
The UK’s Post Office continues to be strongly affected by increasing competition from courier services such as UPS in the 

parcel sector, and by the increasing popularity of online communications. For example, in Dec 2016, more people sent 

electronic Christmas cards rather than traditional cards through the post. The volume of letters sent via Royal Mail was 

down 9% in 2016. Evaluate the view that increasing contestability in markets is always good for the economy. 
A contestable market is one in which the potential for competition leads firms to act in similar ways 

to if they were in perfect competition; traditional theory seems to suggest that increasing 

contestability is always good. There can certainly be considerably static efficiency benefits from 

greater contestability, as well as dynamic efficiency benefits, perhaps through so-called creative 

destruction. It will be argued that increasing contestability is generally good, but that some 

mitigating policies might need to be introduced to protect the possible losers.  

 

It can be argued that the static efficiency benefits (allocative and productive efficiency) in a 

perfectly contestable market are closer to perfect competition, and this provides support for the 

view that increasing contestability is good for the economy.  Contestable market theory was 

developed by Baumol and has become the driving force behind much of this area of government 

competition policy. In a contestable market, the actual structure of the industry in question (in 

terms of concentration ratios / number of firms) is irrelevant in determining the conduct of firms in 

that market. Instead, the conduct of firms is determined by the threat of competition from new 

entrants. Assumptions such as low barriers to entry and exit, a pool of firms willing and able to 

enter the market in response to abnormal profit signals, equal access to available technology and 

high rates of customer churn characterise a contestable market. Although as unlikely as perfect 

competition, a perfectly contestable market can be closer to achieving allocative efficiency and 

productive efficiency than an uncontestable market.  Productive efficiency occurs when firms 

operate at the lowest point of their LRATC curves, and indicates that scarce resources are being 

used to produce maximum output at lowest cost.  Allocative efficiency occurs where P(AR) = MC 

and indicates that firms are producing the goods and services which consumers most want.  Both of 

these characteristics suggest contestability is good for an economy.  In reality, while all markets are 

contestable to a degree, the degree of contestability will vary.  Even so, the gains in terms of static 

efficiency are likely to be present. In the case of the Post Office for example, its traditional markets 

are subject to a high degree of competition, both real and potential (e.g. parcel couriers such as 

Yodel). 

 

On the diagram, a profit maximising firm 

protected by barriers to entry will produce at 

Qmon and Pmon (where MC=MR). In a 

contestable market, the firm will produce at 

Qcon and Pcon, where AR=AC and profits are 

normal. Earning profits above normal would 

incentivise hit and run entry from firms 

outside of the market.  The firm in question is 

closer to allocative and productive efficiency, 

suggesting that increasing contestability is 

desirable.  

 

That said, such outcomes are not always maintained. While the low cost airline industry continues 

to demonstrate benefits from contestability with customer choice and low fares, the same is not 

true of regional buses, which despite being one of the first industries to experience deregulation 

and increased contestability, has resulted in regional monopolies. Incumbent firms have been 

successful in replacing legal barriers to entry with strategic barriers, created for example by their 

ability to integrate the bus and rail sides of their business.  There have been several investigations 

from the competition authorities of anti-competitive behaviour.  Generally though, the static 

efficiency benefits do seem significant and provide support for the view that increasing 

contestability is generally good for an economy. 

 

A further argument in support of the benefits for an economy from increasing contestability comes 
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from dynamic efficiencies. Dynamic efficiency refers to the process of improvements in static 

efficiency over time. While dynamic efficiency is often associated with firms earning abnormal 

profit, contestable markets are also likely to exhibit high dynamic efficiency because improving 

dynamic efficiency allows firms to maintain their incumbent market position and appeal to 

consumers e.g. courier pick-up points, flexible delivery times, parcel tracking etc. While the drive to 

achieve dynamic efficiency brings with it considerable benefits, it is not without costs.  Productive 

efficiency requires firms to pay the lowest possible price for its factors of production.  In the case of 

the Post Office, much of its activity is labour intensive, and union density is relatively high.  This 

sector saw strikes over Christmas 2016 in response to attempts to reform the pension scheme, and 

previous industrial action in relation to automated sorting.  More generally, the ability of the Post 

Office to improve dynamic efficiency is limited by its ability to utilise economies of scope.  

Economies of scope arise when it is cheaper to produce a range of distinct products.  While some 

are clearly present, other firms such as Amazon, currently expanding its delivery options, arguably 

have more to gain.  There are other examples too where the drive for dynamic efficiency in 

contestable markets has led to difficulties. In the case of a number of delivery firms and Uber taxi 

drivers, questions have been raised about employment contracts, employment status and payment 

rates.  Uber is a monopsony employer and has considerable bargaining power to drive wage rates 

down to increase dynamic efficiency.  For the individuals concerned, the associated uncertainty and 

low rates of pay raise questions of equity.  All in all, while the existence of dynamic efficiencies 

generally provide support for the view that increasing contestability is good for an economy, there 

are some definite issues in relation to employment and job security. 

 

Finally, an economy which is becoming increasingly contestable will be constantly changing.  It is 

important to question whether this “creative destruction” is good for an economy.  The term 

creative destruction was coined by Joseph Schumpeter and refers to the process by which 

technological change and innovation leads to economic growth as new innovations create more 

economic value than the businesses being destroyed.  Industries which are increasing in 

contestability are full of examples of this type of behaviour occurring.  For example, both Porsche 

and Ford are developing electric cars, Aldi and Lidl have established themselves in the supermarket 

industry, Apple is developing “peer to peer” lending and Metro Bank is a new entrant to the 

banking sector.  The result will be destruction of existing firms, as is likely with the growth of Uber 

and the existing London black cab business, or as happened with Kodak following the introduction 

of digital cameras rendering traditional film obsolete.  In the case of the Post Office, many of their 

traditional services such as letter delivery are becoming more redundant as email volumes increase. 

Schumpeter predicts that the overall benefits to consumers will be positive, but much depends on 

the flexibility and adaptability of factor markets. The result could well be unused resources due to 

structural unemployment, and resulting increases in poverty in certain groups, particularly low-skill 

workers. This seems reasonably likely in the case of the labour-intensive Post Office, and perhaps 

other sectors.  It most certainly highlights the need for increasing contestability to be accompanied 

by other measures to improve supply side response to such a shock. 

 

In conclusion, the Post office provides a good example of one of the many industries experiencing 

increasing contestability.  While there are strong theoretical arguments suggesting benefits to the 

economy from such a trend, via efficiency improvements, and real world examples to back up this 

claim, there are some reasons to exercise caution.  The case against is certainly less strong, and 

perhaps could be mitigated with appropriate policies, but it is there.  It cannot therefore be 

concluded that increasing contestability in markets is always good for the economy. 
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