality standards is the effective management of claims5', which is also monitored
through specific performance indicators.

The distribution of periodicals is subject to similarly stringent quality criteria, aiming for the
majority to be delivered within a specific timeframe following publication. This commitment
to timely delivery underscores the overarching objective of ensuring that subscribers have
access to current and diverse sources of information.

Counterfactual scenario

In the counterfactual scenario, in the absence of the press mission, bpost would still be
entrusted with the USO, under which there is no specific press offer in Belgium. Thus,
tariffs in the counterfactual are aligned with the closest matching USO products, resulting
in publishers facing higher dissemination prices.

Operationally, newspapers would be delivered as part of existing mail rounds on
weekdays and parcel rounds on Saturdays, rather than through dedicated early-morning
rounds. For periodicals, which already use regular rounds, the counterfactual primarily
entails price increases.5?

To estimate the demand reduction resulting from service quality and price adjustments,
the analysis relies on a market survey which involved newspaper and periodical
subscribers. Respondents were asked about their intent to cancel their subscription under
the altered delivery conditions and price increases described in the counterfactual
scenario (“service elasticity” and “price elasticity”). The survey also included interviews
with newspaper and periodical editors, who indicated that ending the PSO would
significantly harm their subscriber base, particularly for non-commercial titles, and that
distribution at low prices and high quality is essential.

Additionally, the counterfactual analysis estimated the impact of changes in service quality
and pricing on bpost’s operational costs. This included estimating the cost implications of
integrating press deliveries with regular mail rounds and the potential savings from
reduced volumes.

The net avoided cost of the press mission in Belgium

The net avoided cost of the press distribution mission was then obtained by comparing
the estimated profits in the factual and counterfactual scenario, taking into account the
combined effects of volume reductions, cost changes, and pricing adjustments. The
compensation mechanism also includes efficiency incentives.53

On this basis, the Commission concluded that the compensation granted to bpost does
not exceed the net cost of the PSO and therefore does not result in overcompensation.

51 Claims are subscriber or publisher complaints recorded and resolved under the concession, e.g. late delivery or
missed delivery.
52 Also, editors would bear certain tasks covered otherwise by the PSO (e.g. addressing for periodicals).
53 The Belgian authorities apply an efficiency incentive mechanism whereby the ex ante and ex post net costs are
compared. If the ex post net cost is lower due to efficiency gains, bpost retains 33% of the savings, while the
remaining 67% is returned to the State.
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3.3.2 Price adjustments

In the absence of regulatory requirements regarding pricing for certain product categories,
postal operators may set higher tariffs if this increases their revenues and profits. As with
quality standards, this profit maximising behaviour is rational for a private operator but
does not internalise the social impact in terms of efficiency and equity. The First Postal
Directive sets out common rules for affordable, cost-oriented, transparent, and non-
discriminatory pricing of universal services.5

More generally, the removal of USO obligations may also affect pricing through the loss
of regulatory advantages. In particular, under the VAT Directive, services provided under
the USO are exempt from VAT.% Absent this exemption, postal operators would need to
apply VAT, leading to higher final prices. This effect is particularly relevant for individual
consumers and for businesses that cannot fully recover VAT.

The impact of such hypothetical price increases on volumes and revenues necessitates
an analysis using demand price elasticities. These can be based on market surveys, more
complex econometric methods, or other alternative evidence gathered by the postal
operators in the normal course of business. Such demand price elasticities are then used
to identify the profit maximisation pricing strategies, while also considering the cost
implications of potential demand shifts due to pricing changes.

In the following, two case studies are described demonstrating the effects of price
adjustments: (i) Correo’s USO in Spain (SA.50872) and (ii) La Poste’s distribution of press
in France.

a. Case study: USO by Correos in Spain (SA.50872%)

In May 2020, the Commission approved compensation to Correos for the USO for the
period 2011 to 2020, finding it compatible with EU State aid rules.

The net avoided cost of the USO is derived from a comparison between the factual and
counterfactual scenarios. The difference is driven by pricing changes, in example the
removal of VAT exemptions, affecting demand, as well as adjustments to cost structures.

Factual scenario

Correos was entrusted with the USO to provide a broad range of postal services across
Spain at uniform and affordable prices and respecting certain quality standards. The scope
of the USO included letters, postcards, and parcels, both locally and internationally, with
weight restrictions.

Notably, the Spanish authorities did not only model the counterfactual scenario but also
corrected the factual scenario by adjusting the prices to neutralise the loss-making
discounts that Correos had granted to corporate customers for bulk letter deliveries. To
address the impact of loss-making discounts in the factual scenario, the Spanish
authorities proposed an adjustment in pricing for any USO service resulting in losses once
it was required to do so by the Commission. This adjustment aimed to align the prices with

5 The First Postal Services Directive 97/67/EC (OJ L 15, 21.1.1998, pp. 14-25).
55 Council Directive 2006/112/EC (OJ L 347, 11.12.2006, pp. 1-118), Art. 132(1)(a).

56 Commission Decision C(2020) 3108 of 14.05.2020 in case SA.50872 (2020/NN) — Spain, USO compensation to
Correos, 2011-2020 (JOCE C/260/2020, 07.08.2020).
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the fully allocated unit costs, integrating both variable and fixed costs as recorded in
Correos’ financial statements. This recalibration resulted in lower demand, but the
increased prices effectively offset the decrease in volume, resulting in a smaller reduction
in revenues compared to costs in the adjusted factual scenario. Hence, this adjustment
reduced losses and improved profitability of the factual scenario, ultimately reducing the
estimated net avoided cost.

Counterfactual scenario

In the counterfactual scenario, Correos would no longer be subject to the USO, but would
instead set prices to maximise profits. Tariffs are not directly regulated, but subject to
supervisory constraints requiring cost coverage and affordability. In practice, Correos has
maintained prices below cost as part of a commercial strategy that has been challenged
as anticompetitive. In the counterfactual, pricing would therefore depend mainly on
demand elasticities, Correos’ cost structure, and the competitive constraints likely to
emerge.

The Spanish authorities submitted that in the counterfactual scenario, in the absence of
the USO, Correos’ prices would remain at the corrected levels from the factual scenario
(excluding the discounts). This assumption significantly simplified the quantification and
assessment of the counterfactual scenario. The Commission considered the approach
applied by the Spanish authorities as being conservative, suggesting it might not represent
the optimal pricing strategy that Correos could adopt in the counterfactual scenario.%’

However, the Spanish authorities have accepted a price increase for certain customers in
the factual and contrafactual scenario for the estimation of the net avoided cost. In the
counterfactual scenario, without the USO, Correos’s USO services would not be VAT
exempted. This would imply a price increase for customers who cannot claim back the
VAT they are charged, including both individual consumers and companies operating in
certain sectors like financial services, education, health, or insurance. Specifically, in the
counterfactual scenario, the price of both ordinary and registered letters would increase
by the VAT rate for this group of customers. The impact of this price increase on volumes
is calculated using a constant elasticity demand function, as widely used in economics.
For individual consumers, a lower elasticity was applied to model their reaction, showing
a less pronounced sensitivity to price adjustments than for companies. On the other hand,
an offsetting effect of removing the VAT exemption on Correos' USO services is the ability
for Correos to deduct VAT on its purchases of goods and services.

The net avoided cost of the USO in Spain

The net avoided cost was estimated by comparing profits in the adjusted factual scenario
with those in the counterfactual scenario, taking into account the combined effects of
pricing changes, demand responses, cost adjustments, as well as changes in service
quality and the network of contact points.

On this basis, the Commission concluded that the compensation granted to Correos does
not exceed the net cost of the USO and therefore does not result in overcompensation.

57 Regarding the emergence of additional competitive constraints, the Spanish authorities considered that it would
be unlikely in a counterfactual scenario with such a conservative price behaviour. The Commission accepted the
plausibility of this assumption.
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b. Case Study: PSO for Press distribution by La Poste in France (SA.48883%)

In January 2019, the Commission approved compensation to La Poste for the press
distribution mission in France for the period 2018 to 2022, finding it compatible with EU
State aid rules.

The net avoided cost of the PSO is derived from a comparison between the factual and
counterfactual scenario. The difference is driven by higher prices affecting demand and
increased competitive pressure, as well as changes in costs linked to volume adjustments.

Factual scenario

La Poste was entrusted with the press distribution mission, which consists of offering
reduced tariffs for certain categories of press in order to support media pluralism. La Poste
handled the press mission, utilizing shared resources from other transport and distribution
activities. Therefore, costs related to infrastructure and shared resources were considered
non-incremental to the press mission. The sole identified incremental cost was the unitary
variable cost for transporting and distributing press, derived from La Poste’s internal
accounts.

Counterfactual scenario

In the counterfactual scenario, while not at reduced press tariffs, La Poste would still be
obligated to distribute the press under the USO commitment, ensuring that prices do not
exceed the regulated tariffs applicable to all postal items. While formulating its pricing
strategy subject to USO commitments, La Poste would have to take into account the
effects on the overall demand for press distribution and the change in competitive
constraints posed by alternative providers of press distribution services, such as courier
services, once prices increase.

The counterfactual scenario takes into account the vertical relationship between the
involved firms. Upstream, La Poste prices subject to the USO and likely increased
competitive pressure. Downstream, publishers sell magazines using postal services as an
input. In the absence of empirical studies providing estimates for the price elasticity of
demand for postal distribution by press editors, the French authorities suggested to obtain
an estimate for this demand elasticity by extrapolating from existing empirical evidence on
the final demand for newspapers by readers. The analysis relied on econometric estimates
of the price elasticities of readers’ demand for newspapers that were available at the time
of the analysis.

As the interest eventually lies in the upstream postal prices, one can model the pass-on
of shipping costs to readers, which depends on downstream competition and the known
reader elasticity. Rather than directly modelling downstream competition, the French
authorities made assumptions about pass-on rates (50%, 100%) and the shape of
publisher demand (constant elasticity, linear). In scenarios with intense competition and a
symmetrical impact on publishers, the pass-on rate tends towards the upper bound.

58 Commission Decision C(2019) 309 of 24.01.2019 in case SA.48883 (2018/N) — France, Compensation de la
mission de service public relative au transport et a la distribution de la presse pour la période 2018-2022 (JOCE
C/109/2019, 22.03.2019).
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In the counterfactual scenario, La Poste would be limited by the maximum tariffs mandated
by the universal postal service obligation in France. The French authorities showed, under
the two employed demand functions, that a monopolist seeking to maximise profits in
press distribution would set prices surpassing the maximum tariffs allowed by the universal
service obligation. Consequently, it was argued that these maximum tariffs would become
binding, and La Poste would adhere to them when charging editors for press distribution
services.

However, with higher prices, additional competitive constraints will likely increase via entry
of rivals in certain product segments and geographical areas in the counterfactual
scenario. The French authorities acknowledged that when confronted with La Poste’s
elevated prices in the counterfactual scenario, editors would likely adjust their demand for
La Poste’s services, possibly turning to alternative providers like courier services in
geographic areas where they are available. To account for such an increase in competition
in a simplified fashion, the French authorities introduced estimated diversion shares from
La Poste to courier services for press distribution. As a result, in the competitive
counterfactual, La Poste's firm-specific demand would reflect a higher price elasticity than
the overall demand for press distribution services, leading to lower counterfactual volumes
retained by La Poste following a price increase.

The net avoided cost of the press mission in France

The net avoided cost of the press mission was determined by taking the difference
between the estimated results of the factual and counterfactual scenario. This analysis
weighs the losses sustained by La Poste in meeting its obligation to distribute press at
reduced tariffs against the profits it would have experienced in a competitive
counterfactual scenario.

The calculations, which included sensitivity checks, affirmed that the suggested
compensation amounts for the press mission were below La Poste’s net avoided cost,
ensuring that there was no overcompensation involved.

3.3.3 Network adjustments

In the absence of regulatory requirements, postal operators may downsize their network
to reduce costs and enhance profits in competitive markets. This might for example result
in a less dense distribution of contact points and/or a shift toward a model that relies more
on partner-operated points than on fully staffed postal offices directly managed by the
postal operator. These changes not only affect operational performance but also reshape
the underlying cost structure. Assessing the net avoided cost of a PSO thus requires
distinguishing which elements of the cost base are truly incremental to carrying out the
obligation as described in Section 3.2. The postal regulations in numerous EU Member
States include specific criteria for the provider of the USO regarding the density of the
contact point network.%°. This requires EU Member States to ensure that the distribution
of contact points within their postal networks is sufficiently dense to meet user needs and
demands in a ubiquitous manner.%° In many EU Member States, the network includes both

59 For an overview see European Commission, Directorate-General for Internal Market, Industry, Entrepreneurship
and SMEs, Cerpickis, M., Méller Boivie, A., Tizik, S. et al., Main developments in the postal sector (2017-2021).
Volume 1, Main report, Publications Office of the European Union, 2022, Table 29.
60 The First Postal Services Directive 97/67/EC (OJ L 15, 21.1.1998, pp. 14-25).
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postal offices operated by the universal service providers as well as contact points
operated by partners.6?

To model the counterfactual network, postal operators typically begin with a thorough
analysis of the contact point network performance in the factual scenario. This includes
identifying contact points that are not profitable, with considerations for their potential
closure or transformation into partner-operated locations. Such an analysis takes into
account patterns of customer usage and the geographic distribution of the contact points,
ensuring that decisions are informed by both operational performance and customer
accessibility.

Optimizing the contact point network becomes particularly important in areas with lower
population densities, where concentrating operations in regions with higher demand can
significantly improve efficiency. To understand the impact of these network optimisation,
postal operators often conduct market surveys to determine how these changes may
affect customer demand and revenues, including whether demand might shift to other
contact points or be lost entirely. Postal operators then must adjust their capacity and
resource allocation to accommodate any redirected demand. Performance indicators,
such as the number of transactions per full-time equivalent employee, are used to verify
the utilization rates, ensuring that each contact point has reasonable resources to meet
the demand in the counterfactual scenario.

Modelling the counterfactual contact point network involves balancing out cost reductions
(i.e. through lower costs for staff and infrastructure) and potential revenue losses from the
contact point closures. This also includes the costs tied to recalibrating the capacity of the
network’s remaining contact points, which is aimed at maximising profitability in a
competitive environment. Where operators are active in both regulated and commercial
markets or have multiple PSOs, distinguishing between incremental and sunk costs is
important. Incremental costs arise directly from a specific PSO and would not be incurred
otherwise. In contrast, sunk costs, those already incurred for other missions like the USO,
remain constant across factual and counterfactual scenarios and should be excluded. This
distinction is particularly important when the PSO is layered on top of an existing USO:
network costs already needed for the USO are not incremental to the PSO, although some
mission-specific infrastructure extensions or service points may be.

Where operators are active in both regulated and commercial markets or have multiple
PSOs, shared infrastructure costs must be carefully allocated. Only costs that would be
avoided if the PSO were not provided should be included in the net avoided cost. This
section proceeds with two case studies: (i) Czech Post’'s USO (SA.55208) and (ii) Poste
Italiane’s PSO for press distribution (SA.108766), illustrating the practical effects of
adjustments in the contact point network within the postal sector.

61 For an overview see European Commission, Directorate-General for Internal Market, Industry, Entrepreneurship
and SMEs, Cerpickis, M., Mdller Boivie, A., Tizik, S. et al., Main developments in the postal sector (2017-2021).
Volume 1, Main report, Publications Office of the European Union, 2022, Figure 29.
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a. Case study: USO by Czech Post in Czechia (SA.55208¢%?

In July 2022, the Commission approved compensation to Czech Post for the USO for the
period 2018 to 2022, finding it compatible with EU State aid rules.

The net avoided cost is obtained by comparing profits in the factual and counterfactual
scenarios. The difference is driven by changes in demand and costs resulting from
adjustments in service coverage and network organisation, in particular the reduction of
the contact point network.

Factual scenario

Czech Post was entrusted with the USO, which primarily affects costs through the
obligation to maintain a dense nationwide network of contact points. The USO included
the delivery of postal items and parcels, as well as a range of additional services. To meet
these obligations, Czech Post maintained a comprehensive network of post offices across
the country.

Counterfactual scenario

In the counterfactual scenario, Czech Post would continue to provide postal services at
market conditions. The goal would be to enhance profitability by streamlining the contact
point network, not bound by regulatory mandates in this scenario. It was suggested that
Czech Post would substantially reduce its number of post offices, transforming some into
Postpoints®3, resulting in a less dense network focused on profitability. This strategy aims
to balance maintaining its role as a national service provider with ensuring service
availability throughout the country.

In the submitted counterfactual scenario, the network would consist of a reduced number
of post offices, supplemented by Postpoints. This restructured network would still cover
the country and ensure that the maximum distance between most contact points, though
increased compared to the factual scenario, remains limited. Cost savings would primarily
derive from closing or converting less profitable post offices, with detailed cost tracking
enabling precise calculations of savings from changes in building operations, equipment,
personnel, and other direct costs.

However, the network adjustments in the counterfactual scenario do not ensure the
complete retention of cost savings. When a post office is closed, the demand for the
services provided usually falls by a certain amount. The Czech authorities used market
survey results to assess the impact on demand and resulting revenues. The results
indicated that while some customers would relocate their postal service usage to other
contact points, others might turn to competitors or reduce usage, leading to an overall
decrease in demand and revenues from both USO and non-USO services.

The diversion of customer demand from closed post offices to the remaining contact points
requires sufficient capacity at these locations. To address this, the Czech authorities

62 Commission Decision C(2022) 5136 of 25.7.2022 in case SA.55208 (2020/C) (ex 2022/NN) - Czechia, State aid
implementend by Czechia for Czech Post (JOCE C/5136/2022, 03.02.2023).

63 A Postpoint is an external outlet offering only the receipt and delivery of registered letters and parcels. The
operator of a Postpoint does not receive a fixed payment from Czech Post, only a per-transaction fee, and is
provided only with a barcode reader, excluding other equipment. In the analysis, Postpoints are considered only in
counterfactual scenario, not in the factual scenario.
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undertook an analysis to determine the capacity transfer required from each closed post
office, converting the diverted demand into extra work-hours at contact points in the
counterfactual scenario. This assessment also considered the feasibility of the resulting
capacity and workload at the contact points in the counterfactual scenario by comparing
the results of counterfactual scenario against the factual scenario. Thus, the cost of
creating adequate additional capacity at the contact points in the counterfactual scenario
acts as a counterbalance to the cost savings resulting from the network modifications.

The net avoided cost of the USO in Czechia

The net avoided cost was estimated by comparing profits in the factual and counterfactual
scenarios, taking into account the combined effects of network adjustments, demand
responses, and cost changes. The counterfactual scenario included additional
considerations beyond contact point network adjustments, such as alterations in service
quality and prices.

On this basis, the Commission concluded that the compensation granted to Czech Post
does not exceed the net cost of the USO and therefore does not result in
overcompensation.

b. Case study: Distribution of Press and Other Publications by Poste Italiane in
Italy (SA.1087665%)

In December 2024, the Commission approved the compensation to Poste Italiane for
distributing, at reduced tariffs, newspapers and publications of book publishers and non-
profit organizations in Italy for the period 2020 to 2026, finding it compatible with EU State
aid rules.

The net avoided cost is obtained by comparing profits in the factual and counterfactual
scenarios. The difference is driven by demand and cost effects resulting from pricing
adjustments and the limited scope for network optimisation due to shared infrastructure.

Factual scenario

Poste Italiane was entrusted with the press distribution mission, which required to
distribute press at regulated, reduced rates from 2002, with tariffs which remained
unchanged since 2010. The ltalian authorities presented actual audited data for the period
2020-2023 and projections for 2024-2026. The lItalian authorities recognized that Poste
Italiane largely fulfilled its press distribution mission using resources also allocated to its
USO and banking services.

Counterfactual scenario

In the counterfactual scenario, Poste Italiane would remain subject to the USO, which
includes the obligation to deliver press at higher USO-specific tariffs. If Poste Italiane
would not be subject to the press distribution mission, it would aim to maximise profits by

64 Commission Decision C(2024) 9093 of 18.12.2024 in case SA.108766 (2023/N) — Italy, Compensation to Poste
Italiane for the press distribution mission over the period 2020-2026 (OJEU C/2025/2419, 25.04.2025) .The
Commission has previously authorised the State compensation granted to Poste Italiane for the press distribution
mission for the period 2017-2019, see Commission Decision C(2019) 5255 of 22.7.2019 in case SA.48492
(2019/NN) - ltaly, State compensations for reduced tariffs offered to publishers and not-for-profit organizations over
the period 2017-2019 (JOCE C/388/2019, 15.11.2019).
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adjusting press delivery tariffs constrained by the maximum USO tariff, while taking into
account its delivery costs and demand reaction due to changes in price®°.

In this counterfactual, Poste Italiane would reduce activities tied specifically to the press
mission, but its overall network would largely remain in place due to continued USO
operations. The assessment of the net avoided cost is based on incrementality, meaning
only those costs that are incremental to the press distribution mission, i.e. which would
not be incurred at all in its absence, should be taken into account for the calculation of the
net avoided cost. However, indirect and central costs which are not exclusively linked to
the press mission lack a clear demonstration of incrementality. Hence, these costs were
retained in the cost structure of Poste Italiane in the counterfactual scenario, which
reduced the net avoided cost of the press distribution mission.

To estimate how these incremental costs change with volume in the counterfactual, the
Commission applied in its earlier decision for the period 2017-2019 a linear cost function,
which explicitly accounts for a fixed cost component within the incremental cost base,
reflecting the fact that even mission-specific costs do not decrease fully proportionally with
volume. This fixed component cancels out in the NAC calculation as it remains constant
across both scenarios. In the subsequent decision, for the 2020-2026 period, the
Commission accepted the variable unit cost estimated in the 2019 decision, adjusted for
inflation.6®

The case highlights the challenges of disentangling shared infrastructure costs when
modelling network adjustments. Unlike in the Czech Post case - where contact points
could be closed or converted - Poste Italiane’s network was less flexible, as much of it
was still required for other missions. As a result, adjustments were limited, and cost
savings from the removal of the press mission were mainly confined to incremental,
mission-specific avoidable costs.

The net avoided cost of the press mission in Italy

The net avoided cost was estimated by comparing profits in the factual and counterfactual
scenarios, taking into account the combined effects of network adjustments, demand
responses, and cost changes. The counterfactual scenario included additional
considerations such as alterations in service quality and prices.

On this basis, the Commission concluded that the compensation granted to Czech Post
does not exceed the net cost of the USO and therefore does not result in
overcompensation.

65 The Italian authorities estimated the price elasticity of demand for each product category (newspapers, weekly
and monthly magazines, books, and non-profit promotional materials) on the basis of a dedicated market survey,
targeting a sample of 1,000 subscribers and 200 publishers and non-profit entities. This replaced the natural
experiment approach used in the prior notification (SA.48492), which had drawn on the observed decline in demand
during the five-month period in 2010 when Poste Italiane temporarily applied full USO tariffs to press items.

66 The linear cost function could not be reapplied as a major reorganisation of the universal postal network between
2017 and 2019 caused fixed costs to vary significantly.
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4. Conclusions

Since the introduction of USOs in postal services via the First Postal Services Directive
97/67/EC in 1997, market dynamics in the postal sector have changed significantly. Today
postal service providers face numerous challenges ranging from declining mail volumes
driven by digitization to the considerable rise in small parcel shipments driven by e-
commerce. This has significantly altered the economic and business dynamics, with
financial impact on postal operators’ carrying out USOs. While the European legal
framework allows EU Member States to intervene in the postal market and design
measures at the national level to guarantee the provision of a universal postal service, EU
Member States’ measures must strictly comply with EU State aid rules to ensure that
public support is proportionate and does not distort competition.

The net avoided cost accurately reflects the burden that PSOs impose on operators, is
the most appropriate approach to ensure the proportionality of PSO compensation and
has consequently become the standard tool for assessing postal PSOs under EU State
aid rules. Particularly aimed at preventing overcompensation, it assesses whether the
compensation planned by EU Member States for postal operators complies with EU State
aid regulations or whether on the contrary it exceeds the actual net cost of providing these
PSOs. While compensating the financial burden of PSO providers is, in principle,
justifiable to ensure service continuity and maintain a level playing field in liberalized
markets, such compensation must remain strictly proportionate to avoid undue distortions
of competition.

The net avoided cost assessment compares the actual scenario under the USO with a
hypothetical counterfactual scenario absent the USO to measure the net cost of fulfilling
the PSO. This requires an in-depth analysis of how postal service providers would likely
operate in the postal market in the counterfactual scenario, taking into account potential
changes in service quality, pricing and infrastructure, as well as the additional competitive
constraints that are likely to emerge in such a competitive counterfactual. This assessment
requires qualitative and quantitative evidence, notably financial data and market surveys,
that combined with reasonably economic assumptions and modelling, provide reliable
assessments that consider the unique economic characteristics of each individual case.
This article shows that this analysis relies on standard financial and economic tools,
routinely used by firms in their normal course of business, and that it has been successfully
applied in a variety of State aid cases over the last years. The article also provides
guidance for Member States and stakeholders to ensure a coherent evaluation of the net
avoided cost of SGElIs within the postal sector.
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