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With enactment of the Postal Accountability and Enhancement Act of 2006, the Postal Regulatory
Commission was tasked with providing a report on universal service and the postal monopolies to the President
and Congress by December 19, 2008. On behalf of the Commission, | am proud to submit our report.

Issuance of this report comes at a critical time in the history of the Postal Service. When we began this
report, economic circumstances were significantly different than they are today. The ongoing economic
slowdown has contributed to a large decline in mail volumes; and the Service is faced with a second
consecutive year of multi-billion dollar losses, with the Postmaster General predicting a similar scenario for
next year as well. Through this report, the Commission has painted a portrait of the landscape up until this
time, but the events of the last several months signal continued changes and future challenges. This report
provides an in-depth view of the history behind the universal service obligation and monopolies for policy
makers, while providing a foundation for policy considerations if the situation merits change. This work
contains concepts and ideas for a path forward, in an effort to ensure the sustainability of future postal services.

The Commission began its efforts in preparing this report more than one year ago. To ensure adequate
public participation, we cast a broad net for collection of public comments. We initiated our study through an
extensive Notice and Request for Comments in the Federal Register. In an effort to reach out beyond
Washington, D.C., the Commission took to the road and conducted field hearings in three different regions of
the country. We heard from a wide variety of witnesses, such as a postmaster from an island off the coast of
Maine, the president of a national senior citizens’ association, a noted lvy League economics professor, a large
mail-order pharmaceutical provider, and a company that digitally scans customer mail to provide the equivalent
of an “online” P.O. Box. The testimony we received was vital in helping us build a record on which we could
assess the state of universal postal service in the United States as well as the monopolies which support its
operations.

I would like to express my deep appreciation for the individual efforts of my fellow commissioners —
Mark Acton, Ruth Goldway, Tony Hammond, and Nanci Langley - in authoring this report. Together, we spent
many hours working our way through a myriad of issues. As has been the Commission’s practice, we made a
real effort to find common ground, and policies and direction on which we could agree. The result is a truly
consensus report, of which I am very proud.

On behalf of my colleagues, | would also like to thank the Commission staff for their many hours of
labor in researching, preparing and writing this report. In particular, | would like to thank Stephen Sharfman,
our General Counsel, John Waller, Director of the Office of Accountability and Compliance, and Charles
Robinson, Assistant Director of the Office of Accountability and Compliance. Without their knowledge,
leadership and dedication, completion of this report would not have been possible. Finally, | would like to
commend the Commission’s contractor, the George Mason School of Public Policy (GMU), for providing the
Commission with the background and research necessary to author this document.
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Preamble

The United States Postal Service is an independent establishment of the
Government of the United States, created by Act of Congress to provide mail as a

basic and fundamental service to the people.

The Postal Accountability and Enhancement Act of 2006, 120 Stat. 3198,
sec. 702, directed the Postal Regulatory Commission to submit to the President and
Congress this report on universal postal service and the postal monopoly in the
United States.






Executive Summary

The Postal Accountability and Enhancement Act (PAEA) became law on
December 20, 2006. It directs the Postal Regulatory Commission to submit a

report on universal postal service and the postal monopoly within 2 years.

In developing this report, the Commission held three field hearings as well
as one in Washington, DC, invited formal and informal written comments, and
sponsored an open workshop. Many of those who provided written comments or
testified at the field hearings state there has been insufficient experience under
the PAEA to determine whether further changes should be made. Moreover,
they note that under the PAEA, the Commission has enhanced regulatory

authority with respect to service quality that has yet to be fully utilized.

As a threshold matter, no sender, recipient, interest group, or community
reported any geographic area not served by the Postal Service, or any service
that was deficient in scope or quality. Our record in this proceeding indicates that
senders and recipients are generally satisfied with the current level of universal
service provided by the Postal Service, although the Commission receives

individual complaints and reads reports of localized problems.

Had this report been issued several months ago, these factors would have
led the Commission to recommend that no near-term changes be contemplated
to universal postal service, the USO, the postal monopoly, or the mailbox
monopoly. Although no immediate changes are called for, recent events require
the Commission to recommend that Congress closely monitor the Postal
Service’s financial situation as the possibility now exists that significant changes
may become necessary to preserve effective and efficient postal services for the

Nation.
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The economic crisis of the last few months has had a substantial impact
on Postal Service volume and revenues. Financial institutions, which are major
users of mail, have been particularly affected. The economic downturn comes on
the heels of technological trends that have produced declining volumes for
single-piece First-Class Mail. The cumulative result of these events has been the
most severe volume declines since the Great Depression, and significant
financial losses for the Postal Service. Preliminary data show volume declines
for every domestic class of mail in FY 2008, with First-Class Mail volume

declining almost 5 percent.

This report provides a foundation and tools Congress can use to inform
itself in the event that appropriate solutions need to be fashioned. Information on
the probable reaction of large-volume mailers to potential service reductions was
not available while this report was under preparation. The Commission believes
that this key information should inform any decisions on service levels, and the
Commission suggests Congress urge the Postal Service to develop it

immediately.

The Commission knows that the Postal Service is focused fully on reacting
to this crisis, and making the difficult decisions needed to cut expenses to
preserve its financial health, including seeking a temporary adjustment to its
retiree health benefits repayment schedule. Whether it will be able to meet this
challenge can not be known at this time, and Congress will want to focus on this
situation so that it can respond quickly and effectively should the Postal Service’s

condition continue to deteriorate.

The PAEA directed the Commission to identify the scope and standards of
universal service and the postal monopoly based on a comprehensive review of

their history and development which is detailed in Chapter 2. The Commission
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identifies statutory language establishing the qualitative standards of the current
USO. Universal service is enshrined in 39 U.S.C. 101(a): “The Postal Service
shall have as its basic function the obligation to provide postal services to bind
the Nation together through the personal, educational, literary, and business
correspondence of the people.” Congressional expectations are further set out in
the remainder of 39 U.S.C. 101, and 39 U.S.C. 403 and 404.

The USO is not specific. The Postal Service is to achieve the best
possible balance of these service features consistent with efficient and economic
practices. Congress has rarely established rigid, numerical standards of
minimally acceptable service for each of these features. Rather, throughout its
history, the Postal Service has been expected to use its flexibility to meet the
needs and expectations of the Nation while balancing the delivery of service
against budgetary constraints. This long-standing policy has worked well. The
Postal Service is a well-respected government agency and the public supports

present service levels.

Currently, only a few legislative proscriptions limit Postal Service options.
The PAEA established firm limits to preserve the affordability of market dominant
products. For over 20 years, 1983 delivery levels have been specified as a
minimum in annual appropriations legislation. Restrictions on the closing of small
and rural post offices also have been enacted as part of the annual
appropriations process. The Postal Service generally supports the status quo,
although it would prefer not to be limited by annual appropriations legislation
which requires it to maintain 6-days-a-week city and rural delivery at levels not

less than existed in 1983.
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The issue facing Congress and the Nation is whether the Postal Service
will be able to continue to provide adequate levels of service in terms of these
seven features in the months and years ahead, and if it can not, what should be

the appropriate response.

Congress directed that this report contain estimates of the costs of
universal service and the value of the postal monopolies that can be used should
changes be contemplated. Chapter 4 contains models that estimate these
amounts. The models can accommodate varying input values. Chapter 5
presents information on volume trends, and results from surveys exploring the
likely future needs and expectations of the public and small businesses.
However, one key input is unavailable: the likely current response of large
customers to potential changes. It is probable that the recent deterioration of the

economic climate has had a significant impact on this.

Primary Commission findings are:

. The universal service obligation has seven attributes:
(1) Geographic Scope; (2) Range of Products; (3) Access to
Postal Facilities; (4) Delivery Frequency; (5) Prices/Affordability;
(6) Quality of Service; and (7) Users’ Rights.

. The current obligation to provide service to all persons in all parts of
the Nation, its territories, and possessions, is paramount, and

should not be altered.

. Current law makes the universal service obligation applicable to
both market dominant and competitive products.
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° A first estimate of the annual cost of the current universal service
obligation, based on FY 2007, is $4.4 billion.

. A first estimate of the annual value of the combined letter mail and
mailbox monopolies, based on FY 2007, is $3.5 billion, although

this estimate is subject to substantial variation.

Policymakers also should be aware that there are numerous important
benefits to the Nation beyond the delivery of the mail from the existence of a
Federal agency providing mail as a user-supported public service. Although
societal benefits are outside the statutory scope of this study, a number of
witnesses and commenters emphasized their importance. They mentioned, for
example, that the Postal Service is the only Federal presence in many urban and
rural areas of the United States and this presence helps to bind the Nation
together; that mail carriers provide uncompensated support to individuals along
routes; and that the Postal Service provided significant assistance to Federal and

State authorities following the Hurricane Katrina disaster.

The Commission is initiating a new public inquiry, Docket No. P12009-1, to
allow interested persons to express their views on this report. The Commission
will evaluate all comments received, and may issue supplemental analyses as a

result of this additional public input.
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The recommendations set forth in this report are:

The Commission recommends that Congress consider and
balance all the features of universal service as part of any
review of changes necessary to preserve a financially viable

Postal Service.

The Commission recommends that the Postal Service be
directed to develop information on the probable impact on
mail usage by large volume mailers in reaction to potential

alternative changes in the seven features of universal service.

The Commission recommends that, before any decisions to
adjust or eliminate universal service or the monopoly are
made, the resulting impact on the societal benefits of a Federal
postal service should be carefully assessed.



Introduction

This report has been prepared to fulfill the congressional mandate in
Section 702 of the Postal Accountability and Enhancement Act (PAEA). After
more than 10 years of work, Congress passed the PAEA, which went into effect
on December 20, 2006. To enable Congress to formulate long-term national
postal policy, the PAEA requires three studies. The Federal Trade Commission
conducted the first study, a review of how Federal and State laws apply
differently to the Postal Service and to other, private providers of its competitive
products. The second study is contained in this report, which presents, among
other things, the current status of the USO and the postal monopoly, and options
for considering how to change both in the future. The third study, to be
conducted by the Government Accountability Office, will investigate options for
long-term structural and operational reforms of the Postal Service. Taken

together, these studies can form the basis for consideration of national postal

policy.

The remainder of this introduction discusses the requirements of the
PAEA, the general process that the Commission used to conduct its study and

prepare this report, and the organization of the rest of the report.

The Requirements of the PAEA

Section 702 of the PAEA (1) contains a due date for this report;
(2) describes the minimum contents that Congress expects to be included;
(3) requires the Commission to recommend any changes to universal service and

the postal monopoly it considers appropriate; and (4) obliges the Commission to
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receive written comments from the Postal Service and to consult with the Postal
Service, other Federal agencies, mailers, competitors, and the general public.

Specifically, section 702(a)(2) of the PAEA requires that the following

subjects be included in the Commission’s report:

. A comprehensive review of the history and development of
universal service and the postal monopoly, including how the scope
and standards of universal service and the postal monopoly have
evolved over time for the Nation and its urban and rural areas;

. The scope and standards of universal service and the postal
monopoly provided under current law . . . and current rules,
regulations, policy statements, and practices of the Postal Service;

. A description of any geographic areas, populations, communities
(including both urban and rural communities), organizations, or
other groups or entities not currently covered by universal service
or that are covered but that are receiving services deficient in scope
or quality or both; and

. The scope and standards of universal service and the postal
monopoly likely to be required in the future in order to meet the
needs and expectations of the . . . public, including all types of mail
users, based on discussion of such assumptions, alternative sets of
assumptions, and analyses as the Postal Service considers
plausible.

If the Commission decides to recommend any changes to universal
service and the postal monopoly (whether those changes could be made under
current law or would require changes in current law), then the Commission must
provide estimated effects of each recommendation on the service, financial
condition, rates, and security of mail provided by the Postal Service. Each

recommendation should include:
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1. An estimate of the costs attributable to the obligation to
provide universal service under current law;

2. An analysis of the likely benefit of the current postal
monopoly to the ability of the Postal Service to sustain the
current scope and standards of universal service, including
estimates of the financial benefit of the postal monopoly to
the extent practicable, under current law; and

3. Any additional topics and recommendations the Commission
deems appropriate, together with estimated effects on
service, financial condition, rates, and the security of mail.

Development of this Report

The singular nature of this study required a unique expansion of the
Commission’s analytical capability in order to fully address each of the issues
mandated. The Commission decided to meet this need by hiring a contractor.
To this end, the Commission issued a Request for Proposals in November 2007
which described the work to be done. The Commission received three proposals
and, following a careful review, selected as the contractor from among those
proposals George Mason University’s School of Public Policy (GMU). The
principal investigator for GMU is Professor A. Lee Fritschler, a resident scholar
and former Chairman of the Postal Rate Commission.

The Commission tasked GMU with providing (1) a legal history and
analysis of the postal monopoly; (2) a legal history and analysis of the universal
service obligation; (3) a description of what selected countries have chosen to do
concerning universal service and the postal monopoly; (4) a national assessment
of the needs and expectations of households, small nonprofit mailers, and small
business mailers; (5) a methodology for calculating USO cost; (6) a methodology

for calculating the value of the letter monopoly and the mailbox monopoly; and
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(7) assistance as directed by the Commission in developing recommendations on

universal service, the letter monopoly, and the mailbox monopoly.*

Public Outreach

Section 702(c) of the PAEA requires the Commission to “... solicit written
comments from the Postal Service and consult with the Postal Service and other
Federal agencies, users of the mails, enterprises in the private sector engaged in
the delivery of the mail, and the general public; and to ... address any written
comments received under this section.” An effective way to gather input from
most of the groups listed in the PAEA is a public inquiry docket. Typically, the
Postal Service, large mailers, mailer associations, and competitors of the Postal
Service will participate in such Commission proceedings. However, household
mailers, small nonprofit mailers, and small business mailers, e.g., in-home
businesses, do not usually participate in Commission proceedings. To ensure its
ability to gather input from all the groups envisioned by the PAEA, the
Commission chose a bifurcated approach. It initiated Public Inquiry Docket No.
P12008-3, Report on Universal Service and the Postal Monopoly, on April 18,
2008. Simultaneously, GMU’s Center for Social Science Research conducted a
national assessment of households, small nonprofit organizations, and small

businesses to gather input for the Commission’s report.

In its initial notice and order establishing the Public Inquiry, Order No. 71,
the Commission identified and discussed 12 topics and suggested specific
guestions for each topic that interested persons might want to address without

limiting comments to these topics alone. The Commission requested written

! In this report, the terms “letter monopoly” and “postal monopoly” refer to the exclusive
right of the Postal Service to carry and deliver certain categories of mail. The term “mailbox
monopoly” refers to the Postal Service’s exclusive right to deposit mailable matter in any mailbox.
The term “postal monopolies” refers to both the letter monopoly and the mailbox monopoly.

10
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comments from interested persons within 60 days of the date of publication in the
Federal Register, reply comments within 90 days of the date of publication in the
Federal Register, and designated an officer of the Commission to represent the

interests of the general public.

To ensure that the Commission could fulfill its mandate to consult with
other Federal agencies, it sent letters to 30 agencies. The letters informed each
agency that the Commission had instituted an inquiry into the needs and
expectations of stakeholders in the Postal Service with respect to universal
service and the postal monopoly, and it requested the views on this matter from
each agency. Many agencies provided comments. The Commission took
special care to ensure that it had access to the particular knowledge and
concerns of the Postal Service and its employees. The Postal Service was
highly cooperative and provided extensive data, testimony, and other related
materials in addition to separately commissioned analyses available at

http://www.usps.com/postallaw/universalpostalservice.htm.

Mindful of the current universal service obligation to provide “a maximum
degree of effective and regular postal services to rural areas, communities, and
small towns where post offices are not self-sustaining,” the Commission held
three field hearings in areas where it might gain information regarding the needs
and expectations of small and rural communities.? The field hearings were held
in Flagstaff, Arizona on May 21, 2008; St. Paul, Minnesota on June 5, 2008; and
Portsmouth, New Hampshire on June 19, 2008.

A fourth hearing was held in Washington, D.C. on July 10, 2008 to obtain

testimony from employee organizations, experts on postal issues, and other

% Section 103(b) of the PAEA.
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interested participants. The Commission also held a workshop on June 12,
2008, moderated by Chairman Dan Blair, to further broaden outreach to the

public to gather a broad range of input as it prepared its report.

Congress requested a report that identifies “the scope and standards of
universal service and the postal monopoly likely to be required in the future in
order to meet the needs and expectations of the United States public, including
all types of mail users ....”* The Commission’s outreach to users of the mails,
including those located in remote areas of the United States, the Postal Service
and its employee organizations, and experts on postal issues has produced a
broad range of comments. The Commission believes that the record captures
the needs and expectations of the United States public, thus fulfilling the vision of

Congress.

Organization of the Report

This report is organized around the subsections of section 702. Chapter 2
describes the Commission’s understanding of the current status of universal
service, universal service obligation, and the postal monopoly. It also discusses
the legal history of the postal monopoly, the legal history of the universal service
obligation, and the development of the universal service obligation from a
historical, rather than legal, perspective. Chapter 2 is supported by three
appendices. Appendix B contains GMU'’s presentation and analysis of the
history of the postal monopoly from a legal perspective. Appendix C contains
GMU's presentation and analysis of the history of universal service and the
universal service obligation from a legal perspective. Appendix D contains

GMU's description of the evolution of the USO from a historian’s perspective.

% Section 702(a)(2)(D) of the PAEA.

12
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No consideration of possible changes to the USO and the postal
monopolies would be complete without researching how other developed
countries have modified them and the impact of any changes on mail service.
Accordingly, Chapter 3 presents the lessons learned from eight countries
including selected European countries, New Zealand, Australia, and Canada.

Appendix E contains a more detailed discussion of GMU'’s research in this area.

Chapter 4 discusses the economics of the USO and the postal monopoly.
It describes the model George Mason University has used to estimate the cost of
the USO and the value of the postal monopoly. It also discusses how other
countries have attempted to calculate the same values. It appears that no one
has previously developed an explicit model for estimating the value of the postal
monopoly. Appendix F, presented in four sections, contains a more detailed

explanation of the model and research.

Chapter 5 discusses the needs and expectations of the United States
public and users of the mail. It includes the findings from the surveys conducted
by GMU and the Commission’s public proceedings. It also contains brief
discussions of the important societal benefits that accrue from the Postal Service
in its current form, and the Commission’s consideration of such factors as
potential “do not mail” legislation and environmental concerns. Further study of

these important areas will benefit any analysis of potential future legislation.

Chapters 2 through 5 enable Chapters 6 and 7. Congress has asked the
Commission to consider if there should be any changes made to the current
USO, the postal monopoly, or the mailbox monopoly in light of the future needs
and expectations of the United States public, including all types of mail users.
Chapter 6 describes the panoply of options considered plausible by the
Commission and the context for these options. The PAEA also obligates the

13
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Commission to include any changes, including assumptions and analyses,
considered plausible by the Postal Service. Although the Postal Service
provided input to the Commission’s study, it did not propose any changes to the
status quo. For this reason, there is no Postal Service alternative presented
here. The Postal Service’s recommendations are discussed in Chapter 7 along

with the Commission’s own recommendations.

Concurrent with the publication of this report, the Commission is initiating
a new public inquiry docket intended to allow interested parties to provide
comments on the Commission’s report. The Commission will consider all the
comments entered into this new docket, and it may issue a supplemental report

on universal service and the postal monopoly.

14



Current Status and Historical Development of
the Universal Service Obligation and the Postal
Monopoly

The history of the United States Postal Service reflects the history of the
United States. At the time the Nation was founded, postal service was
essentially an intercity service for newspapers and business correspondence.
That service was provided over statutorily defined “post routes.” As the country

expanded and changed, so did postal service.

The development of postal service has been molded by numerous factors,
including increases in population; the growth and development of cities;
improvement in the modes of transportation; popular demands for affordable
non-commercial letter correspondence; an increase in the importance of
international commerce; demands for service to rural areas and villages; the
growth in demand for package services; and a growing need for expeditious

commercial correspondence.

Postal service has been impacted by the emergence of alternative and
competing forms of communication, such as telegraph and telephone, and more
recently fax, internet, and computer- and communication-enabled express and

package services.

Only since the mid-20" century has the term “universal service obligation”

been consciously and intentionally applied to postal service in the United States.

15
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Prior to that time, the Post Office Department had the responsibility for providing
postal service, but the outlines of that responsibility were not explicitly
established by statute. Rather, the obligations of the post office were the

de facto product of the interaction of relatively narrow and specific statutory
commands, financial capabilities, social expectations, and physical capabilities
and limitations on the collection, transportation, and delivery of letters and

parcels.

Even after the terms “universal service” and “universal service obligation”
came into use, they continued to lack comprehensive and consistent commercial
or legal definitions. As a result, the Nation’s concepts of “universal service” and
“universal service obligation” continue to have a uniquely American flavor and
content that differs significantly from the statutory approach taken by other

countries, particularly those in the European Union (EU).

In the long history of the United States postal service, the attempt to
articulate a legal formulation of universal service and the universal service
obligation (USO) is a relatively recent development. With certain notable
exceptions, the formulations have been so general as to be more in the nature of
policy guidelines or precatory statements of desired objectives, as opposed to
legally enforceable obligations. In the absence of a comprehensive legal
obligation, the Postal Service’s duty to provide universal service has been

enforceable, if at all, by means of political oversight and/or social pressure.

This chapter summarizes the current status of the Postal Service’s USO
and the postal monopolies. It also presents the historical highlights of postal
service in the United States, with particular attention to the origins and evolution
of the USO and the letter and mailbox monopolies. This history is organized

under the following eight headings:
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The Beginnings of the American Postal System: 1780s through the
1830s;

The Foundations of Modern Postal Service: 1840s through the
1880s;

The Postal Act of 1845: Cheap Postage and the Private Express
Statutes;

The Emergence of Universal Service, the Evolution of the Letter
Monopoly, and the Adoption of the Mailbox Monopoly: 1890
through the 1950s;

The Statutory Basis of the Universal Service Obligation: the Postal
Policy Act of 1958 and the Postal Code of 1960;

The Passage of the Postal Reorganization and Salary Adjustment
Act of 1970;

The Continuing Development of the Universal Service Obligation
Following Passage of the PRA,

Administration of the Universal Service Obligation: 1971-2006;

The Continuing Development of the Postal Monopolies Following
Passage of the PRA; and

The Postal Accountability and Enhancement Act of 2006.

This chapter draws heavily upon detailed analyses contained in

Appendices B, C, and D.* To facilitate access to the appendices, frequent cross-
references are provided.

* Appendix B is GMU's study entitled Universal Service Obligation: History and

Development of Laws Relating to the Provision of Universal Postal Services. Appendix C is the
GMU study entitled Postal Monopoly Laws: History and Development of the Monopoly on the
Carriage of Mail and the Monopoly on Access to Mailboxes. Appendix D is GMU'’s study entitled
History of Universal Service and the Postal Monopoly. These three appendices are referred to in
this chapter as “Appendix B,” “Appendix C,” and “Appendix D,” respectively.
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Current Status of the Universal Service Obligation and the Postal Monopoly
The Universal Service Obligation

The overarching USO of the Postal Service is set forth in section 101(a) of
title 39 as “the obligation to provide postal services to bind the Nation together
through ... the correspondence of the people ... [by providing] ... services to

patrons in all areas and ... to all communities.”

In the Commission’s view, the USO has seven principal attributes:
geographic scope; product range; access; delivery; pricing; service quality; and

an enforcement mechanism.

These seven attributes are admittedly general in nature. Their generality
promotes the evolution of postal service to meet an ever-changing mix of
demands and opportunities. For example, the geographic scope of postal
service has expanded over time from the needs during colonial times, through
the period of westward expansion, to the needs of today. Over this long period,
the country has become larger, the terrain over which service is provided has
become more varied, and the distances between potential mailers and recipients
have increased. As these changes have occurred, the geographic scope of
postal service has expanded to meet the overall objective of binding the Nation

together by providing service to all of the people of the United States.

Even before the term “universal service obligation” was applied to postal
service, the Post Office Department and its successor, the United States Postal
Service, recognized, sometimes implicitly, the obligation that it had to the citizens
of the United States. As political, economic, and social demands have changed
over time, our citizens have benefited from a USO that has had the flexibility to
evolve with those changes.
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The seven attributes of the USO also overlap. For example, access to
postal facilities and the geographic scope of postal service affect each other and
such common subjects as the location of postal facilities. Another example
would be that frequency of delivery, pricing, and the quality of service are

interrelated.

Geographic Scope. The geographic scope of the USO can be
summarized as a flexible obligation that extends throughout the United States
and to and from foreign regions pursuant to agreements with the United States
military, United States agencies, and agreements relating to international postal
services and international delivery services. This obligation is tempered by, and
subject to, reasonable economic and efficiency limitations.

Product Range. The range of products covered by the USO includes all
mail matter. The range of products is subject to change to meet the changing
needs of citizens, and the service obligation also varies with the needs for distinct

products.

Access. The USO requires “ready access to essential postal services”
that is “consistent with reasonable economies.” 39 U.S.C. 403(b)(3). The
concept of “ready access” includes not only the time and distance needed to get
to the location where postal services are available, but time spent at that location
in order to obtain the desired services. “Essential postal services” range from
postal products, to mail acceptance points (such as collection boxes), to access
to letter carriers who accept mail for posting, to easily accessible information.
Within the general requirement of ready access consistent with reasonable
economies, the Postal Service enjoys considerable discretion to determine the
nature and location of postal facilities by which access will be provided. The

Postal Service’s discretion is, however, subject to a number of limitations in title
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39, including section 101(b) which precludes the closing of a post office solely
because it operates at a deficit; section 403(c) which prohibits undue or
unreasonable discrimination or undue or unreasonable preferences; section 404
which covers the closing or consolidation of post offices; and section 3661(b)
which applies if changes in access “affect service on a nationwide or
substantially nationwide basis.” In addition, annual appropriation acts preclude
the use of appropriated funds for closing small or rural post offices. Finally,
language consistently included in annual postal appropriations provides that “six
day delivery and rural delivery of mail shall continue at the 1983 level.” This
delivery requirement potentially affects access to the postal system by means of
letter carriers who pick up outgoing mail at the time of delivery to the customer.

Delivery. The USO both authorizes and requires the Postal Service to
deliver the mail. The method of such delivery—whether to the door, the
curbside, to cluster boxes, to roadside mailboxes, to post office boxes, or by
general delivery—is left to the discretion of the Postal Service. The frequency of
delivery is subject to a provision in the appropriations legislation that provides
that “six day delivery ... shall continue at the 1983 level.” This provision is
subject to several different interpretations and its meaning and application are
problematic.

Pricing. The USQO’s affordability requirement is composed of general rate
parameters; reduced rate or no charge requirements; uniformity requirements;
inbound international rate requirements; and the pricing constraints of the PAEA
that include price caps.

Service Quality. The USO'’s service quality requirements consist of
general admonitions to provide quality service; specific provisions which subject

service changes that are nationwide in scope to public comment and
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Commission review; and provisions in the PAEA that provide for generating

enforceable service quality standards.

Enforcement Mechanism. Enforcement of the USO can be sought under
provisions in title 39 that authorize interested persons to file complaints for failure
of the Postal Service to meet the requirements of certain specific statutory
provisions. The Commission has proposed regulations that would establish new
complaint procedures. The right of an individual to seek judicial enforcement of

universal service rights is unclear.

These seven attributes are discussed in more detail below.

The USQO’s Geographic Scope

The geographic scope of the USO is the subject of several statutory
provisions. Title 39 of the U.S. Code expressly addresses the concept of

geographic scope in sections 101, 403, and 407.

Section 101(a) provides that the Postal Service “shall provide prompt,
reliable, and efficient services to patrons in all areas and shall render postal
services to all communities.” (emphasis added). Section 101(b) states that the
Postal Service “shall provide a maximum degree of effective and regular postal
services to rural areas, communities, and small towns where post offices are not
self sustaining.” (emphasis added). Section 101(b) further expresses Congress’
intent that “effective postal services be ensured to residents of both urban and

rural communities.” (emphasis added).

Section 403(a) directs the Postal Service to “receive, transmit, and deliver
throughout the United States, its territories and possessions, and, pursuant to

arrangements entered into under sections 406 [for military installations] and 411
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[for services to other governmental agencies] of this title, throughout the world ...
[and] ... “to serve as nearly as practicable the entire population of the United
States.” (emphasis added). Section 403(b) makes it the responsibility of the
Postal Service “to maintain an efficient system of collection, sorting, and delivery

of the mail nationwide.” (emphasis added).

Section 407(a) makes it “the policy of the United States ... to promote and
encourage communications between peoples by efficient operation of
international postal services and other international delivery services for cultural,
social, and economic purposes ....” Section 407(d) recognizes the authority of
the Postal Service to “enter[ ] into ... commercial and operational contracts
related to providing international postal services and other international delivery
services as it deems appropriate ...” subject to certain specific limitations.

(emphasis added).

These broad formulations of the geographic scope of the USO are not
without limit. Specifically, section 403(a) requires that the postal services be
offered “at fair and reasonable rates and fees.” Section 403(b) requires that the
“system of collection, sorting, and delivery of mail” must be “efficient.” These
limitations are, of course, subject to differing interpretations. Consequently, the
scope of the geographic service obligation is itself indefinite.

A further statutory directive has been included in annual Postal Service
appropriations for more than 20 years. This language directs that “six day

delivery and rural delivery of mail shall continue at the 1983 level.” While this

® These rate and efficiency requirements have been recognized by the courts as placing
limits on the Postal Service’s obligations. Egger v. U.S. Postal Service, 436 F.Supp. 138 (W.D.
Va. 1977); Grover City v. U.S. Postal Service, 391 F.Supp. 982 (C.D. Cal. 1975).
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requirement might appear to be specific, it is in fact quite ambiguous because of
the absence of any definition or explanation of what constitutes delivery at “the
1983 level.”

In light of the foregoing, the Commission has concluded that the Postal
Service’s obligation is to provide postal service throughout the United States, its
territories, and possessions; to and from foreign regions pursuant to agreements
with the United States military, United States agencies, and agreements relating
to international postal services and international delivery services, subject to
reasonable economic and efficiency limitations. The obligatory geographic scope
for postal products can vary from product to product so long as the reason for the
variation is based upon reasonable economic and efficiency limitations and is not
unduly discriminatory. See PRC Op. R77-1 at 411-12.

USO Products

Sections 101 and 403 of title 39 allude to a number of different types of
postal services without specifying which, if any, particular product or products are
to be included in the Postal Service’s USO. Other sections of title 39 offer further

guidance on what products should be included.

Various commenters, including the Postal Service, take the position that
only market dominant products should be considered as part of the Postal
Service’'s USO. Other commenters take the position that all postal products, both

market dominant and competitive, are included in the Postal Service’s USO.

Section 101(a) of title 39 gives the Postal Service “the obligation to
provide postal services to bind the Nation together through the personal,
educational, literary, and business correspondence of the people.” (emphasis
added).
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Section 403 makes similar broad statements of the Postal Service’s
obligation. Section 403(a) directs the Postal Service to “receive, transmit, and
deliver ... written and printed matter, parcels, and like materials and provide such
other services incidental thereto as it finds appropriate to its functions and in the
public interest.” (emphasis added). Section 403(b)(2) requires the Postal Service
“to provide types of mail service to meet the needs of different categories of mail
and mail users.” (emphasis added). On their face, these broad formulations
suggest that all forms of mail matter should be considered to be part of the Postal
Service's USO.°

Section 101(f) requires that “[ijn selecting modes of transportation, the
Postal Service shall give highest consideration to the prompt and economical
delivery of all mail .... (emphasis added).” Once again, the statutory language

does not distinguish between mail products, but expressly applies to “all” mail.

In contrast to these broad formulations are the specific types of mail
identified by other sections for special or preferential treatment.” It could be
argued that the preferences accorded to these types of mail matter suggest that

they have some higher value that requires their coverage by the USO.

® Excluded from the USO would, of course, be those items expressly declared to be non-
mailable by sections 3001-18 of title 39 (e.g., motor vehicle master keys; locksmithing devices;
certain mail bearing a fictitious name or address; unordered merchandise; and sexually oriented
advertisements).

" For example, section 101(e) directs the Postal Service to “give the highest
consideration to the requirement for the most expeditious collection, transportation, and delivery
of important letter mail.” (emphasis added). Similarly, section 101(f) identifies “the overnight
transportation ... of important letter mail to all parts of the Nation ... [as] ... a primary goal of
postal operations.” (emphasis added). Section 404(c) provides that the Postal Service “shall
maintain one or more classes of mail for the transmission of letters sealed against inspection ...
[and that] ... [o]ne such class shall provide for the most expeditious handling and transportation
afforded mail matter ....” (emphasis added). Several provisions provide rate preferences to
specialized categories of mail. See, e.g., sections 3626 and 3683.
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A similar argument can be made on the basis of the distinction drawn by
the PAEA between “market dominant products” (as set forth in section 3621) and
“competitive products” (as enumerated in section 3631). For example, it could be
argued that the Postal Service’s ability to exercise market power over market
dominant products requires the inclusion of these products in the USO as a
means of insuring that the Postal Service’s market power will not be abused.
Since, by contrast, customers who can use competitive products will, by
definition, have access to alternative suppliers, there is less need to include
competitive products under the USO in order to protect such customers from

possible Postal Service abuses.

The Commission has concluded that the range of products covered by the
USO includes all mail matter, not just preferential classes or market dominant
products. The Commission has reached this conclusion in part because, on its
face, the statute expressly refers to a broad array of postal items as being
subject to the USO. Similarly, the requirement in section 101(f) that the “highest
consideration be given to the prompt and economical delivery of all mail” by its
terms is applicable to both market dominant products, such as First-Class Mail,
and competitive products, such as Express Mail and Priority Mail. The
preferential mail classes and the market dominant product/competitive product
dichotomy were established for specific purposes that are independent of the

universal service concept.

Finally, because of the flexible nature of the USO, it is possible for the
Postal Service to meet the needs of citizens so long as this is consistent with
overlapping requirements such as the maintenance of an efficient and
economical system. As history has demonstrated, what is necessary to bind the

Nation together changes over time. When it does, the USO requires that the
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Postal Service respond. To its credit, the Postal Service has, over the course of

its history, honored that obligation.

The USQO’s Access Obligation

Section 403(b)(3) requires the Postal Service to “establish and maintain
postal facilities of such character and in such locations, that postal patrons
throughout the Nation will, consistent with reasonable economies of postal
operations, have ready access to essential postal services.” This requirement is,
like other aspects of the USO, broadly formulated and provides the Postal

Service with considerable latitude to exercise discretion.

First, the “postal facilities” that section 403(b)(3) directs the Postal Service
to establish and maintain do not have to be post offices or any other particular
type of facility. Nor do these facilities have to be located in any particular place.
They need only be of “such character” and “in such locations” that postal patrons
“have ready access” to “essential postal services.” Neither “ready access” nor
“essential postal services” are defined by the statute. The result is that section
403(b)(3) gives the Postal Service considerable discretion to determine both the

type and location of postal facilities.

Second, in exercising its discretion to select and locate facilities giving
“ready access” to patrons “throughout the Nation,” the Postal Service has the
authority to select and locate facilities which are “consistent with reasonable

economies of postal operations.”

Within the general parameters established by section 403(b)(3) for all
“postal facilities” are provisions applicable specifically to “post offices.” Section
404(a)(3) of title 39 gives the Postal Service the power generally “to determine

the need for post offices ... and to provide such offices ... as it determines are

26



Chapter 2: Current Status and Historical Development of the
Universal Service Obligation and the Postal Monopoly

needed ....” Other statutory provisions place limits on that power. For example,
section 404(d) establishes procedures for closing or consolidating post offices;
specifies the factors that the Postal Service must consider in ordering any such
closure or consolidation; and provides a limited mechanism for appealing

decisions by the Postal Service to the Postal Regulatory Commission.

Further limits on the Postal Service’s power to close or consolidate post
offices are contained in section 101(b) of title 39 and in the annual postal
appropriations acts. Section 101(b) directs that “[nJo small post office shall be
closed solely for operating at a deficit, it being the specific intent of the Congress
that effective postal services be ensured to residents of both urban and rural
communities.” Every annual postal service appropriations act adopted since
1985 has contained a provision stating “[tjhat none of the funds provided in this
Act shall be used to consolidate or close small rural and other small post offices

in the [current] fiscal year ...."

The effectiveness of the limitations placed on post office closings and
consolidations by section 404(d) is not easily assessed. To date, the Postal
Service has taken the position that section 404(d) applies only to post offices
managed by a postmaster, not to branch post offices, stations, contract post
offices, or other types of postal facilities. Although the Commission does not
agree with this interpretation, see PRC Order No. 1480 (September 29, 2006),
the Postal Service does not provide patrons with the same protections before
closing such facilities. Even when section 404(d) applies, the Commission’s
authority to review postal service decisions to close or consolidate post offices is
limited to a review of the procedures used by the Postal Service to reach its
decision; the adequacy of the record supporting the decision; and a
determination of whether the decision was arbitrary, capricious, or otherwise
contrary to law. Assuming the Commission were to find that a Postal Service
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decision to close or consolidate post offices was legally flawed, the Commission
could remand the matter to the Postal Service for reconsideration, but could not
substitute its judgment for the Postal Service’s judgment regarding the merits of

the closure or consolidation.

The effectiveness of the limitations placed on post office closings and
consolidations by section 101(b) and by the Postal Service appropriation acts is
also open to question. Between 1984 and 2008, the number of post offices has
been reduced by more than 2,000. Some of these closings almost certainly
involved small post offices. There is no way to verify that any small post offices
that were closed were closed for reasons other than that they were operating at a
deficit, or that they were closed using funds other than those covered by the
annual Postal Service appropriations. A further unknown is how many small post
offices were not closed or consolidated because of the limitations of section

101(b) or the annual Postal Service appropriation.

Unlike post offices, conveniences such as collection boxes or automated
postal centers are not governed by the limitations and review procedures of
section 404(d), or by the limitations imposed by section 101(b) and the annual
postal appropriation acts. In other words, the Postal Service’s discretion over
non-post office facilities is broad and without specific limitations.

Finally, consideration must be given to one further form of access to the
postal system that is available in both urban and rural areas, namely, malil
collection by letter carriers. In rural areas, this service includes not only
collection, but the sale of almost all postal services, including providing stamps
and weighing packages. These services have been provided for a considerable
period of time, but appear to lack a specific statutory authorization or

requirement, except perhaps for the annual postal appropriations language.
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While this language is couched in terms of a “delivery” requirement, it could also
be viewed as an access requirement by virtue of the fact that letter carrier
deliveries necessarily create the opportunity for collection from postal patrons. If
S0, this access requirement would suffer from the same ambiguity as the delivery

requirement.

The USQO'’s Delivery Obligation

Section 404(a)(1) authorizes the Postal Service to deliver mail and section
403(a) requires the Postal Service to deliver mail. However, neither these
sections, nor any other section of title 39, prescribes the manner in which
delivery must be made. The Postal Service therefore has the discretion to
deliver by one or more of several modes: door delivery; curbside delivery; cluster

box delivery; roadside mailboxes; post office box delivery; or general delivery.

The current version of the appropriations language referred to above
provides that “six-day delivery ... shall continue at the 1983 level.” However, as
discussed earlier, it is unclear just what Congress meant by “the 1983 level.”
The Postal Service appears to view it as a general admonition not to alter its

approach to providing delivery.

In short, the Postal Service exercises considerable flexibility in

determining how it delivers the mail.

® Several interpretations are possible. For example, the rider could be interpreted to
mean that all cities, towns, and rural areas that received 6-day delivery at any time during 1983
must continue to receive 6-day delivery and that cities, towns, and rural areas that did not receive
6-day delivery in 1983 or were served for the first time after 1983 do not have to receive 6-day
delivery service today. Another possible interpretation is that the same percentage of customers
that received 6-day delivery in 1983 should continue to receive 6-day delivery today. As a result
of demographic changes, under either interpretation, the actual addresses receiving 6-day
delivery service could be substantially different today than it was in 1983.
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The USQO’s Pricing Obligations

Sections 101 and 403 provide general rate parameters applicable to those
products included in the USO. Section 101(d) requires that postal rates “be
established to apportion the costs of all postal operations to all users of the mail
on a fair and equitable basis.” Section 403(a), in turn, requires that the “rates
and fees” charged by the Postal Service be “fair and reasonable.” Finally,
section 403(c) proscribes “unreasonable discrimination among users” and “undue
or unreasonable preferences to any such user” in “establishing classifications,

rates, and fees” under title 39.

Operating within these general parameters are three types of special
pricing requirements: reduced rate or no charge requirements;® rate uniformity

requirements;™ and inbound international mail rate requirements.™

® The reduced rate requirements are found in section 3626. In general, they cover
In-County newspapers; Outside-County Periodicals of limited circulation; classroom and nonprofit
publications; agricultural publications; nonprofit Standard Mail; and Library Mail. No charge rate
requirements are contained in section 3404 for the blind and handicapped and in section 3406 for
overseas voters.

10 Rate uniformity requirements apply to letters and to Library and Media Mail. With
regard to letters, section 404(c) provides that “[tjhe Postal Service shall maintain one or more
classes of mail for the transmission of letters sealed against inspection ... [and that] ... [t]he rate
for each such class shall be uniform throughout the United States, its territories and
possessions.” As the Commission has previously ruled, this uniformity requirement is intended to
preclude discrimination between similarly situated mailers, but does not necessarily preclude
First-Class letters from being charged distance sensitive rates. PRC Op. R77-1 at 417-18; and
PRC Op. MC95-1, 1 5087. Historically, reduced rates for local letters have occasionally been
offered.

" Under the current Universal Postal Convention (UPC), the Postal Service is authorized
to establish the terms of compensation for delivery of letter post items through negotiations with
foreign post offices. The majority of inbound letter post and parcel post items from industrialized
countries is covered by negotiated agreements. In the absence of such agreements, the Postal
Service is generally obligated to accept compensation prescribed by the Universal Postal Union
(UPU).
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Superimposed on top of the foregoing rate requirements is the PAEA’s
“modern system of regulation.” This system distinguishes between market
dominant and competitive products. Market dominant products are subject to
unique pricing constraints, including a price cap. Competitive products are
subject to less stringent, albeit mandatory, rate criteria. Section 3622(d)(1)(E) of
the PAEA permits the adjustment of rates for market dominant products to levels

above the price cap for “either extraordinary or exceptional circumstances.”

USO Service Quality

A number of statutory sections direct the Postal Service to provide quality
postal service. However, none of these provisions impose substantive and
enforceable service quality standards.” The PAEA did add requirements that
service standards be developed for all market dominant products and that the

Commission annually review service performance.

The statutory sections that place requirements on letter mail are also quite
general.” While these directives and goals are important, they do not constitute

guality standards.

Only two statutory sections approach what can be considered service
quality standards that could be applied to support the USO. Section 3661

2 For example, section 403(a) requires the Postal Service to provide “adequate and
efficient postal services;” section 101(a) states that the Postal Service “shall provide prompt,
reliable, and efficient services;” and section 3661(a) directs the Postal Service to “develop and
promote adequate and efficient postal services.” These broad formulations can serve a hortatory
purpose, but do not lend themselves to enforcement.

13 Section 101(e) directs the Postal Service to “give the highest consideration to the
requirement for the most expeditious collection, transportation, and delivery of important letter
mail.” Section 101(f) requires that transportation methods “designed to achieve overnight
transportation to the destination of important letter mail to all parts of the Nation shall be a primary
goal of postal operations.”
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provides that “[w]hen the Postal Service determines that there should be a
change in the nature of postal services which will generally affect service on a
nationwide or substantially nationwide basis, it shall submit a proposal ... to the
Postal Regulatory Commission requesting an advisory opinion on the change.”
While this section has the potential for fostering service quality, its principal
shortcoming is that it is the Postal Service that decides whether it is required to
file a proposed change with the Commission. This section has been invoked
only 5 times in 38 years by the Postal Service. Furthermore the Postal Service
remains free to implement such changes as it finds appropriate, regardless of the

Commission’s opinion.

The second statutory provision providing an enforcement mechanism
applicable to service quality standards is section 3691. That section was
enacted as part of the PAEA and requires the Postal Service to promulgate
“modern service standards,” establish achievement goals, and annually report
performance as required by Commission reporting requirements. The
Commission must determine whether the Postal Service is in compliance with the
guality standards and whether remedial actions are required in the event of non-
compliance determinations. This system is currently being developed in the
context of ongoing rulemaking proceedings.*

Enforcement of the Universal Service Obligation

Section 3662 of title 39 authorizes “interested persons” to file complaints
with the Commission when they believe the Postal Service is not operating in
conformance with chapter 36 requirements applicable to rates, classes, and

services, as well as section 101(d) (which requires the apportionment of costs on

4 See PRC Order No. 140 (November 25, 2008); and PRC Order No. 104 (August 22,
2008).

32



Chapter 2: Current Status and Historical Development of the
Universal Service Obligation and the Postal Monopoly

a fair and equitable basis); section 401(2) (which authorizes the Postal Service to
adopt, amend, and repeal rules and regulations not inconsistent with title 39);
section 403(c) (which prohibits the Postal Service from making any undue or
unreasonable discrimination among users of the mails or from granting any
undue or unreasonable preference); section 404a (which, among other things,
prohibits the Postal Service from adopting any rule or regulation which precludes
competition or establishes terms of competition unless it demonstrates that it
does not create an unfair competitive advantage for itself or an entity that it

funds); or section 601 (which relates to the letter monopoly).

In 1971, the Commission adopted rules of practice and procedure which
generally limit complaints to matters with a substantially nationwide impact. On
August 22, 2008, the Commission issued a notice of proposed rulemaking in
Docket No. RM2008-3 which proposes rules that would establish a new two-track
system for processing complaints. One track would be for more formal, legal
complaints. The other track would be for more informal rate or service inquiries

or disputes. The proceedings in Docket No. RM2008-3 are still in progress.

The Postal Monopoly

The PAEA made several important changes to the postal monopoly.

Repeal of 39 U.S.C. 601(b)

The PAEA repealed 39 U.S.C. 601(b), which was invoked by the Postal
Service during the 1970 New York City postal strike to authorize the carriage of
mailable matter out of the mails, and again in 1974 to suspend the postal
monopoly with respect to certain mailable items covered by the Postal Service’s
comprehensive definition of “letter” in 39 CFR 310.1(a). It appears that the

repeal of section 601(b) was prospective and its removal from the U.S. Code
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does not, by itself, abrogate any of the Postal Service’s prior actions under this

section.

Addition of a New 39 U.S.C. 601(b)

The PAEA added a new section 601(b) to title 39. The new section adds
(1) a new price limit exception to the postal monopoly; (2) a new weight limit
exception to the postal monopoly; and (3) a new grandfather exception to the

postal monopoly.

The new price limit exception is contained in 39 U.S.C. 601(b)(1). It
provides that a letter may be carried out of the mails when “the amount paid is at
least the amount equal to 6 times the rate then currently charged for the

1% ounce of a single-piece first class letter.”

The new weight limit exception is set forth in 39 U.S.C. 601(b)(2). It
provides that a letter may be carried out of the mails when “the letter weighs at
least 12 ¥2 ounces.”

The new grandfather exception has been added as 39 U.S.C. 601(b)(3)
and provides that a letter may be carried out of the mails when “such carriage is
within the scope of services described by regulations of the United States Postal
Service (including, in particular, sections 310.1 and 320.2-320.8 of title 39 of the
Code of Federal Regulations, as in effect on July 1, 2005) that purport to permit

private carriage by suspension of the operation of this section (as then in effect).

The effect of the grandfather provision is to exclude from the postal
monopoly all items for which carriage out of the mail was permitted as of July 1,
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2005. As of December 19, 2006, the statutory basis of the letter monopoly was
provided by the Private Express Statutes*® and chapter 6 of the Postal
Reorganization Act.*® The relevant rules, regulations, policy statements, and
practices of the Postal Service governing the letter monopoly were title 39,
subchapter E, parts 310 and 320 of the Code of Federal Regulations; the
Official Opinions of the Assistant Attorneys-General for the Post Office
Department;*® the Official Opinions of the Attorneys-General of the United States
Advising the President and Heads of Departments in Relation to Their Official
Duties;" Digests of Decisions of United States and Other Courts Affecting the
Post-Office Department and Postal Service;* the Post Office Department’s legal
manual, Postal Laws and Regulations; and the Private Express Statutes.*

'® The Private Express Statutes were codified as part of the United States Criminal Code
and consist of 18 U.S.C. sections 1693 (carriage of mail generally); section 1694 (carriage of
matter out of mail over post routes); section 1695 (carriage of matter out of mail on vessels);
section 1696 (private express for letters and packets); section 1697 (transportation of persons
acting as private express); and section 1698 (prompt delivery of mail from a vessel).

'8 Chapter 6 of the Postal Reorganization Act is entitled Private Carriage of Letters and
contains six sections: 39 U.S.C. section 601 (letters carried out of the mail); section 602 (foreign
letters out of the mails); section 603 (searches authorized); section 604 (seizing and detaining
letters); section 605 (searching vessels for letters); and section 606 (disposition of seized mail).

7 Title 39, subchapter E is entitled Restrictions on Private Carriage of Letters.
Subchapter E includes part 310, Enforcement of the Private Express Statutes (sections 310.1 to
310.7); and part 320, Suspension of the Private Express Statutes (sections 320.1 to 320.9).

¥ The legal opinions of the Assistant Attorneys General were first issued in 1872
following enactment of the postal code of 1872. The Post Office Department first published the
legal opinions of the Assistant Attorneys General in 1905. It ended the practice of publishing
legal opinions after 1951.

' The Opinions of the Attorney General determine the government's position regarding
postal laws when there is a public dispute.

? These digests were first compiled and published in 1905 as part of the 1902 edition of
Postal Laws and Regulations.

- A pamphlet first published by the Post Office Department in 1934. Several editions
were subsequently published. The fourth edition was published in January 1952, and was retitled
Restrictions on Transportation of Letters.
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As a practical matter, the postal monopoly, as applied on December 19,
2006, now has the authority of statutory law. In effect, the Postal Service’s
administrative determinations, suspensions, and regulations have been adopted

by Congress as part of its formulation of the postal monopoly.

The practical effect of this statutory recognition has far-reaching
consequences. For example, the adoption of section 310.3(e)(1) of the Postal
Service’s regulations (which had established an expanded prior-to-posting
exception to the postal monopoly) effectively limits the postal monopoly to

delivery to the addressee.

Changes to Rulemaking Authority

The PAEA also made three changes to title 39 that affect the relevant
rulemaking authority of the Postal Service and the Postal Regulatory
Commission. First, section 401(2) has been amended to limit the authority of the
Postal Service to adopt, amend, and repeal rules. Such rules must be
“necessary in the execution of its functions under this title and such other
functions as may be assigned ... under any provisions of law outside of this title
[emphasis added].” As formulated, this section appears to deny the Postal
Service the authority to revise or manipulate the scope of the postal monopoly

laws because they are found in title 18 of the U.S. Code, not in title 39.

Second, the PAEA has amended section 404(a) of title 39 to prevent the
Postal Service from establishing any rule or regulation that has the effect of
precluding competition or establishing the terms of competition unless it can
demonstrate that neither it nor any entity funded by the Postal Service will gain
an unfair competitive advantage. This provision also prevents the Postal Service

from seeking to extend the bounds of the postal monopoly or otherwise create
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further advantages not already afforded to it by the postal monopoly as adopted
and confirmed by the grandfather provisions in 39 U.S.C. 601(b)(3).

Third, the PAEA has added a new section 601(c) to title 39. That new
section provides that “[a]ny regulations necessary to carry out this section [i.e.,
section 601] shall be promulgated by the Postal Regulatory Commission.” This
section gives the Commission important new powers to ensure that the postal
monopoly is implemented in a manner that is consistent with Congress’ intent. It
is in this connection that the history of the postal monopoly may yet be of

importance in administering the future implementation of the postal monopoly.

The Current Mailbox Monopoly

As of December 19, 2006, the statutory basis of the mailbox monopoly
was provided by the 1934 mailbox statute,?” and by section 403 of the Postal
Reorganization Act.*® The pertinent rules and regulations governing the mailbox
monopoly on December 19, 2006, were set forth in part 508 of the Domestic Mail

Manual.** The PAEA made no changes to the mailbox monopoly.

Historical Development of Universal Service, the Universal Service
Obligation, and the Postal Monopolies

The foundation of the American postal system was laid by Great Britain
during the colonial period. Current postal monopoly statutes are directly
descended from 17" century English postal laws. The English Parliament

218 U.S.C. 1725 (postage unpaid on deposited mail matter).

2839 U.S.C. 403. While section 403 does not expressly identify the Postal Service’s
monopoly over mailboxes, it has been judicially interpreted to authorize adoption by the Postal
Service of Domestic Mail Manual (DMM) regulations governing the mailbox. Rockville Reminder
Inc. v. U.S. Postal Service, 480 F.2d 4 (2nd Cir. 1973).

* The Domestic Mail Manual is a regulation of the Postal Service. 39 CFR 211.2 (2006).
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extended the postal monopoly law to the American colonies in 1710. The
English law provided a template for American colonial postal laws and
established the conceptual framework within which today’s postal monopoly laws
apply in the United States. Appendix B at 36-47 and 64-66; and Appendix D at
40-45 and 68-76.

The Beginnings of the American Postal System: 1780s through the 1830s

The colonial postal system consisted of a series of relay stations, or
“posts,” along a “post road.” In a “horse post,” the postal stations kept horses for
riders carrying letters between towns. A “foot post” relied upon walking
messengers. Letters were carried by riders or messengers in a pouch called a
“mail.” Carriage was on a regular scheduled basis between public places, such
as inns, in different cities and towns. Few, if any, structures dedicated
exclusively to post office operations existed at the time and there was, in general,
no collection or delivery beyond the terminal post offices. Postage was paid by

the addressee.

During this period, the term “letter” referred to a message recorded by
hand on a single sheet of paper. Correspondence on two sheets of paper was
called a “double letter,” and on three or more sheets, a “triple letter.” Envelopes
were not used. Multiple letters or letters with enclosures were tied together in

small bundles called “pacquets.”

Contrary to our modern conception, a “newspaper” was a single piece of
paper with printing placed on both sides by a manual press. Publishers of
newspapers would frequently prevail on post riders to carry their newspapers

“out of the mail.”
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The first American post office was established in 1775 by the Second
Continental Congress. Benjamin Franklin was the first Postmaster General. As
Postmaster General, he was given the authority to designate a line of posts “from
Falmouth in New England to Savannah in Georgia, with as many cross posts as
he shall think fit.” The Postmaster General also had the authority to appoint
deputies who served as local postmasters. Local postmasters were paid a

percentage of the postage they collected.

The postal system established by the Continental Congress carried letters
between cities. Those intercity letters were occasionally delivered to local
addresses by messengers appointed by the local postmaster. Addressees paid
2 cents for the services of the messenger in addition to postage on the item they

received. No other local collection or delivery was provided.

Following America’s Declaration of Independence from England,
Congress, acting pursuant to the Articles of Confederation, formally established
the new Nation’s post office by adopting the Ordinance of October 18, 1782

(Ordinance), which was modeled on the English Postal Law of 1710.

As a forerunner of “universal service,” the Ordinance declared that
“‘communication of intelligence from one part to another of the United States” was
“essentially requisite” to the “safety as well as the commercial interest thereof.”

Despite vigorous debate, newspapers were excluded from the mail.
However, the Postmaster General was authorized to permit post riders to carry
newspapers out of the mail. While the Ordinance was not adopted as a revenue
measure, it was a major source of revenue through the enactment of the Postal
Act of 1792. Like its English antecedents, the Ordinance contained monopoly

provisions, as well as exceptions to the monopoly.
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The United States Constitution was adopted on September 17, 1787.
Article 1, Section 8, of the Constitution gave Congress the authority to establish
“Post offices and Post roads.” In a significant change from the 1782 Ordinance,
the 1792 Act shifted authority to designate post roads and post offices from the
Postmaster General to Congress. Section 1 of the Act established the initial post
roads. Not surprisingly, citizens soon began petitioning Congress for new post
routes and post offices. Between 1792 and 1874, the statutory description of

post roads grew from 2 to 354 pages.

By contrast, section 3 of the 1792 Act gave the Postmaster General the
power to appoint deputy postmasters “at all places where such shall be found
necessary.” The deputy postmasters were to keep offices (i.e., post offices) for
the purpose of performing their duties. Implicit in the Postmaster General’s
authority to establish post offices appears to have been the power to close post
offices. This implicit authority was made explicit in an 1861 congressional act
and was confirmed almost 100 years later by the Postal Code of 1960.

The first post offices, like their colonial predecessors, occupied leased
space in inns, hotels, mercantile exchanges, and other buildings. It was not until

the Civil War that Congress authorized the construction of post office buildings.

Because of their perceived importance, newspapers were admitted to the
mail for the first time in 1792. The Postmaster General was given the power to
authorize their carriage both in and outside of the mails. The importance
attached to newspapers was further reflected in the fact that the 1792 Act
permitted each printer of newspapers to send one copy of his newspaper to each
and every other printer of newspapers for free. The maximum postage rate for
all newspapers sent through the mail was 1.5 cents. By contrast, the maximum

letter rate was 25 cents for a single letter, 50 cents for a double letter, 75 cents
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for a triple letter, and $1.00 per ounce for each packet weighing at least one
ounce. As a consequence, there was little personal correspondence. Most
letters were sent by merchants.

Although the 1792 Act, like the 1782 Ordinance, was not intended as a
revenue measure, it was nevertheless expected to generate substantial revenues
for the new government. In fact, because of the rising costs of the expanding
system, the new postal system generated only modest revenue surpluses for

several decades following passage of the 1792 Act.

Finally, in a noteworthy departure from its English antecedents, the 1792
Act prohibited the opening of mail in order to spy on citizens and made the
unauthorized opening of mail punishable by fine and/or imprisonment.

The primary monopoly provision, contained in section 14 of the 1792 Act,
prohibited the carriage by “any person” of “letter or letters, packet or packets,
other than newspapers ....” Section 14 also prohibited “any person” from
establishing a postal system by “setting up any foot or horse post, wagon, or
other carriage, by or in which any letter or packet shall be carried for hire, on any
established post-road, or any packet, or other vessel or boat ....” Exceptions

were granted for special messengers.

Section 12 of the 1792 Act established a monopoly over inbound
international letters that was applicable to shipmasters, but not passengers, on

arriving vessels. The monopoly did not extend to outbound letters or packets.

The Postal Act of 1794 made several noteworthy additions and changes to
mail service. First, it expressly authorized the Post Office Department to

continue appointing local messengers to deliver to addressees located near a
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post office. The 1794 Act also authorized persons to drop a letter at a post office
for later pick up by the addressee. The postmaster received 1 cent for each drop
letter. Although such so-called “drop letters” were permitted, they were outside
the mail. These authorizations remained unchanged until passage of the 1825
Postal Code.

Finally, the 1794 Act authorized magazines and pamphlets to be admitted
to the mail for the first time, albeit in only those situations in which “the mode of
conveyance, and the sized of the mails, will admit of it ....” Rates for magazines
and pamphlets were higher than newspaper rates, but substantially lower than

letter rates.

The 1794 Act made several changes to the postal monopoly. It expressly
excluded magazines and pamphlets together with newspapers from the
monopoly’s reach. It also eliminated the prohibition against private carriage by
individuals. This left in place only the prohibition against the establishment of

private postal systems.

Five years later, in the Postal Act of 1799, Congress revised the principal
monopoly provisions. The scope of the monopoly was expanded slightly to
include not only private postal systems operating on “post roads,” but private
postal systems on “any road adjacent or parallel to an established post road.”

In addition, section 7 of the 1799 Act, which specified postage rates,
suggested that the term “packet” might include a small package, not just a bundle
of letters, by limiting the obligation of a postmaster to accept packets to those
weighing no more than 3 pounds.

In the Postal Act of 1815, Congress extended the postal monopoly by

requiring that masters of steamboats that traveled between locations where post
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offices had been established deliver all “letters and packets” to the local
postmaster after docking. In the Postal Act of 1823, Congress extended the
postal monopoly to cover not just travel between locations at which post offices
were located, but travel on “all waters on which steamboats regularly pass from
port to port. This result was accomplished by declaring all such waters to be

“post roads.”

The Postal Act of 1825 replaced all prior postal laws with a revised version
that was codified as a general postal code. Among the changes made by the
1825 Code was the separation of pamphlets into two classes: periodical
pamphlets (which included magazines), and non-periodical pamphlets (small
books). Controversies over the appropriate classification of mailable matter were
generated by large rate differentials between newspapers and periodicals. Since
books were required to pay letter rates, they were, as a practical matter, priced

out of the market.

Shortly after the enactment of the 1825 Code, New York City merchants
learned of increased European cotton prices and sent orders by mail contractors
outside of the mail. Postmaster General McLean was outraged and advocated a
new “mandate”: speed, namely that the Post Office Department must convey
newspapers as rapidly as letters. This became known as the “Gospel of Speed.”
To carry out this mandate, the Post Office Department urged Congress to

authorize express mail. Congress refused.

Having failed to receive congressional authorization to provide express
mail, Postmaster General McLean vowed to prevent contract carriers from
transporting orders out of the mail. During this period, one of the first federal
court decisions regarding the scope of the postal monopoly was issued. The

issue before the court was whether the postal monopoly prohibited a contractor

43



Report on Universal Postal Service and the Postal Monopoly

engaged by the Post Office Department to transport mail, had violated the postal
monopoly by also carrying packages containing so-called “executions,” which
appear to have been some type of legal or financial instrument. The court ruled
that “packets” containing these executions were not “letters” and their carriage

was not prohibited by the postal monopoly.?

The Foundations of Modern Postal Service: 1840s through the 1880s

During the first half of the 19" century, several important developments
converged that would produce changes in both the nature of postal service and
the statutory framework within which the Post Office Department would operate.
Those developments included improvements in transportation, the growing
needs of commerce, the growth of transportation by rail and steamboat which
made possible the emergence of private express companies, and the advent of
the “cheap postage” movement in Great Britain. This same period saw the birth
of so-called penny posts that provided new and desirable postal services at the
local level. Appendix B at 48-51 and 65-72; Appendix C at 89-96; and Appendix
D at 45-46 and 76-78.

Local collection and delivery of mail by the Post Office Department was
slow in developing. Through 1825, most of the Post Office Department’s mail
service was between cities. Neither ad hoc delivery service authorized by local
postmasters, nor arrangements for drop letters were considered postal services,
nor were letters handled in these ways deemed to be “in the mail.” The
widespread collection of drop letters by citizens made the post office a common

meeting place to socialize or to discuss business.

% United States v. Chaloner, 1 Ware 214, 25 F.Cas. 392, 393 (D. Me. 1831).
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By around 1825, the demand for post office boxes (which facilitated the
handling of drop letters) had begun to increase.” Around this same time, New
York City’s postmaster agreed unofficially to collect letters of certain merchants
and deliver them to the post office. Official authorization to use letter carriers to

collect and deliver local drop letters was given by the Postal Act of 1836.

By the 1840s, so-called penny posts had inaugurated home delivery,
street collection boxes, pre-payment by adhesive stamps, special delivery, and
local parcel post.”” These services proved to be so popular that in 1842,

Postmaster General Wickliffe bought the City Despatch Post in New York City.

Also by 1840, public pressure for sharply reduced letter rates produced
major changes in the British postal system. High letter rates had generated
widespread dissatisfaction and evasion of those rates by transmitting letters out
of the mail. The British government responded by making a major overhaul in
rate structures and levels. Letter postage rates were reduced by almost
75 percent. This led to a surge in mail volume. These changes in Great Britain
did not go unnoticed in the United States. Demands for postage reform and

widespread evasion of the postal monopoly laws increased.

Whereas merchants and newspaper publishers had organized private
expresses to transmit important commercial information and news, the impact of
those activities on the postal service had been relatively limited. The new private

express companies did not attempt to establish postal systems comparable to

% 1n 1825, the New York City Post Office had approximately 900 post office boxes. By
1850, the number of boxes had increased to more than 3,000. Appendix B at 49.

" During the 1840s, there were at least 140 private local posts in the United States. Id.
at 50.
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the Post Office Department’s relay stations on post roads. Instead, they availed
themselves of the transportation services available from railroads and steamboat
companies that were part of the Industrial Revolution. Companies like Wells
Fargo and the forerunner of American Express dispatched employees on

railroads and steamboats with valises full of letters and packages.

The Post Office Department responded to these developments by entering
into contracts for mail transportation which prohibited the carrier from carrying
any “mail-matter” (not just letters) out of the mail, or knowingly transporting any
person who carried “mail-matter” out of the mail. In a legal opinion, the United
States Attorney General concluded that the Postmaster General could use the
contracting authority to prevent mail contractors from carrying newspapers,

magazines, and pamphlets.

During this period, the Post Office Department also sought to enforce the
postal monopoly by prosecuting alleged offenders. Between 1841 and 1844,
there were arrests and trials of over 100 carriers for alleged violations of the
postal monopoly. These prosecutions were largely unsuccessful. The failure of
these prosecutions contributed to the effort by the Post Office Department to

obtain legislation addressing the practices of private express companies.

The Postal Act of 1845: Cheap Postage and the Private Express Statutes

Responding to the success of English postal reforms, Congress passed
the Postal Act of 1845. The Act reduced rates for letters and introduced low
rates for circulars, handbills, and advertisements. Rates for so-called “drop
letters” were doubled to discourage private expresses from transporting intercity
letters to a post office for collection by local addressees. Subsidies were

eliminated for stagecoaches.
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The passage of the 1845 Act greatly increased volumes of personal mail
as Congress and the people realized that mail could be used for personal

correspondence, not just for news or business correspondence.

The 1845 Act transformed the postal monopoly from a model directed at
postal systems composed of relay stations to a model based upon geographic
places served by the Post Office Department. It also introduced the concept of

“regular carriage.”

At the heart of the 1845 Act were the monopoly provisions which
proscribed the establishment and use of private expresses operating between
places regularly served by post offices, as well as the transportation by common
carrier of persons acting as private expresses. The monopoly covered “letters,
packets, or packages of letters, or other matter properly transmittable in the
United States mail, except newspapers, pamphlets, magazines and

periodicals ....” *®

Finally, the 1845 Act established a new statutory exception: “carriage of

mail by private hands without compensation.”

Aftermath of the 1845 Act

Public pressure for reduced postage rates continued following passage of
the 1845 Act. Appendix B at 65-72. In 1851, Congress again made substantial

28 «[MJailable matter” and “matter properly transmittable by mail” were defined by section

15 of the 1845 Act as “all letters and newspapers, and all magazines and pamphlets periodically
published, or which may be published in regular series or in successive numbers, under the same
title, though at irregular intervals, and all other written or printed matter whereof each copy or
number shall not exceed eight ounces in weight, except bank notes, sent in packages or bundles,
without written letters accompanying them; but bound books, of any size, shall not be held to be
included within the meaning of these terms.”
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cuts in letter postage rates.” These cuts eliminated the cross-subsidies for
newspaper rates that had been possible because of the higher letter rates. After
1851, subsidies for newspapers were funded from the public treasury. From the
perspective of the Post Office Department, cheaper postage proved to be an

important defense against the private express companies.

By 1851, it had also become obvious that the Post Office Department
would not break even. Beginning in 1851 and continuing until 1870, subsidies
were provided by appropriations from the general treasury. The postal monopoly

protected revenue (even if the Post Office Department did not break even).

Also in 1851, the United States Supreme Court held in the case of United
States v. Bromley, 53 U.S. (12 How.) 88 (1851) that an “order for goods, folded
and directed as a letter, is clearly mailable matter, and a conveyance of it, as
charged, is a violation of the law.” Opinions differ over how the court’s holding
should be interpreted. One interpretation is that the court’s holding should be
interpreted to mean that an “order for goods” constituted a “letter.” Another
interpretation is that at most the court held that an “order for goods” constituted
“mailable matter” under the Act, but not a “letter.” The difference between these
interpretations became important over 100 years later in litigation over the scope
of the postal monopoly.

By 1859, the Post Office Department had established local delivery
systems in fourteen cities. In 1860, the Postmaster General moved aggressively
to take over postal services in major cities. At his request, Congress allowed the
Post Office Department to cut its charge for local delivery service in half. He also

 postal Act of 1851, Act of Mar. 3, 1851, ch. 20, sec. 10, 9 Stat. 587. The 1851 Act also
authorized the Postmaster General to designate “post routes” within cities. 1d.
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ordered that all streets, lanes, and avenues within the city limits of Boston, New
York, and Philadelphia were “post routes” and advised private posts that, as a
result, they were precluded from providing local service.

In an effort to enforce the Postmaster General’'s order, the government
filed suit to enjoin a penny post named Blood’s Despatch from providing local
postal services. The court, in United States v. Kochersperger, 26 F.Cas. 803
(E.D. Pa. 1860), ruled that local postal service was not within the postal

monopoly as it then existed.

In his 1860 annual report, the Postmaster General called for legislative
action to overturn the decision in Kochersperger. In doing so, he implied that a
postal monopoly over local services was justified by the need to use profits from
some postal services to subsidize others. In the 1861 Post Office Department
appropriations bill, Congress overturned the court’s decision and made the 1827
ban on establishing foot posts and horse posts on “post roads” applicable to local
“post routes” designated by the Postmaster General under the 1851 Act.
However, it was not until 1883 that the last two private penny posts were finally

eliminated as the result of legal actions brought against them by the government.

It should be noted that the 1861 appropriations bill did not expand the
Postmaster General’s authority to provide local delivery services comparable to
those of the penny posts. That authority came later with the passage of the

Postal Act of 1863, in which Congress authorized “free city delivery” in major
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cities.*®* The 1863 Act made several other important changes in postal service
possible by authorizing the Postmaster General to establish branch post offices,
collection boxes, and delivery services, and to make letter carriers salaried
employees. The 1863 Act also established three classes of mail: letters, regular
printed matter, and miscellaneous matter. Rates for letters were established by
law, while rates for local newspapers, periodicals, and circulars were negotiated
by local postmasters with publishers. In 1864, the Post Office Department was

authorized to provide postal money orders.

Enforcement of the Monopoly by Search and Seizure

The Post Roads Act of 1852 gave the Post Office Department search and
seizure authority with respect to any letters carried anywhere throughout the
United States. Section 5 of the 1852 Act is the source for 4 of the 13 postal
monopoly sections that appear in the current version of the U.S. Code:

18 U.S.C. 1699; and 39 U.S.C. 604-606. Appendix C at 96-100.

The Stamped Envelope Exception to the Postal Monopoly:
Foundation for Administrative Definitions of the Postal Monopoly

Weight-based rates, first introduced by the Postal Act of 1845, made the
use of envelopes both feasible and popular. In the same Post Roads Act of 1852
that gave the Post Office Department the search and seizure authority, Congress
authorized the Postmaster General to sell letter envelopes with “postage stamps
... printed or impressed thereon.” Private carriers were authorized to convey and

deliver such envelopes notwithstanding any prohibition under other laws. This

% 1n 1865, free city delivery became mandatory in cities with a population of over 50,000.
between 1865 and 1890, Congress passed a series of acts which eventually authorized the
expansion of free city delivery to cities and towns with at least 10,000 residents or from post
offices with annual revenues of at least $10,000. Id. at 52-53.
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latter exception to the postal monopoly laws did not authorize private carriage of

letters in ordinary envelopes with postage stamps.

Responding to various allegations of abuse, Congress authorized the
Postmaster General to suspend the stamped envelope exception. The
suspension authority was subsequently codified as 39 U.S.C. 601(b) and later
played an important role in the postal monopoly regulations adopted in 1974 by
the Postal Service. Appendix C at 100-02.

Monopoly Over Outbound International Mail

It was not until the mid-1840s that the Post Office Department began
outbound international mail services of any significance. In 1845, Congress
authorized the Post Office Department to contract with American ships for
international transportation of mail. In that same act, Congress made it unlawful
for passengers to transport “any letter, packet, newspaper, or printed circular or
price current, (except newspapers in use, and not intended for circulation in the
country to which such vessel may be bound,) on board the vessels that may
hereafter transport the United States mail ....” This was the first time

international passengers had been subjected to the postal monopoly laws.

In 1864, the Postmaster General requested that Congress prohibit all
private carriage of outbound international letters in order to protect the Post

Office Department’s revenues. Congress obliged by giving the Post Office
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Department a monopoly over outbound international “letters or letter packets.”
This provision is currently found in 39 U.S.C. 602.** Appendix C at 102-05.

The Postal Code of 1872. Shortly after the end of the Civil War, a special
commission was appointed by President Andrew Johnson to revise and codify all
of the statutes of the United States. In 1872, President Grant signed into law the
Postal Code of 1872. The codification did not purport to change the substance of

existing postal laws.

The Revised Statutes of 1875. The 1872 Postal Code was re-enacted in
the Revised Statutes of 1875 as part of a general revision and codification of the
entire body of United States statutes. The provisions of the 1872 Code were
divided between title 9, the Post Office Department, and title 46, Postal Service.
Title 46 contained the postal monopoly provisions. These are the current postal
monopoly statutes, with only minor stylistic changes and reorganization within the
U.S. Code. Appendix C at 109-18.

Public Acceptance of the Postal Monopoly. By the mid-1890s, widespread
public sentiment against big business and private monopolies had developed in
the United States. Private monopolies were perceived as contrary to the public
interest because they increased prices by decreasing, or threatening to
decrease, the availability of goods and services. In stark contrast, the public
generally viewed the postal monopoly as having the salutary effect of decreasing

prices by increasing volume. It permitted the Post Office Department to “act for

% This prohibition on private carriage of outbound international letters was partially
removed by the Postal Service’s adoption in 1986 of 39 CFR 320.8, which suspended the
operation of the Private Express Statutes with respect to international remailing consisting of “the
carriage by private firms of shipments of letters, addressed to persons outside the United States,
entirely outside of the United States Mails to foreign countries where the letters are deposited into
the mails of foreign postal administrations.”
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all without acting against any.”* Even the Post Office Department’s critics
accepted the postal monopoly as necessary to accomplish the task of delivering
the mail on a national basis. The Post Office Department was viewed as both a

big business and a public service.

The Emergence of Universal Service, the Evolution of the Letter
Monopoly, and the Adoption of the Mailbox Monopoly: 1890 through the
1950s

From the 1890s to the 1950s, the concept of universal service began to
take shape. Appendix B at 53-64 and 72-77; and Appendix D at 46-47.
Congress adjusted the postal monopoly statutes, but, with one major exception,
made no major changes. That exception was the enactment in 1934 of the
Mailbox Monopoly. Aside from this, the biggest legal development was the
assumption by the Post Office of the authority to interpret the postal monopolies

by issuing legal opinions and regulations.

Universal Service. In 1896, “rural free delivery” (RFD) was introduced as
an experimental program that provided mail deliveries to a mailbox located along
a public road, not to the door of the recipient. In 1902, RFD service was made
permanent. In general, deliveries were made daily, although the Post Office
Department took the position that it could reduce deliveries to 3 days per week if
there was inadequate demand. The geographic scope of RFD was not defined
by statute. It was expanded by the Post Office Department in response to

citizens’ requests for service.® Included in the 1917 postal appropriations bill

%2 appendix D at 61, quoting C.C. Nott, “Monopolies,” International Review, 1 (May
1874): 382, 383.

% As RFD service expanded, the Post Office Department began to close unneeded small
fourth-class post offices. Appendix B at 56.
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was a provision stating “[t]hat rural mail delivery shall be extended so as to serve,
as nearly as practicable, the entire rural population of the United States.”** This
provision appears to have been the forerunner of 39 U.S.C. 403(a)’s direction to
the Postal Service that it “serve as nearly as practicable the entire population of
the United States.”

In 1911, the Post Office Department introduced a Postal Savings Bank. It
was used extensively during the Great Depression in response to bank failures.

The bank was terminated in 1966.

In 1912, Congress authorized an experimental program to serve villages—
locations that were too small to be deemed cities, but not covered by RFD.
Village delivery was made permanent in 1916. The postal service was never
required to deliver to all residents of a village. Over time, service to many

villages was converted into city delivery service.

During 1912, Parcel Post service was introduced when Congress
expanded fourth-class mail to include parcels. The original weight limit for
parcels was 11 pounds, but was later increased to a range of 50 to 70 pounds

depending upon the distance the parcel was sent.

Between 1917 and 1938, a number of postal services were introduced or
modified to meet changing needs and circumstances. In 1917, Congress

% Act of July 28, 1916, ch. 261, sec. 1, 39 Stat. 412, 423-24. In a colloquy on the Senate
floor, the sponsor of this provision, Senator Hardwick, clarified that the provision was intended
only as an “expression of a general policy” and that in observing that policy, the Postmaster
General was “limited, of course, so far as practical effects go, to the amount of money we [i.e.,
the Congress] give him for this purpose.” The other limitation imposed on the Postmaster
General was that in carrying out the policy, he “could not discriminate; that he must treat every
section of the country fairly; that he must treat all sections of the Republic alike ...." Id. at 59.
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imposed higher rates for the advertising content of second-class publications. In
1925, Congress required that weight be used to distinguish between third- and
fourth-class mail and that within third-class, a higher rate be imposed on
advertising circulars. In 1925, Air Mail service was introduced, but did not, as a
practical matter, become broadly available until 1928 with the establishment by
the Postmaster General of a 5-cent rate for letters weighing one-half ounce or
less. In 1928, Congress adopted bulk pound rates for third-class mail, including
advertising circulars, and created a preferential rate for library books. Acting
pursuant to congressional authorization, President Roosevelt established

preferential rates for books in 1938.

The Letter and Mailbox Monopolies

Early Interpretations of the Letter Monopoly. The 1872 Postal Code
authorized the Postmaster General to appoint an Assistant Attorney General.
The Assistant Attorney General soon began issuing opinions on postal law for
internal use. Those administrative interpretations were compiled in the Post
Office Department’s legal manual, called the Postal Laws and Regulations
(P.L.&R.), which was updated periodically. Appendix C at 106-27.

The Letter Monopolies Prior to Posting Exception. In 1878, the Assistant
Attorney General issued an opinion letter ruling that the collection of letters with
proper postage and their carriage and delivery to a post office railway mail car
violated the postal monopoly. The following year, Congress added a new
exception to the postal monopoly in a postal appropriations act of 1879 covering
such activities. This was the fifth statutory exception to the postal monopoly and
is currently found in 18 U.S.C. 1696(a). Appendix C at 127-31.

The Letter Monopoly and Railroad Mail. By the 1890s, the railroads had
emerged as an integrated national transportation system with operations closely
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connected to those of telegraph companies, hotels, and restaurants built along
their right-of-ways. As a result, railroads carried a constant stream of documents
related to both their internal operations and their business arrangements with

other companies.

The Post Office Department viewed so-called “railroad mail” as a violation
of the postal monopoly. Its position was supported by a series of opinions by the
Post Office Department’s Assistant Attorney General which addressed various
railroad mail issues. These interpretations were reflected in a Post Office
Department pamphlet entitled Orders and Decisions Relative to Railroad Mail
Matter Compiled by the Second Assistant Postmaster General (Feb. 6, 1897).
That pamphlet was cited as authority for the opinions issued by Assistant

Attorneys General through at least 1911.

The impact of the Railroad Mail pamphlet went beyond the railroad
industry. Between 1901 and 1910, it was relied upon by Assistant Attorneys
General to rule that a variety of types of “non-railroad mail” were “letters” covered

by the postal monopoly. Appendix C at 132-45.

The Letter Monopoly and the Criminal Code of 1909. In 1909, the penal
laws of the United States were consolidated into the first penal code. Nine postal
monopoly provisions were re-enacted in the 1909 criminal code. With one
exception, the re-enactment was purported to make only stylistic changes and
“no changes of consequence.” The exception was the adoption of a new
statutory exception to the prohibition against the carriage of letters and packets
by common carriers. That exception was for “letters of the carrier,” and was the
sixth and final exception to the postal monopoly. In 1948, the postal monopoly’s
penal provisions were re-enacted into the second criminal code and set forth in
title 18 of the U.S. Code. Appendix C at 141-43.
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Opinions of the Post Office Department Solicitors. The first formal
compilation of judicial decisions regarding postal laws was published by the Post
Office Department in 1905 and was entitled Digest of Decisions of United States
and Other Courts Affecting the Post-Office Department and Postal Service. The
Digest was revised in 1925 and a second supplemental volume was published in
1928. The opinions of Assistant Attorneys General and Solicitors® of the Post
Office Department were not included in these publications.

The legal opinions of the Assistant Attorneys General were also published
for the first time in 1905. Publication of these opinions was important because it
began a process of establishing administrative postal law. In 1952, the Post
Office Department stopped publishing legal opinions.

Prior to the 1930s, the legal opinions of the Assistant Attorneys General
and Solicitors were seldom cited as a public legal authority. That changed during
the Great Depression. In July 1934, the Office of the Solicitor published a
pamphlet entitled The Private Express Statutes. It contained the text of the
postal monopoly laws and an interpretation of the postal monopoly without any

legal citations. This pamphlet was revised and republished in 1937 and 1940.

A second publication, the Digest of Decisions of United States and Other
Courts Affecting the Post Office Department and the Postal Service originally
published in 1905, was republished in 1934 and, for the first time, cited opinions
of the Assistant Attorneys General and Solicitors as legal authority. A final
revised and updated version of the Digest was published in 1939. Appendix C at
146-83.

% |n 1914, the position of Assistant Attorney General was retitled Solicitor.
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The Mailbox Monopoly

As mail volumes fell during the Great Depression, the resulting shortfall in
revenues led the Postmaster General to request Congress to increase postage
for First-Class Mail. Congress also considered other revenue enhancing
mechanisms, including a restriction on access to residential mailboxes by anyone

other than the Post Office Department.

The restriction on access to mailboxes appears to have first been
introduced in 1907 in regulations adopted for rural free delivery service. The
purpose was apparently to simplify and regularize the work of rural carriers,
whose duties included the collection of money left in mailboxes and the
application of postage to outgoing mail. In section 733 of the 1924 edition of the
P.L.&R., rural carriers were ordered to remove mailable matter without postage

from rural mailboxes.

In January 1934, as mail volumes and postal revenues continued to
plummet, Postmaster General James Farley, who viewed the widespread use of
private messengers by utility companies, municipalities, department stores, and
other establishments as a threat to the Post Office Department's financial
position, ordered letter carriers to remove circulars, handbills, and similar

material from mailboxes and to hold these items until postage was paid.

To confirm the legality of the Postmaster General’s actions, Congress
enacted the legislation that became the mailbox monopoly. As enacted, the
mailbox monopoly went much further than the RFD regulations by applying the

mailbox monopoly nationwide and by punishing violators with criminal penalties.

The scope of the mailbox monopoly is also broader than the scope of the

postal monopoly. Whereas, in general, the postal monopoly applies only to
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"letters and packets," the mailbox monopoly applies to "any mailable matter such
as statements of accounts, circulars, sale bills, or other matter, on which no

postage has been paid ...."

The constitutionality of the mailbox monopoly provided for in 18 U.S.C.
1725 was upheld by the Supreme Court in United States Postal Service v.
Council of Greenburg Civic Associations, 453 U.S. 114 (1981).

Regulations implementing the mailbox monopoly were adopted by the
Postal Service in its Domestic Mail Manual. Domestic Mail Manual provisions

are considered regulations of the Postal Service by virtue of 39 CFR 211.2.

In 1973, the court in Rockville Reminder, Inc. v. United States Postal
Service, 480 F.2d 4 (2d Cir. 1973) rejected a challenge to the Postal Service’s
mailbox monopoly regulations when it upheld the regulation that prohibited the
attachment of a hook to the outside of rural mailboxes for the purpose of hanging
a plastic bag containing advertising material. The court based its ruling not on
the mailbox monopoly statute as set forth in 18 U.S.C. 1725, but on the
provisions in 39 U.S.C. 101 which direct the Postal Service to “maintain an
efficient system of collection, sorting and delivery of the mail nationwide.”

480 F.2d at 8-9.

As of December 19, 2006, the day before the PAEA became law, the
mailbox monopoly regulations implemented the mailbox monopoly by
(1) designating certain letterboxes and other receptacles to which the criminal
prohibitions of 18 U.S.C. 1725 apply; (2) designating certain letterboxes and
receptacles to which the criminal prohibitions of 18 U.S.C. 1725 do not apply;
(3) exempting certain concerns (newspapers) from the criminal prohibitions on

certain days of the week (Sunday); and (4) declaring that “no part of a mail
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receptacle may be used to deliver any matter not bearing postage.” Appendix C
at 162-69.

Limitation of the Special Messenger Exception to the Letter Monopoly.
One month after enacting the mailbox monopoly, Congress reduced the scope of
the special messenger exception to the postal monopoly. Thereafter, special
messengers could carry no more than 25 letters per "occasion." Appendix C at
169-70.

Expansion of the Stamped Envelope Exception to the Letter Monopoly. In
March 1936, Congress amended the stamped envelope exception which had
permitted private carriage of envelopes that had postage embossed by the Post
Office Department. As amended, the language authorizing the Postmaster
General to suspend the stamped envelope exception was revised to read as
follows: "But the Postmaster General may suspend the operation of this section
or any part thereof upon any mail route where the public interest may require
such suspension [emphasis added].” In the 1970s, the Postal Service interpreted
the italicized language to permit it to suspend the postal monopoly. Appendix C
at 172-80.

Development of Postal Monopoly Regulations. The first edition of the
United States Code of Federal Regulations appeared in 1938. The Post Office
Department's regulations appeared in title 39, and cited the 1932 P.L.&R. and the

postal monopoly statutes as authority.

The second edition of the United States Code of Federal Regulations was
published in 1949. Postal monopoly regulations appeared as section 91 of title
39. As in previous editions of the P.L.&R., the postal monopoly regulations were

made up of a recitation of statutory provisions.
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In 1954, the Post Office Department established a completely revised set
of regulations. The postal monopoly was contained in part 42 of title 39. Those
regulations did not merely recite the applicable statutory text. Instead, they set
forth a broad formulation of the Post Office Department's interpretation of the
postal monopoly statutes as reflected in Restrictions on Transportation of Letters,
a retitled fourth edition of the pamphlet The Private Express Statutes that had
been adopted 2 years earlier in 1952 and included citations to case law and
Solicitor's opinions drawn from the last edition of the Digest. The fifth and final
edition of The Private Express Statutes was issued in 1967 and was known as
“Publication 111.”

The Statutory Basis of the Universal Service Obligation: the Postal Policy
Act of 1958 and the Postal Code of 1960

The Postal Policy Act of 1958

The Postal Policy Act of 1958 grew out of the debate over postal rates that
erupted after World War Il. Appendix B at 81-111; and Appendix D at 47-49.
During the war, wages for postal employees had been raised without any
increase in postage rates resulting in deficits that the Postmaster General sought

to address with proposed increases in postage.

In March 1953, the Senate adopted a resolution that created an Advisory
Council to investigate postal rates and policies. On January 18, 1954, the
Advisory Committee issued a report that found that the Post Office Department
was “fundamentally a public service,” recommended the adoption of a national
postal policy, and recommended further that “[a]ny loss of revenue due to
preferential rates ... [and] ... [a]ny expenditures which can be justified only on a
national welfare basis ... should be reimbursed from the general funds of the

Treasury.” The Post Office Department strongly disagreed with the conclusions
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of the Senate’s Advisory Council and prepared its own counter report in which it
concluded that postage rates should cover costs.

It was not until May 1958 that Congress and the Eisenhower
Administration reached a compromise agreement on a postal rate policy which
became the Postal Policy Act of 1958. Included in the Postal Policy Act of 1958
was the first formal declaration of a national postal policy. That declaration was
set forth in section 103 and included an assertion that the Post Office
Department is a “public service.” Section 103 is the direct ancestor of current
sections 101 and 403 of title 39, as well as the ratemaking and classification

principles in current section 3622.

The Postal Policy Act of 1958 also incorporated the following concepts:
(1) postal costs for certain services were deemed to be public service costs and,
as such, should be paid by public funds;* (2) overall postal revenues should be
approximately equal to overall costs; (3) First-Class rates should pay more than a
proportionate share of institutional costs; and (4) the relationship between rates
for different classes of service should reflect considerations identified in section
103(c) of the Postal Policy Act of 1958.

While these determinations were extremely significant, they did not bind
the Post Office Department, since it was Congress that continued to have the
authority to establish postal rates. At most, the Postal Policy Act of 1958
established a series of non-binding, albeit extremely significant, guidelines for

future rates.

% The services deemed to be public services included free mail for the blind, reduced
rates for nonprofit mail and certain periodicals, losses incurred in operating small post offices and
in providing star-route services, losses incurred in providing nonpostal services or special
services, and additional costs for international air transportation rates established by the UPU.
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Postal Code of 1960

In 1960, the postal laws were codified as title 39 of the U.S. Code. This
was the first codification of the postal laws since the Postal Code of 1872 was re-
enacted in 1879 as titles 9 and 46 of the Revised Statutes. The 1960 codification

was itself not intended to make changes in substantive law.

The 1960 Code contained a number of provisions that affected universal

service:

. Sections 2301 to 2305 re-enacted with only minor stylistic changes
sections 102 through 105 of the Postal Policy Act of 1958.

. Section 701 continued the Postmaster General’s authority,
originally conferred by the Postal Act of 1792, to establish,
discontinue, and consolidate post offices.

. Part VI of the U.S. Code covered, among other subjects, delivery
and transportation services. With respect to delivery, section 6001
authorized and required “city delivery service for the free delivery of
mail, as frequently as the public business may require ....” Section
6002 authorized the Postmaster General to “establish village
delivery service for the free delivery of mail ....” Section 6005,
required the Postmaster General to “maintain a rural delivery
service for the free delivery of mail serving as nearly as practicable
the entire rural population of the United States.”

. Section 6106 authorized the Postmaster General to “discontinue
service on a post road or part thereof when, in his opinion—(1) the
postal service can not safely be continued; (2) the revenues can not
be collected; (3) the laws can not be maintained; or (4) the public
interest so requires.”

In 1962, Congress modified the public service cost provisions of the Postal
Policy Act of 1958 by clarifying how losses included in the public service cost
were to be calculated; by adding the costs of rural service to the list of public
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services; and by changing the amount of star-route and small post office costs to
be included in the public service cost.

Provisions governing the letter monopoly were set forth in U.S. Code
sections 901 and 902. These sections complemented the criminal provisions in
sections 1693 through 1699 of title 18 of the U.S. Code.

While the 1960 U.S. Code was not intended to make substantive changes
in postal law, section 501(1) did expand the rulemaking authority of the
Postmaster General to “prescribe rules and regulations that he deems necessary
to accomplish the objectives of this title [i.e., title 39] ...." It can be argued that
this expansion of rulemaking authority gave the Postmaster General power not

previously granted over the postal monopoly.

The Passage of the Postal Reorganization and Salary Adjustment
Act of 1970

The Postal Reorganization and Salary Adjustment Act of 1970 (PRA) was
enacted during 1970. It made a number of important changes in postal law.
Passage of the PRA was preceded by the issuance of a report by a Presidential
Commission during 1968 and by a work stoppage in 1970. Appendix B at 120;
and Appendix C at 200-01.

The Kappel Report of 1968

During 1967, President Johnson established the President’s Commission
on Postal Organization. The Commission was chaired by Frederick R. Kappel, a
former chairman of American Telegraph and Telephone Company. Appendix B
at 112-15.
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The Commission’s “Kappel Report” challenged the long-standing view that
postal service was a public service, not a business, and asserted that postal
service revenues needed to cover the costs of unprofitable services were not
cross-subsidies, but part of the Post Office Department’s overall cost of service.*
The Kappel Report referred to this relationship between profitable and
unprofitable services in terms of “universal service” (a phrase that had been
previously used in the telecommunications: industry). The Kappel Report did,
however, recognize an exception for revenue shortfalls that resulted from special
rates, such as rates for charitable organizations. These shortfalls could properly
be subsidized by the government as subsidies of the users who paid those
special rates. The Kappel Report supported continuation of the postal monopoly.

Administrative Suspension of the Letter Monopoly’s Stamped
Envelope Exception—the 1970 Postal Strike

During March 1970, wildcat strikes by letter carriers in New York City
threatened to turn into a national strike. Before the labor dispute could be
resolved, the Postmaster General issued an unprecedented order pursuant to the
suspension authority under the stamped letter exception to the postal monopoly.
The order was issued to "suspend the operation of paragraphs (1) through (6) of
39 U.S.C. 901(a).” This action was later cited by the Postal Service to justify the
permanent suspensions of the postal monopoly statutes in the revised postal
monopoly regulations of 1974. Appendix C at 200-05.

37 president's Commission on Postal Organization, Towards Postal Excellence (June
1968) at 50 (Kappel Report).
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Enactment of the PRA

The PRA was enacted on August 12, 1970. It replaced the Post Office
Department with the United States Postal Service (Postal Service), an
independent establishment within the executive branch. It also established for
the first time a rudimentary USO. The elements of that USO appear in several
different sections of title 39. Appendix B at 115-31.

In converting the Post Office Department from an executive branch
department to an independent establishment within the executive branch,
Congress imposed general duties on the new Postal Service. These duties are
set forth in section 403 of title 39 and can be viewed as forming part of a USO.
Some of these duties can be traced directly to policy guidelines set forth in
section 103 of the Postal Policy Act of 1958. By incorporating these latter
provisions into section 403, Congress essentially transformed non-binding policy
guidelines into binding duties applicable to the Postal Service. At least one of the
duties contained in section 403 can be traced to a 1916 appropriations act, i.e.,
the requirement that the Postal Service “serve as nearly as practicable the entire

population of the United States ....”

In addition to the general duties set forth in section 403, the PRA added a
statement of overall policy principles in section 101 of the PRA. These overall
principles were derived from the Postal Policy Act of 1958 and, like the general

duties in section 403, can be viewed as part of a USO.

The PRA also added several new USO principles with no prior
antecedents in postal law, such as section 403(b)(1) (the requirement that the
Postal Service provide an efficient nationwide system of collection, sorting, and
delivery of mail); section 403(c) (the prohibition against undue or unreasonable
discrimination among users of the mail); section 403(a) (the obligation to receive,
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transmit, and deliver throughout the United States, its territories and
possessions); section 101(b) (the prohibition against closure of small post offices
solely for operating at a deficit); section 3623(d) (the requirement to provide a
uniform rate for all letter classes; section 3623(d) (the requirement to maintain a
class of mail for letters sealed against inspection; and section 3622(b)(3) (a

requirement that the rate for each class or type of mail cover attributable costs).

Whereas the Postal Policy Act of 1958 provided for a single form of
subsidy, the public service subsidy, the PRA provided for two types of subsidy—
a public service subsidy and a revenue foregone subsidy. The public service
subsidy was set forth in PRA section 2401(b). That section provided for a
gradual reduction of the public service subsidy first authorized by the Postal
Policy Act of 1958 to 5 percent of the 1971 appropriations level by fiscal year
1984. For fiscal year 1985 and all succeeding fiscal years, the Postal Service
was authorized to reduce or entirely eliminate the subsidy if it were to find that
“the amounts ... are no longer required to operate ... in accordance with the

policies of [title 39].”

The revenue foregone subsidy was set forth in PRA section 2401(c). It
authorized appropriations for revenue foregone by virtue of preferred rates for
certain diplomatic corps mail (section 3217); mail for the blind and handicapped
(sections 3403-05); certain second-class mail (sections 4358-59); certain
third-class mail (section 4452); controlled circulation publication mail (sections
4421-22); and certain fourth-class mail (section 4554). Section 3626 provided for
5- and 10-year transition periods during which the Commission was to decide
whether preferential rates should be continued for the specified types of
controlled circulation publication mail, second-class, third-class, and fourth-class

mail.
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The Continuing Development of the Universal Service Obligation
Following Passage of the PRA

The Statutory USO: 1971-2006

PRA Amendments of 1976. Enactment of the PRA did not prevent serious
problems from arising. Postage rates continued to rise, as did postal deficits.
Appendix B at 134-90; and Appendix D at 78-79. Mail volume and service quality
declined. In July 1975, the Postal Service responded by producing a staff study,
The Necessity for Change, which, although it did not discuss “universal service”
or a “universal service obligation,” per se, addressed problems directly related to
those concepts. The study concluded that the Postal Service had only two long-
term options: (1) return to the Post Office Department model with an explicit
recognition that postal service was a public service that required government
subsidies; or (2) move the Postal Service in the direction of behaving like a
business that tailors its services to market demand, including, perhaps, the
ultimate elimination of the postal monopoly. In either event, the obligations of the
Postal Service needed to be clarified.

In September 1976, Congress passed the Postal Reorganization Act

Amendments of 1976. In relevant part, the amendments:

. Established a temporary moratorium on service reductions;

. Added a new factor to be considered in Commission rate cases,
namely, “the educational, cultural, scientific, and informational value
to the recipient of mail matter;” and

. Imposed statutory procedures for closing and consolidating post
offices which provided for appeal to the Commission.

The centerpiece of the 1976 PRA Amendments was the creation of the

Commission on Postal Service.
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The Commission on Postal Service issued its report during March 1977.
The report did not use the terms “universal service” or “universal service
obligation.” Nevertheless, it made a number of recommendations bearing on

universal service.® None of these recommendations were enacted by Congress.

Public Service Subsidies and the Annual Postal Appropriations Language.
During the 1980s, Congress reduced the annual appropriations for the so-called
public service subsidy provided for by section 2401 of the PRA. That subsidy
had been intended to prevent less frequent mail deliveries and the closure of

small town post offices.*

Beginning in 1980, congressional appropriations bills and committee
reports expressly directed the Postal Service not to reduce the frequency of mail
delivery or to consolidate or close small post offices. Since 1984, Congress has
included its annual postal appropriations language in every Postal Service
appropriations bill. In its present form, that proviso requires that mail for the blind
and for oversees voting shall be free; that 6-day delivery and rural delivery “shall
continue at not less than the 1983 level,” and that none of the funds provided for
in the annual appropriations act shall be used to consolidate or close small rural

or other small post offices.

% The recommendations included reduction in mail delivery from 6 to 5 days per week;
establishment of dependable and timely delivery as the primary service objective; movement
away from cost-based rating principles; statutory confirmation of the four major mail classes and
the prohibition of shape-based or cost-based classification systems; elimination over 10 years of
preferential postage rates; and the adoption of rules that would make the closure of post offices
more difficult.

% The Omnibus Budget Reconciliation Act of 1981 (OBRA) reduced the annual public
service appropriation to zero in 1984. For years after 1984, the annual appropriations process
has left PRA section 2401's annual public service appropriation of $460 million unchanged.
Since 1984, the Postal Service has elected not to apply for this $460 million subsidy.
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Since the late 1980s, the House and Senate appropriations committees
have also adopted the practice of including in their reports specific substantive
directions to the postal service covering such subjects as the use of rental
trailers, the assignment of rural post routes to post offices, and the number of

post offices that are to be maintained in specific cities.

Revenue Foregone: Free and Reduced Rates for Preferred Classes. The
provisions in section 3626 of the PRA requiring the phased increase in rates for
certain preferred classes of mail have been amended several times. In 1974,
Congress extended the transitional period for the phased increase. Since 1976,
Congress added additional types of mail to the preferred mail classes.”” The
Postal Service is authorized to charge postage for all such mail if Congress fails

to provide appropriate revenue foregone subsidies.

In 1993, Congress enacted the Revenue Forgone Act which eliminated
most revenue foregone subsidies.** Also included in the Revenue Forgone Act
was a requirement to create reduced rate mail classes for certain types of mail.*
These latter classes were subject to rate increases over a 6-year period to cover
attributable and one-half of institutional costs recovered from similar regular rate

mail.

Universal Postal Convention. The United States is a signatory to the UPC

and various other international agreements governing international postal

*® Those types of mail were certain publications of colleges; universities; agricultural and
marine associations; state wildlife agencies; and mail related to overseas absentee balloting.

*1 Exceptions were made for a small subsidy for free mail for the blind and overseas
balloting mail; a subsidy until FY 2035 to cover the costs of phasing in new rates during transition
periods; and a subsidy for FY 1991-1993.

*2 The types of mail were In-County newspapers, qualified nonprofit mail, and Library
Mail.
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services. In 1999, a universal service obligation was added to the UPC that has
been retained and will remain in effect until December 31, 2009.” The current
provisions relevant to the Postal Service’s USO appear in Articles 1 to 3 and 12

of the current Convention.*

The Postal Service persuasively contends that an explicit definition of
“universal service” is not required in United States law in order to satisfy the
United States’ obligations under the UPC. The Postal Service asserts that title
39 of the U.S. Code (as supplemented by Postal Service regulations in the
United States Code of Federal Regulations and Postal Service publications
otherwise having the force of regulations) sufficiently sets forth the scope of
postal services and meets the requirement for quality and affordable prices
“within the framework of [U.S.] national postal legislation or by other customary

means.”*

*0n January 1, 2010, the 2004 UPC is to be superceded by the 2008 UPC. The 2008
UPC contains the same universal service obligation.

* Article 1 of the UPC defines the term “universal service” as “the permanent provision of
guality basic postal services at all points in a member country’s territory, for all customers, at
affordable prices.” Article 2 obliges UPC signatories to identify “the operator or operators officially
designated to operate postal services and to fulfill the obligations arising from the Acts of the
Union.” Article 3 requires member countries, including the United States, to

(1) ensure that all users/customers enjoy the right to a universal postal service involving
the permanent provision of quality basic postal services at all points in their territory, at affordable
prices.

(2) set forth, within the framework of their national postal legislation or by other
customary means, the scope of the postal services offered and the requirement for quality and
affordable prices, taking into account both the needs of the population and their national
conditions.

(3) ensure that the offers of postal services and quality standards will be achieved by the
operators responsible for providing the universal postal service.

5 Universal Postal Convention Article 3:2.
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The Postal Service notes that the requirement in Article 3 that “all
users/customers” receive universal postal service “at all points in their territory” is
qualified by the further language in Article 3 that provides that the scope, quality,
and price of universal service “tak[e] into account the needs of the population and
their national conditions.” As so interpreted, the Postal Service asserts that the
requirements of Article 3 are met by providing postal service “as nearly as
practicable [to] the entire population of the United States.” 39 U.S.C. 403(a).

One other aspect of international mail service requires comment. The
2004 UPC established a new system of delivery rates called “terminal dues” for
letter post items weighing up to 4.4 pounds. Essentially, this system uses two
schedules of charges. One schedule applies to letter post items sent between
industrialized countries. The second schedule applies to letter post items sent to
or received from developing countries. Terminal dues apply by default when

there is no bilateral agreement between countries.

When the Postal Service delivers an inbound international letter to an
addressee located in the United States, it charges a foreign postal administration
for the delivery of that item at either the rate established by a bilateral agreement
or at the applicable UPC rate. Depending upon the rates that apply to each such
inbound letter piece, the Postal Service will either reap a profit or incur a loss.

Any such loss could be viewed as a cost of providing universal service.

Rates for the delivery of inbound parcel post, called “inward land rates,”

are also set by the UPU and serve as a default rate absent a bilateral agreement.
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Administration of the Universal Service Obligation: 1971-2006
Geographic Scope of Universal Service

During this period, the universal service obligation was affected by

important administrative actions. Appendix B at 190-219.

Express Mail. The Commission held in a general rate case that the
uniform rate requirement of section 404(c) does not require Express Mail to be
provided nationwide.*® The appropriate test is whether the failure to make
Express Mail available throughout the United States constitutes undue
discrimination under sections 403(c) and 403(b). Any limitation on availability of

Express Mail service must be reasonable.

Parcel Post—Alaskan Bypass Mail. In another general rate case, Docket
No. R90-1 (see also R94-1), the Commission held that the extra cost of air
transportation of bypass mail carried by air transport should be considered
institutional cost because these extra costs were universal service costs (i.e.,
costs incurred only because of the Postal Service’s USO). PRC Op. R90-1. This
decision was subsequently affirmed in United Parcel Service, Inc. v. United
States Postal Service, 184 F.3d 827, at 841-43, 337 U.S. App. D.C. 247, at
261-63 (D.C. Cir. 1999).

*® PRC Op. Docket No. R77-1 at 417-18.
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Range of Universal Service Products

The Postal Service proposed, and the Commission recommended,
elimination of several long-standing services when there was insufficient need to

continue to provide them.*

Access

Establishment of Post Offices. Section 403(b)(3) establishes a duty to
establish postal facilities and section 101(a) establishes a duty to provide
“prompt, reliable, and efficient services to patrons in all areas ....” In Tedesco v.
U.S. Postal Service, 553 F.Supp. 1387 (W.D. Pa. 1983), the court held that the
PRA does not create private right of action for alleged service inadequacies. The
court therefore dismissed a complaint filed by citizens who sought to have a post
office established in their township. The Postal Rate Commission subsequently
dismissed an administrative complaint on the basis of its discretionary policy of
forbearance noting that it did not “view it as our function to routinely interfere in

substantially what amounts to operating decisions of the Postal Service.”*

Post Office Closings. Section 101(b) requires a “maximum degree of
effective and regular services to rural areas, communities and small towns where
post offices are not self-sustaining” and prohibits post office closings solely for

operating at a deficit.

Section 404(d), as amended, requires that the effect on the community of
a post office consolidation or closing, as well as the effect upon service, must be

considered by the Postal Service in making any such decision. Subsection (d)

*" For example, Special Delivery, initiated in 1885 was terminated in 1996. Appendix B at
196-97.

8 PRC Order No. 512 (July 12, 1983) at 6.
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also gives the right to have the Postal Service’s decision reviewed by the

Commission.

In addition, since 1985, appropriations acts have precluded use of
appropriated funds to consolidate or close small rural and other small post
offices. Since 1986, Postal Service rules on post office closings have stated that
the statutory procedures in section 404(d) apply only to closings of post offices
with a postmaster. The Commission has disagreed with that interpretation of the
statute, and has stated its position that statutory procedures apply whenever the
only retail facility serving a community is closed. In 2002, the Postal Service’s
Transformation Plan requested Congress to repeal administrative notice and
appeal procedures. Congress did not grant that request. Instead, Congress
clarified the procedure for filing such appeals by enacting section 1006 of the
PAEA, which amended section 404(b) of title 39.

Public Collection Boxes. In response to a complaint, the Commission
issued a report finding that the Postal Service had eliminated Sunday collection
and outgoing mail processing in 1988, and had failed to seek an advisory opinion
from the Commission under 39 U.S.C. 3661. The Commission found further that
by not indicating holiday collection times accurately, the Postal Service had
effectively denied holiday collection and processing services, and that the Postal
Service did not have studies of what services were needed by the public. The
Postal Service took the position that “no policy basis exists to require any

particular level of outgoing holiday service.”

In 2002, a complaint was filed alleging that the Postal Service was not
providing adequate and efficient collection services by virtue of a number of
shortcomings, such as its failure to follow its own collection schedules and the

removal of collection boxes needed by mailers. The Postal Service refused to
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provide data on the locations and collection times of mailboxes, and the case
was effectively suspended.®

Delivery of Universal Services

The Postal Service experimented with a cluster box delivery program for
delivery in residential neighborhoods between 1967 and 1975. Congress
suspended the program as part of the Postal Reorganization Act Amendments of
1976. The program was reinstituted on a permanent basis in 1981.*° The Postal
Service has taken the position that its cluster box program was not “a change in
the nature of postal services which will generally affect service on a nationwide or
substantially nationwide basis ....” and that it did not need to seek an advisory
opinion under 39 U.S.C. 3661.

In at least two instances during the 1970s, Postal Service regulations to
deny door delivery or curbside delivery, attacked by opponents as arbitrary and
capricious, were upheld by federal trial courts as reasonable.”

In a mail classification case,> the Commission found it inequitable for the
Postal Service to deny non-city mail recipients, ineligible for carrier delivery, a

free post office box when city mail recipients were given free delivery. The

* In a subsequent case brought under the Freedom of Information Act, the court held
that post office names, addresses, telephone numbers, hours of operation, and final collection
times does not constitute information of a commercial nature, is not proprietary, and should be
available to the public. Carlson v. U.S. Postal Service, 504 F.3d 1123, 1130 (9th Cir. 2007).

%0 By 1997, 1 in 10 deliveries (other than to post office boxes or general delivery) was to a
cluster box. General Accounting Office, U.S. Postal Service: Information About Restrictions on
Mailbox Access, at 10 (May 1997) as cited in Appendix B at 223, note 529.

*1 Parsons v. United States Postal Service, 380 F.Supp. 815 (D.C.N.J. 1974); and Grover
City v. U.S. Postal Service, 391 F.Supp. 982 (C.D. Cal. 1975).

2 PRC Op. MC96-3 as cited in Appendix B at 209, note 498.
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Commission suggested that the Postal Service reconsider its position. In a
subsequent rate proceeding, the Postal Service agreed to provide free post office

boxes to those customers ineligible for carrier service.

Prices of Universal Services

Classes, Subclasses, and Rate Categories. The PRA delegated to the
Postal Service and the Commission the authority to classify and establish rates
for mail. It was assumed by both the Postal Service and the Commission that the

Commission lacked jurisdiction over international mail.

In delegating these authorities to the Postal Service and the Commission,
Congress imposed certain limitations and provided certain policy guidelines.
Within these parameters, the Postal Service and the Commission had the

authority to exercise considerable discretion.

The only general requirement was that “each class of mail or type of mail
service bear the direct and indirect postal costs attributable to that class or type
... plus that portion of all other costs of the Postal Service reasonably assignable
to such class or type.” 39 U.S.C. 3622(c)(2).

In addition, the PRA imposed specific requirements on certain categories
of malil, including letters (uniform rates, sealed against inspection); Media Mail
(uniform rates); Library Mail (uniform and reduced rates); In-County newspapers

(reduced rates); and nonprofit mail (reduced rates).

Uniform Rate Rule for Letters. In 1978, the Commission was presented
with the question of whether the rates for Express Mail could vary with distance
transported. The Commission ruled that Express Mail was a class of mail

different from the type of letter communication covered by the uniform rate rule in
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section 404(c) of the PRA. The Commission determined that Express Mail could
be used to transmit not only traditional letter communications, but other types of
mailable matter as well.>* In reaching its conclusion, the Commission observed
that section 404(c)’s uniform rate rule might not preclude distance sensitive rates
for First-Class letters.* In a subsequent 1996 case, the Commission again
stated its view that the uniform rate rule in section 404(c) did not preclude
distance-sensitive letter rates provided those rates had proper cost and volume

support.®

Quiality of Universal Services. Sections 403(a) and 3661(a) of the PRA
state that postal services must be “adequate and efficient.” Section 3661(b)
requires the Postal Service to seek a Commission advisory opinion before
making service changes “which will generally affect service on a nationwide or

substantially nationwide basis ....” Ina 1975 case, the Postal Service was

¥ PRC Op. R77-1 at 419.

*¥1d. at 418. The Commission based its observation on the fact that section 404(c)
speaks only in terms of “uniform” rates, unlike section 3683 (which covers books, films, and other
materials), which requires “uniform” rates that “shall not vary with the distance transported.” The
difference in the language used in these two sections suggests that the uniformity requirement in
section 404(c) was not intended to proscribe distance-sensitive rates for letter mail, but to require
that the rates for letter mail be made available on identical terms throughout the United States
whether or not those rates are distance sensitive.

> PRC Op. MC95-1, {1 5087 et seq.
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enjoined from making certain changes until the Commission was given the
opportunity to issue an advisory opinion.*® Since 1975, the Postal Service has

applied for only five advisory opinions.®

Protection of the Users of Universal Services. Section 3662 authorized
interested parties to file complaints with the Commission if they “believe the
Postal Service is charging rates which do not conform to the policies set out in
[title 39] or ... [they] believe that they are not receiving postal service in
accordance with the policies of [title 39].” The Commission could only offer

advisory opinions on complaints.

The right of postal customers to challenge Postal Service regulations or
their application on the merits or to seek judicial enforcement of universal service
rights is unclear. While some lower courts have entertained lawsuits challenging
Postal Service regulations, at least one federal appellate court has rejected such
private rights of action except in cases in which unlawful discrimination has been

alleged. **°

*5 Buchanan v. United States Postal Service, 508 F.2d 259 (5th Cir. 1975).

" Docket No. N75-1 (Retail Analysis Program for Facilities Deployment); Docket No.
N75-2 (changes in First-Class Mail and air mail); Docket No. N86-1 (proposed change in the
collect-on-delivery service); Docket No. N89-1 (changes in First-Class delivery standards); and
Docket No. N2006-1 (plan to improve mail processing and transportation networks). In Docket
No. C2001-1, the Commission concluded that the Postal Service had unlawfully failed to seek an
advisory opinion.

%8 Currier v. Potter, 379 F.3d 716 (9" Cir. 2004), cert. denied sub nom. Seattle Housing
and Resource Effort v. Potter, 545 U.S. 1127 (2005). While the court in Currier refused to
entertain an action challenging Postal Service regulations on the merits, it did recognize the right
to challenge those regulations on constitutional grounds due to section 403(c)’s prohibition of
unlawful discrimination. Thus, the decision in Currier does not appear to undermine cases like
Egger v. U.S. Postal Service, 436 F.Supp. 138 (W.D. Va. 1977) that proceed on a theory of
undue discrimination.
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The Continuing Development of the Postal Monopolies Following Passage
of the PRA

Board of Governors’ Report on the Postal Monopoly

While the PRA did not make any changes in either the postal or mailbox
monopolies, section 7 of the Act directed the Postal Service’'s Board of
Governors to analyze and report on the need for a postal monopoly. The
Governors submitted their report, Restrictions on the Private Carriage of Malil, to
Congress on June 29, 1973. The Governors opposed any change in the postal
monopoly statutes, but did recommend that the postal monopoly regulations be
revised “to make the applicability of the Private Express Statutes much more
clear.”® Appendix B at 186-90.

1974 Comprehensive Monopoly Regulations

On the same day that the Board of Governors submitted its report on the
postal monopoly to Congress, the Postal Service issued a completely revised set
of postal monopoly regulations. Appendix C at 190-98. Final regulations were
adopted on September 13, 1974 as parts 310, 320, and 959 of title 39 of the

United States Code of Federal Regulations.

The new regulations took a different approach to the postal monopoly. By
the time the PRA was enacted, the Post Office Department had acknowledged
that “[flor practical purposes ... the Government monopoly may be said to extend

only to ‘letters.” The scope of the monopoly was therefore determined by the

*In support of their position, the Board of Governors asserted that the long-standing
uniform rate policy that was continued by section 3623(d) of the PRA [currently 39 U.S.C. section
404(c)] “creates competitive opportunities for skimming the cream of those postal operations that
are most attractive from a business standpoint.” Notwithstanding the potential opportunities for
cream skimming, the Postal Service asserted that “uniform nationwide rates for letter mail should
not be lightly discarded” because of the potential for complications and confusion for citizens,
increases in regulatory red tape, and political pressures for various rate and service changes.
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definition of the term “letters” as used in the monopoly statutes. In the new
regulations, the Postal Service provided its own broad definition of the term
“letter” in 18 CFR 310.1(a), and then narrowed the definition by exercising
authority it claimed under 39 U.S.C. 601(b) to suspend the monopoly for certain
types of mailable items. The items covered by the suspension of the monopoly

were identified in part 320 of the United States Code of Federal Regulations.®

In addition to the foregoing provisions, the new regulations made other
important changes to the postal monopoly. Section 310.3(e) expanded the prior
to posting exception provided for in 18 U.S.C. 1696(a) to permit unlimited
transportation prior to posting. This, it can be argued, undermined the intercity
transportation monopoly that had been established by the Private Express

Statutes in 1845 and effectively limits the postal monopoly to final delivery.

Additionally, as a condition to operating under the suspension authorizing
the carriage of certain data processing materials, carriers were required by
39 CFR 320.3(d) to register with the Postal Service, allow postal inspectors

access to shipments, and keep certain records.

Court Review of the Monopoly. In Associated Third Class Mail Users v.
United States Postal Service, 600 F.2d 824 (D.C. Cir. 1979), the court rejected a
challenge by an association of direct mailers to inclusion of wholly printed

% This general scheme was supplemented with several additional refinements. First, the
statutory exemptions for cargo letters, letters of the carrier, letters carried by private hands
without compensation, special messengers, and carriage prior or subsequent to mailing were
incorporated into section 310.3 of the regulations. Second, in a footnote to the definition of
“letter” in section 310.1(a), the Postal Service acknowledged that several of the items that it had
expressly identified as outside the definition of “letter” might arguably be “letters” under the
monopoly statutes. The Postal Service therefore provided that these items would, alternatively,
be deemed excluded from the monopoly by virtue of suspensions.
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advertisements under the definition of “letter” promulgated by the Postal Service
in its 1974 regulations. Appendix C at 205-13.

Since 1979, only seven judicial opinions have considered the postal
monopoly, none of which have analyzed the scope of the monopoly. Appendix C
at 223-25. Three cases have rejected the claim that Congress lacked the
authority to establish a postal monopoly. Two cases (including one of the
foregoing) have assumed the validity of the 1974 postal monopoly regulations.
The remaining three cases have interpreted statutory exceptions to the postal

monopoly.

1979 Amendment to the Postal Monopoly Regulations

Five years after adopting its general revision of the postal monopoly
regulations, the Postal Service proposed additional changes, some of which were
considered controversial. On September 11, 1979, the Postal Service adopted
only the non-controversial changes including exclusions from the definition of
“letter” for certain out-sized or odd-shaped tangible objects bearing messages,
such as signs, tombstones, and automobile tires. New suspensions were also
adopted for intra-university letters and letters related to cargo transported by
international ships. Appendix C at 218-19.

Administrative Suspensions for Urgent Letters and International
Remail

In 1979 and again in 1986, the Postal Service issued new and important
suspensions for urgent letters and so-called “international remail.” The urgent

letter suspension was issued on July 9, 1979. Appendix C at 214-17.

On August 19, 1986, the Postal Service adopted a new rule that permitted

international remail. International remail involves the use of a private carrier to
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transport mail from one country to another where the mail is tendered to a post
office for forwarding and delivery to either domestic or international destinations.
The desire to remail international mail arose, in part, because international postal
service from the United States to other countries was considered by some
mailers to be substantially inferior to service available from international express

companies. Appendix C at 219-21.

1994 Amendments to the Criminal Code

In 1994, the fines for violation of the postal monopoly were increased
substantially as part of a general effort to bring various parts of the criminal code
into harmony. Specific fines for violation of the postal monopoly were replaced
by referencing fines in other sections of the criminal code. However, for
unknown reasons, the penalty for establishing a private express was not
updated. Appendix C at 223-24.

The Postal Accountability and Enhancement Act of 2006

On December 11, 2002, the President issued an executive order
establishing the President's Commission on the United States Postal Service.”
The Commission’s mission was “to examine the state of the United States Postal
Service, and to prepare and submit to the President a report articulating a
proposed vision for the future of the ... Postal Service and recommending the
legislative and administrative reforms needed to ensure the viability of postal
services.” On July 31, 2003, the Commission submitted its report, Embracing the

Future: Making the Tough Choices To Preserve Universal Mail Service.

81 Exec. Order No. 13,278, 3 CFR 256 (2003).
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A little over 3 years after the issuance of the Commission’s report, the
PAEA was signed into law by President Bush on December 20, 2006. The PAEA
made no changes to the basic statutory provisions affecting the USO. It did,
however, make changes to the postal monopoly and to provisions relating to the
postal monopoly. Specifically, the PAEA created new statutory exceptions for
letters charged more than 6 times the price of a First-Class stamp; letters
weighting more than 12-% ounces; and for “grandfathered” situations (i.e.,
situations governed by the prior Postal Service policies and regulations. Finally,
the PAEA vested the Commission with exclusive authority to adopt substantive
regulations affecting the postal monopolies. See 39 U.S.C. 401(2) (2000).
Appendix B at 220-45; and Appendix C at 234-50.
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Laws in Other Countries

Many industrialized countries have made significant modifications to the
structure and administration of universal service obligations and monopoly rules
governing postal operators in recent years, with the intent of introducing
competition to improve efficiency and customer choices while maintaining or
improving service levels. In Europe, the Directive on Postal Services adopted by
the EU in 1997 was a significant driver of these changes, as it established a
minimum definition of universal postal services, and began a phase-out of all

postal monopolies by 2010 (with some minor exceptions) for member countries.

This chapter examines the recent history of changes in the monopolies
and universal service obligations for the EU as a whole, as well as the United
Kingdom, Germany, Sweden, The Netherlands, Australia, New Zealand, and
Canada. In addition to differences in the specific terms of the monopolies and
universal service obligations, the mechanisms of ensuring the provision of
universal postal services vary among the countries. Most impose requirements
directly on the incumbent post by statute, regulation, licensing, or contract. In
contrast, Germany'’s system allows the opportunity for the market to provide
universal service, with the potential for regulatory intervention if the market fails
to provide adequate service. To date, the regulator has deemed it unnecessary

to take action to ensure universal service.
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The effects of the regulatory changes on each postal system’s service
quality, prices, and profitability are also discussed. Most of the examined
countries have maintained or improved service quality, reduced nominal or
inflation-adjusted prices for bulk mail, and maintained profitability. Some
countries have experienced retail price increases and difficulties maintaining
profitability, requiring adaptations by the operators and, in one case, the
imposition of a regulatory cap on retail prices.

European Union

In the late 1980s, the European Commission began a survey of the
delivery services sector in the EU. The result was the 1992 “Postal Green
Paper,” which found that postal services varied widely in quality and efficiency
among EU countries, that postal administrations were often handicapped by
unnecessarily extensive public sector monopolies, and that most postal
administrations produced significant losses. The EU adopted Directive
97/67/EC, the Directive on Postal Services (Postal Directive), in 1997 and
amended it in 2002 and 2006. The main objectives of EU postal policy became
to improve the quality of service and to facilitate the internal market for postal

services.

The Postal Directive established a minimum definition of universal postal
services and a maximum scope for the postal monopoly in all EU countries. It
obliges the governments of Member States, not specific postal operators, to
ensure universal service. Imposing a “universal service obligation” on postal
operators is but one option to this end. Other options include relying on
competition to provide universal service without state interference and public
contracts. The maximum monopoly permissible for EU countries (the “reservable
area”) was defined using weight and price thresholds. The 2002 and 2006

amendatory directives reduced these thresholds three times before requiring an

86



Chapter 3: USO and Monopoly Laws in Other Countries

end to all remaining postal monopolies at the end of 2010 (with some minor
exceptions). The Postal Directive also sought to harmonize regulatory practice in
EU countries with respect to authorization of postal operators, access to the
postal network, tariff principles and the transparency of accounts, quality of

service, and harmonization of technical standards.

In most areas, the Postal Directive established a unified community
framework for postal services which left Member States considerable discretion
to adapt national postal law to different national circumstances. Consequently,
approaches to liberalize postal markets and effects on universal service differ
among EU countries. While the overall effect of postal reform in the EU was
clearly positive, it is difficult to identify the exact role of liberalization as compared
to other elements of postal reform (e.g., performance targets, enhanced
transparency, corporatization, and privatization). Elaborating on the impact of
market opening, the European Commission noted: “Meaningful competition in
the letter post market has yet to develop. . . . However, the mere prospect of
market opening has created considerable momentum within the postal sector
and is likely to further generate changes (e.g., operationally and customer
focused). There seems to be broad agreement that postal services do not
constitute natural monopolies. Competition is not an end in itself, but a means to

promote innovation, investment and consumer welfare.”

In only one area does the Postal Directive directly set out quality
standards for universal service: routing time targets for international mail
between EU countries. For such mail, the Postal Directive further requires that
terminal dues should be transparent and non-discriminatory as well as cost-
oriented and related to the quality of service achieved. This has forced EU postal
operators to depart from the Universal Postal Union (UPU) terminal dues in favor
of multilateral agreements that are better aligned with the cost of delivering
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incoming mail and adjusted for the delivery times achieved in the destination
country. Since adoption of the first Postal Directive in 1997, routing time
performance® has improved dramatically for both international and domestic

mail.

United Kingdom

The current Postal Services Act in Great Britain was enacted in 2000. The
Postal Services Act dissolved the British Post Office and transferred its assets to
a new company, Royal Mail Group plc, organized under normal corporation law,

but with all shares owned by Government.

The Postal Services Act created the Postal Services Commission
(Postcomm) as a regulator for the postal services sector. Postcomm was
granted broad regulatory powers that include authority to set detailed standards
for universal service and to determine the scope of liberalization. According to
the statute, Postcomm’s objectives are, in order of priority: (1) to ensure the
provision of universal service; (2) to further the interests of users of postal
services by promoting effective competition; and (3) to promote efficiency and

economy on the part of postal operators.

Postcomm has ensured universal service by attaching a USO and specific
standards for universal services to Royal Mail’s license. Service standards
include routing time requirements and the obligation to deliver and collect mail
every day. A uniform tariff is required for single-piece mail, but Royal Mail may
charge non-uniform tariffs for most bulk mail products.

%2 For purposes of this chapter, the term “routing time” means all applicable end-to-end
measures of service performance.
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As of 2003, Postcomm liberalized the bulk mail segment by granting
licenses to several operators to provide delivery of bulk mail while Royal Malil
retained a monopoly to deliver non-bulk letters. In addition, Postcomm requested
Royal Mail to grant downstream access at substantial discounts, an approach
similar to the U.S. worksharing model. Following introduction of downstream
access in 2004, consolidators captured a significant market share and processed
approximately 10 percent of total UK mail volume in FY 2006/2007. The market
was fully liberalized as of January 2006. Despite full liberalization in 2006, end-
to-end competition is virtually nonexistent. In FY 2006/07, alternative end-to-end

operators delivered less than 0.2 percent of total mail volume.

In late 2007, the British government charged an “independent review
panel” with a comprehensive review of the postal services sector. In its
preliminary conclusions, this panel noted overall positive effects of competition.
Royal Mail’'s quality performance is “at record levels.” Large businesses “have
seen clear benefits from liberalization: choice, lower prices and more assurance
about the quality of the mail service.” However, the panel also found no
significant benefits from liberalization for smaller businesses and domestic
consumers and considered that universal service was endangered by the weak
performance of Royal Mail. There appears to be public concern over the

reduction in the number of Royal Mail retail outlets.

The review panel expressed concern that Royal Mail “is less efficient than
its competitors and many of its European counterparts.” It is expected that
changes to the governance and commercial flexibility of Royal Mail will be at the

heart of the recommendations of the independent review.
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Germany

In reforming the postal sector, Germany has pursued two important
strategies. First, in 1994, the postal administration was corporatized into a joint
stock company (Deutsche Post AG (Deutsche Post)) organized under the same
corporate law as a private company. The German government has gradually
reduced public ownership in Deutsche Post to 31 percent (as of 2008) and has
announced plans to further reduce its ownership in the near future. Second, in
1997, a new regulatory framework for postal services was adopted. The
telecommunications regulator was given responsibility for the postal sector, and
the postal monopoly was replaced by a licensing requirement for letter mail. The
postal regulator was made responsible for ensuring universal service and
regulating postage rates by appropriate orders. As a transitional measure, the
new law granted Deutsche Post an “exclusive license” for the carriage of
lightweight letters. This exclusive license ended at the end of 2007.

German postal law does not impose an obligation to provide universal
service on a specific operator. The legislation assumes that universal service will
generally be provided by all operators in the market jointly. The law also
provides a procedure to ensure the universal service by regulatory intervention in
cases where universal service is not provided by the market. In such case, the
regulator can ensure universal service either by issuing orders directed to a
dominant postal operator or by contracting with postal operators through a public
tendering procedure. To determine when intervention will be necessary, the
regulator closely monitors compliance of the market with legal standards for the
universal service. Standards for universal service are determined by an
ordinance issued by the government with the approval of the legislature. These
standards relate to the minimum number of retail outlets, daily collection and
delivery, and routing time targets for non-bulk mail. Up to the present, the

regulator considers that universal service has been provided adequately by the
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market and has not deemed it necessary to take any action to ensure universal

service.

Between 1998 and 2007, several hundred private operators have entered
the German mail market to compete with Deutsche Post. This was possible
because the regulator granted special licenses for value-added services, e.g., for
guaranteed overnight delivery. Most entrants operated only locally, as they were
able to meet the license requirements only within a small area of operations.
Following repeal of the remaining monopoly at the end of 2007, some private
operators expanded their operations, and many local operators cooperated with
local operators of other areas to achieve full national coverage. In 2007,
competitors had achieved a combined market share of 10.4 percent of volume.

The initial market opening in Germany appears to have had a positive
impact on universal service. German mail volumes have continued to grow.
Routing time performance of the incumbent has been consistently high and
above regulatory targets. The size of the incumbent’s retail network has
remained relatively constant, but about 80 percent of post offices were
transformed into contract agencies since the mid 1990s. Starting from a high
level in the 1990s, prices have deceased slightly for private customers and more
substantially for business customers. Following privatization, Deutsche Post has
enjoyed substantial commercial flexibility and has been able to cut costs
considerably while achieving a high level of profit. The incumbent’s universal
service was the most profitable area of its business. The German regulator
monitors universal service permanently. It has found no indications that
universal service was at risk at any time and no need for external funding to

maintain universal service.
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The initial success with postal liberalization in Germany has, however,
been called into question by the German government’s imposition of a minimum
wage requirement on the postal sector effective January 1, 2008, the date on
which the mail market was completely liberalized. As of January 1, 2008, all
providers of mail services are required to pay as a minimum wage, the wages
contained in the agreement between the union representing postal workers and
the employers’ association, the largest member of which is Deutsche Post.
While a lower court has declared the wage requirement to be null and void, that
decision is currently on appeal. In the meantime, one competitor has filed for

bankruptcy and it is unclear whether two others will remain in the market.

Nevertheless, the German experience with liberalization has been colored
by allegations that Deutsche Post’'s exemption from the Value Added Tax (VAT)
has distorted competition to the disadvantage of potential market entrants, such
as TNT Post. Recently, the German government has proposed a revision in its
VAT regulation that would arguable eliminate Deutsche Post’'s exemption. TNT

Post has objected to the proposal as inadequate.

Sweden

In 1993, Sweden became the first country in the world to abolish entirely
the postal monopoly. In 1994, the postal administration (Sweden Post) was
corporatized as a joint stock company, but remained state owned. In the same
year, the postal regulator, Swedish Post and Telecom Agency (PTS), was

established.

The incumbent Sweden Post is obliged to provide universal services. This
obligation is included in the license granted to Sweden Post. The Swedish
Postal Services Act sets out a broad definition of universal service which
includes, inter alia, a routing time target for First-Class letters, a requirement to
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collect and deliver 5 days per week, and a requirement to maintain a public retail
network for postal services. Uniform tariffs are required only for single-piece

items.

Fifteen years after full market opening, Sweden Post still dominates the
Swedish postal market. In 2007, about 90 percent of total mail volume was
delivered by Sweden Post. The only important competitor, CityMail, started
operations in 1991. Today, CityMail is owned by Norway Post, the public
operator of Norway. CityMail is specialized in delivering computer-generated
(i.e., pre-sorted) bulk mail to recipients located in Sweden's largest cities,
delivering to a little over 40 percent of all Swedish households. CityMail delivers
mail only two times per week. It thus competes with the economy bulk mail

service offered by Sweden Post, but not with First-Class Malil.

After liberalization, the incumbent Sweden Post has continued to provide
universal service. Routing time performance improved considerably in the 1990s
and has remained at high levels. Sweden Post has transformed the post office
network by replacing more than 80 percent of traditional post offices with contract
agencies. These changes were perceived very negatively by customers during a
transition period, but customer satisfaction with the access to postal services
improved in subsequent years, as customers have recognized benefits from the
longer office hours of contract agencies. In the first years following liberalization,
Sweden Post increased retail tariffs significantly while introducing price
reductions for business customers. A regulatory price cap was introduced to
prevent further increases in public tariffs. For bulk mail customers, prices have
dropped considerably and quality has improved, in particular for mail to areas
served by CityMail. After a period of mediocre profitability in the 1990s, and
despite falling mail volume in the new millennium, Sweden Post has reported

solid profits margins of around 5 percent in the last 5 years.
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In summarizing the Swedish experience with postal liberalization, the
regulator PTS has concluded “full competition in the letter market has not
affected the universal service provider’s ability to provide a profitable nation-wide
postal service at reasonable prices.” To the contrary, “competition has furthered

improvements in quality and efficiency.”®®

The Netherlands

The Netherlands was the first European country to privatize its postal
administration. In 1989, the Dutch postal and telecommunications administration
was transformed into a private company organized under normal corporate law,
Koninklijke PTT Nederland (KPN), that was owned 100 percent by the
government. In 1994, KPN was listed on the Amsterdam Stock Exchange, and
the government sold 30 percent of its shares. In 1995, the Dutch state sold a
further 25 percent of KPN. In 1996, KPN acquired the Australian express
company TNT. The postal activities, including TNT, were separated from KPN in
1998 in a “demerger,” and the new postal company was named TNT Post Groep
N.V. (TPG). TPG was listed on stock exchanges in Amsterdam, London,
Frankfurt, and New York. In 2006, TPG was fully privatized when the Dutch
government sold the last of its shares, and the company was renamed TNT N.V.

In 1997, the regulator, Independent Post and Telecommunications
Authority (OPTA), was established. OPTA's responsibilities in the postal sector
are limited to monitoring whether TNT’s provision of universal services meets the
legal requirements. The competent ministry, not the regulator, has set a price
cap for the public tariff for non-bulk letters. This ministry has also issued a

license to TNT that includes an obligation to provide universal service. Specific

8 PTS: “The liberalized Swedish postal market. The situation 14 years after the abolition
of the monopoly.” March 2007, p. 7.
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USO standards in the Netherlands relate to a minimum set of letter and parcel
services that must be offered, the operation of a public retail network, a routing
time target, and the obligation to collect and deliver mail 6 days per week. A
uniform tariff requirement relates only to single-piece mail; non-uniform tariffs

may be charged for bulk mail.

In 2000, delivery of direct mail (addressed advertising) was opened to
competition, but a monopoly on correspondence was maintained. Subsequently,
competition has evolved in the direct mail market. Two entrants have built up
nationwide delivery networks and deliver direct mail twice per week. OPTA
estimates that in 2007 entrants delivered about 14 percent of all addressed mail.
Full market opening was announced by the Dutch government for 2008, but has
been postponed. At present, the timing for the final step of liberalization is
uncertain (but must occur before the end of 2010 according to the EU Postal

Directive).

Following privatization and gradual liberalization, TNT has improved and
maintained very high service levels. The post office network has been
restructured by introducing contract agencies. TNT'’s retail prices have increased
largely in line with consumer prices, but prices for bulk mail have declined slightly
as a result of competition. For business customers, competition in the direct mail
market has led to increased choice. TNT and its competitors today offer a wider
range of services, e.g., different routing times from overnight to a cheap 6-day
service. The incumbent TNT operates very profitably in the competitive
environment. There are no indications that competition has had any negative

impact on service levels or on the financial viability of TNT.
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Australia

Australia Post was corporatized with the Australian Postal Corporation Act
of 1989. The postal administration was transformed into the “Australian Postal
Corporation,” a government business or “state enterprise,” with the government
as its sole shareholder. The Australian Competition and Consumer Commission,
an independent statutory authority under the Trade Practices Act, has some
regulatory functions in the postal sector, particularly with regard to tariff
regulation, transparency of regulatory accounts, and monitoring undue cross-

subsidy between competitive and reserved services.

By statute, Australia Post is charged with two missions: (1) an obligation
to perform its functions as far as practicable “in a manner consistent with sound
commercial practice,” and (2) a mission to abide by a “community service
obligation,” a notion similar to the concept of universal service in other countries.
Australia Post’'s commercial mission implies an obligation to make profits and pay
dividends to the public owner. In the last 10 years, annual dividends paid by
Australia Post to the government have amounted to more than 5 percent of
annual revenues. Specific standards for the community service obligation
include a minimum set of services that must be offered, rules for the public retail
network, universality of service, a routing time target, and an obligation for daily
delivery. Australia Post is required to charge uniform tariffs for all universal

services.

In the early 1990s, there were political discussions about introducing
competition into the postal sector, but the idea was not pursued. (Similar
discussions took place at the same time in New Zealand which led to a complete
repeal of the postal monopoly.) In 1994, the reserved area was reduced to
include only letters weighing less than 250 grams and charged less than 4 times
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the basic stamp price. Intracorporate mail and outbound international mail are

liberalized.

Reduction of the monopoly weight and price limits in 1994 has not led to
noticeable competition in mail delivery. Therefore, no immediate impact of
market opening on the universal service can be identified. Australia Post has
been operating profitably for many years, and there are no indications that the
commercial objectives of Australia Post have had a negative impact on universal
service. By contrast, the coverage of home delivery was increased, routing time
is consistently at high levels, and prices have increased less than the Consumer

Price Index.

New Zealand

More than any other industrialized country, New Zealand treats the
collection and delivery of documents and small parcels as a normal commercial
activity. The Postal Services Act of 1988 repealed the postal monopoly and
imposed common carrier-like obligations on all postal operators, including New
Zealand Post. A "postal operator” is any person in the business of transporting
"any form of written communication, or any other document or article" for less
than NZ$ 0.80 (61¢ U.S.) per item. Each postal operator must file a basic
registration form with the government. New Zealand Post does not receive a
public subsidy or payments from a universal service fund. There is no postal
regulator although postal operators are subject to normal business regulation.
New Zealand is a member of the Universal Postal Union and signatory to the

Universal Postal Convention.

Statutory obligations imposed on postal operators are designed to protect
the rights of senders and receivers. For example, each postal operator must
identify items that it carries by means of a "postal identifier,” an indicator like a
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traditional postmark. Postal operators are forbidden from opening postal items or
divulging their contents "without reasonable excuse." Postal operators must
notify addressees if a postal article is opened and explain the reasons for doing

so. Undeliverable items must be returned to the sender.

The Postal Services Act does not require either New Zealand Post or
postal operators generally to maintain "universal service." Nonetheless, the
government, as owner, obliges New Zealand Post to provide universal service in
accordance with a contract, called a "Deed of Understanding” (Deed). In the
Deed, New Zealand Post has agreed to provide a specified minimum level of
national services. There are no rate standards, price caps, or accounting
regulations. New Zealand Post is required to publish a quarterly report giving

limited information about discounted or non-standard contracts.

Postal reform in New Zealand has been highly successful by most
measures, but not wholly free of difficulty. After the government's 1988 decision
to corporatize the post office and terminate the public service subsidy, New
Zealand Post closed one-third of its post offices. Despite public outcry,
Parliament concluded that provision of postal services by agencies such as
bookshops and dairies was acceptable. In 1995, New Zealand Post abolished a
long-standing charge for home delivery of mail in rural areas and lowered its
First-Class stamp price. New Zealand Post has substantially increased volumes
and productivity since 1990. It has been profitable every year with revenues
exceeding expenses by an average of 10 percent. New Zealand Post has met,
and often substantially bettered, the minimum service criteria set in the Deed of

Understanding.
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Canada

The postal law in Canada is the Canada Post Corporation Act of 1981
(CPCA). The CPCA established Canada Post Corporation (Canada Post).
Although denominated a "corporation,” Canada Post is essentially a department
within the government of Canada. There is no independent postal regulator in
Canada. Canada is a member of the Universal Postal Union and signatory to the

Universal Postal Convention.

The universal service obligation established by the CPCA is set out in
general terms. The CPCA does not use the term "universal service." It declares
that one of the objects of Canada Post is to "operate a postal service for the
collection, transmission and delivery of messages, information, funds and
goods." The CPCA declares that Canada Post shall "have regard to" several
factors in maintaining "basic customary postal service" including "the desirability
of improving and extending its products and services," the need to provide "a
standard of service that will meet the needs of the people of Canada and that is
similar with respect to communities of the same size," and the security of mail.
Canada Post is obliged to charge rates that are "fair and reasonable and
consistent so far as possible with providing a revenue . . . sufficient to defray the
costs."® In December 1998, the government approved a "policy framework"
which established overall and financial objectives for Canada Post and capped

increases in the basic postage rate at two-thirds of the Consumer Price Index.

The CPCA grants Canada Post a monopoly over “collecting, transmitting
and delivering letters.” The most important exception is for urgent letters, defined

as letters transmitted for a fee equal to or greater than 3 times the regular rate for

8 Canada Post Corporation Act § 19(2).
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a domestic 50 gram letter. Canada Post, with the approval of the government,
has defined the term “letter” to mean “one or more messages or information in
any form, the total mass of which, if any, does not exceed 500 g, whether or not
enclosed in an envelope, that is intended for collection or for transmission or
delivery to any addressee as one item.”® The regulation excludes from this

definition several types of items and letters carried under certain conditions.

In April 2008, the government established an independent advisory panel
to conduct a strategic review of Canada Post. The terms of reference
established four principles which limit the scope of the review: (1) Canada Post
will not be privatized and will remain a Crown corporation; (2) Canada Post must
maintain a universal, effective, and economically viable postal service;

(3) Canada Post is to continue to act as an instrument of public policy through
provision of postal services; and (4) Canada Post is to continue to operate in a
commercial environment and is expected to attain a reasonable rate of return on
equity. Public comments were submitted in September 2008. The advisory

panel’s report is due in December 2008.

% | etter Definition Regulations, SOR 83-481 at § 2.
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Economics of the Universal Service Obligation
and the Postal Monopoly

Sections 701 and 702 of the PAEA require the Commission to estimate
the costs of the Universal Service Obligation and the value of the existing
monopoly. The first section of this chapter reviews the approaches taken to

these same tasks in other countries.

Other countries have taken two basic approaches—the “net avoided cost
approach” and the “profitability approach.” The first approach focuses primarily
on the financial effect of eliminating services whose revenues do not cover their
avoidable costs. The second approach compares profit levels under the status
quo to profit levels under a “what if” scenario in which one element of either the
USO or the monopoly is changed. The focus shifts to imagining how a profit-
maximizing postal operator would respond to all aspects of the new commercial
environment. Consistent with most of the academic literature, the recent
analytical work done in other countries, as well as the Postal Service’s study of
these topics, the Commission evaluates changes to the Postal Service’s current
Universal Service Obligation and its current monopoly protections in terms of

their impact on Postal Service profits.

The second section of this chapter describes the Commission’s analytical
method. It explains that, wherever possible, the Commission uses the

profitability approach to analyze one change at a time. It compares the profit

101



Report on Universal Postal Service and the Postal Monopoly

impact of each change to the profits earned under the current set of USO
burdens and monopoly protections.

The third section of this chapter develops specific estimates of the
financial burden of the USO using the profitability approach. These calculations
of the financial burden of the USO estimate the change in net income that would
occur if a particular USO element were eliminated, regardless of whether the
Postal Service is making or losing money under current USO and monopoly
policies. In this part, the Commission observes that easing the Postal Service’s

USO burdens would have the effect of improving net income.

The fourth section of this chapter explains how the Commission separately
calculates the value of the letter mail monopoly and the value of the mailbox
monopoly. In addition to the “profitability approach,” the Commission applies the
“entry pricing” concept. This concept makes assumptions about what the costs
of a private entrant would be, what discount it might offer, and what volume
response it could expect, if it were allowed to deliver mail wherever it could make
a profit. Because other countries generally assume that monopoly protections
will be phased out, few have analyzed the value of the monopoly. For that
reason, this chapter does not discuss efforts in other countries to place a value
on monopoly protections.

The opportunity cost of retaining the letter and mailbox monopolies in

terms of foregoing the potential benefits of innovations that might be generated

102



Chapter 4. Economics of the Universal Service
Obligation and the Postal Monopoly

by an active, competitive market also is not estimated in this report.®® Supporting

material for each of these parts can be found in Appendix F.

Efforts to Calculate the USO Abroad
Introduction

The concepts used to calculate the costs of a Universal Service Obligation
were first developed in the 1990s. Since 2000, empirical efforts have been made
in a number of developed countries to quantify the cost of these obligations in the
postal sector. There are nine relevant examples of methods used to calculate
the cost of USO mandates. Eight are from European countries, and one from

Australia. This chapter summarizes these methods and results.

It should be emphasized that only a few of these efforts were undertaken
to quantify the amount of compensation that governments should pay to postal
operators to cover the cost of the USO. They were undertaken primarily to guide
public policy toward deregulating postal markets, by assessing whether Universal
Service Obligations would impose substantial costs on the incumbent operator or

its competitors in a deregulated market.

The methodologies adopted to calculate USO costs followed one of two
broad approaches. Most of the earlier efforts follow the Net Avoided Cost
approach. This approach uses accounting costs to assess whether the revenues
generated by individual postal products, product groups, or “mail paths,” cover
their costs.®” Most analyses that apply this approach do not explicitly determine

% properly, any such analysis also would attempt to quantify offsetting costs of potential
market disruption.

67 “Mail paths” are combinations of products, customer types (business or residential),
and deposit or delivery areas (urban or rural).
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a “reference scenario;” that is, they do not discuss explicitly how the postal
operator would change service levels if the USO were eliminated. In these
analyses, the cost of the USO is calculated as the sum of losses incurred by
particular products, product groups, or mail paths. They implicitly assume that all
products, product groups, or mail paths that do not cover their costs would be
discontinued by the postal operator if there were no USO. Analyses applying the
Net Avoidable Cost approach generally do not focus on how the postal operator

would adjust to the absence of a USO mandate to maximize its profits.

The second approach is the “profitability approach.” The theoretical
concept of the “profitability approach” was developed (separately) by Helmuth
Crémer and John Panzar.® It asserts that the measure of the cost of the USO
that is most relevant is the change in the level of profit that the operator could

achieve if no USO were imposed.

This profitability approach requires the analyst to engage in a “before” and
“after” analytical exercise. It identifies an element of the USO the postal operator
would alter, or discontinue, in the absence of a USO. The “before” condition is
the status quo. The “after” condition is the market environment without the
specified element of the USO. The crucial task under this approach is to
determine the level of service a profit-maximizing postal operator would provide if
the USO were eliminated. To achieve clarity in this analytical exercise, it is
necessary to identify what elements of the status quo have an important effect on

the outcome so that they can be explicitly dealt with (explicitly held constant or

% See Crémer, H., Grimaud, A. and J.-J. Laffont (2000): “The Cost of Universal Service
in the Postal Sector.” In: M.A. Crew and P.R. Kleindorfer (Hrg.): Current Directions in Postal
Reform, Kluwer Academic Publishers, Boston, MA, S. 47-68; and J. Panzar (2001): “Funding
universal service obligations: the costs of liberalization." In: M.A. Crew and P.R. Kleindorfer
(Hrg.): Future Directions in Postal Reform, Kluwer Academic Publishers, Boston, MA, S. 101-1.
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changed, as appropriate) when profits under the “after” condition are calculated.
The more recent analyses of the cost of the USO tend to follow the “profitability

approach.”

A review of international USO costing methodologies leads to the
conclusion that USO costs, if there are any, are likely to take three forms.

Absent a USO, postal operators might increase profits by

— Reducing the frequency of delivery from five or six deliveries per
week. The greatest incentive for reductions occur in areas with
high unit delivery costs, e.g., in the most rural areas.

— Reducing the number of postal offices, and substituting contract
agencies for traditional postal offices.

— Eliminating “social” pricing. For example, postal operators might
stop delivering mail to the blind without a charge. (Regular postage
might be introduced for services for the blind, or free delivery could
continue in return for a government subsidy.)

There have been few international efforts to model the reduction in profit
caused by requiring that a uniform rate be charged nationwide for a standard
postal service. This largely reflects the fact that many European postal operators

are not barred from charging non-uniform rates to bulk mailers.

Nine international studies of USO costs are briefly summarized below.
Although there is no bright line separating them, those that rely more heavily on
Net Avoidable Cost concepts are discussed first, followed by those that rely more

heavily on the profitability approach.
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Studies Using the “Net Avoidable Cost” Approach

Belgium Postal Regulator. The Belgian Institute for Postal Services and
Telecommunications calculates the cost of the USO as the aggregate loss of all
universal service products, minus the aggregate profits from reserved products.
It relies entirely on the product accounts of the postal operator. No reference
scenario is explicitly developed to compare to the status quo. Fully distributed
costs are used to estimate which costs could be avoided if the USO were

relaxed.

No estimates using this approach have been published. Belgium has not
compensated the Belgian Post for the USO, nor has it established a fund from

which compensation could be paid.

Danish Competition Authority. The Danish Competition Authority (DCA)
focuses on revenue and costs of regulated product groups. These product
groups are defined, in part, by the area in which they are delivered (rural or
urban). The cost of the USO is calculated as the aggregate loss of all universal
service products minus profits from 10 product groups (five product groups each
associated with either a rural or an urban delivery area). The model assumes
that if there were no USO mandate, delivery would be discontinued wherever
revenues do not cover costs. It does not consider reducing the frequency of

delivery as a mitigating strategy.

The costs of the product groups in DCA’s model are those reported in the
regulatory accounts of Post Danmark. Because these are fully distributed costs,
they do not serve as a good proxy for avoidable costs. The study’s estimates are
further weakened because they simplistically assume that all unprofitable product
groups (i.e., those delivered in rural areas) would be discontinued if there were
no USO.
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The DCA estimates that in FY 2005, the cost of the USO was 700 million
DKR ($149 million U.S.), or about 7 percent of Post Danmark’s operating

expenses.

United Kingdom/Postcomm. In 2001, to help prepare for the deregulation
of postal markets in the EU, the postal regulator in the United Kingdom,
Postcomm, assessed the costs and benefits of the current universal service
provision. Postcomm’s analysis used revenue and cost data for more than
20,000 mail paths (combinations of product and service location), supplied by
Royal Mail. It calculated profits and losses at different levels of aggregation. At
the most disaggregated level (individual mail paths), Royal Mail calculated long-
run marginal costs, which Postcomm used as a proxy for avoidable costs. The
data only allows “first round” cost and revenue effects to be considered, i.e., the

direct cost and revenue effects of discontinuing specific mail paths.

FY 1999/2000 total net avoided costs for unprofitable mail paths were
calculated to be 81 million GBP ($181 million U.S.), or about 1.5 percent of Royal
Mail’s operating costs (of its domestic mail and distribution business). At higher
levels of aggregation (e.g., at the product level) net avoidable cost estimates are

significantly less.

Studies Using the “Profitability Approach”

United Kingdom/Frontier Economics. In October, 2007, Postcomm
commissioned Frontier Economics to analyze the impact on Royal Mail of
changing elements of the USO. In contrast to Postcomm’s previous estimation of
USO costs, summarized above, Frontier Economics calculated the profit impact
of three important changes to Royal Mail’s current USO on the company’s
profitability. These changes were (1) lower routing time targets for First-Class

mail; (2) the end of Saturday delivery; and (3) the collapse of first- and
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second-class service into a single 2-day service. In its “after scenario,” the
model included explicit assumptions about the level of competition that Royal
Mail would face as it freed itself from unprofitable services. This approach
considered the cost effects of changes in Royal Mail's operations and volumes
(in its operational cost model), demand effects, and effects on Royal Mail's

market share.

Frontier Economics concluded that of all the universal service elements
considered in its study, only the obligation to provide Saturday delivery imposes
a significant constraint on Royal Mail.** The additional profits from abolishing
Saturday service were estimated at 271 million GBP, or approximately 4 percent

of operating costs.

Australia. Australian law requires that Australia Post periodically publish
the cost of the “Community Service Obligation” (CSO). Australia defines the
CSO as the part of the USO that would not be provided by commercial
companies under prevailing conditions. This aspect of the analysis resembles
the “profitability approach.” Australia Post quantifies the CSO by estimating the
revenues foregone and the costs that would be avoided by discontinuing

unprofitable “mail paths.”

Australia Post estimates losses incurred by retail facilities (after
hypothetically discontinuing unprofitable mail paths) and adds them to the CSO.
In FY 2005/2007, the cost of the CSO accounted for about 2.5 percent of total
operating expenses. This loss was funded by internal cross-subsidy.

% For example, it concluded that Royal Mail would offer First-Class service (1-day
delivery) to meet the competition of likely entrants even in the absence of a USO requiring it.
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Denmark/Copenhagen Economics. The Danish Chamber of Commerce
commissioned the firm Copenhagen Economics (CE) in 2007 to estimate the
cost of the USO to the incumbent, Post Danmark. CE’s approach has three main
elements. The study followed the “profitability approach” because it focused on
the market conditions that the operator would face in the absence of the USO
mandate and the operator’s likely response to those conditions.” It identifies
services or service elements that Post Danmark would provide at lower service
levels, or discontinue, in absence of the USO; it estimates the revenues that Post
Danmark would lose if it reduced or discontinued those services; and it estimates
the incremental costs of the elements of the USO that it thinks would restrict the

commercial flexibility of Post Danmark.

CE focuses on those elements of the USO which, in CE’s view, unduly
restrict the commercial flexibility of Post Danmark. Generally, these are service
elements that Post Danmark would have no business need to provide in a
deregulated environment. CE concludes that if there were no USO, Post
Danmark would likely stop providing nationwide Saturday delivery and would

charge for services for the blind.

Acknowledging that the data available from Post Danmark are limited, CE
estimates the FY 2007 costs avoided and the revenues foregone by eliminating
Saturday delivery, and the cost of providing free services for the blind were
10 million DKK ($32 million U.S.). This was 1.5 percent of Post Danmark’s
operating costs in 2007. CE argues that this USO cost was offset, to a degree,

" The study quantifies “first round” revenue effects only. Longer-term effects, however,
were considered in developing what CE considers to be a “realistic” alternative business model.
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by unquantified benefits derived from its status as the designated universal

service provider.

France/La Poste. La Poste uses a version of the “profitability approach” to
calculate the USO cost of accessing the system through retail post offices (its
“branch network”). It econometrically models the costs and revenues of what it
imagines would be the profit-maximizing “commercial” branch network it would
operate in the absence of any USO obligation. La Poste competes with other
financial companies. The econometric model partly reflects this by estimating the
probability that demand will shift to an adjacent La Poste retail facility office, or to
a competitor. It calculates the cost of the USO as the net cost of building out the
branch network to meet the specific density requirements defined by the USO.™
La Poste has not published any results from its calculations of these extra costs

of its branch network, nor has it estimated the cost of other aspects of the USO.

Norway/Norway Post. According to Norwegian law, if Norway Post
provides evidence that the incremental costs of USO services exceed their
revenue, the government can purchase these services from Norway Post. It did
this for several years before 2005. Norway Post has been using a model to

calculate what an appropriate government subsidy of its USO costs would be.

Norway Post’s approach is to determine what a plausible strategy would
be for it to follow in the absence of the USO, in particular, what "strategic” service

level it would provide. The strategic service level is determined by profit-

™ La Poste’s analysis involves an additional step that serves a different purpose. The
cost difference between the hypothetical “USQO” branch network and the current one is considered
to be the cost of meeting the requirements of regional planning. It does this because La Poste is
subject to regional planning requirements as well as the universal service obligation.
Compensation for the cost of meeting regional planning requirements takes the form of tax
reductions, while the cost of the USO is subsidized internally by the reserved services.
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maximizing considerations, focusing on frequency of delivery, number of mobile

retail offices, and service to remote islands.

Norway Post constructs an “after” scenario in which there is no USO. It
concludes that there would be localized reductions in service quality, primarily
with regard to frequency of delivery. It assumes that these cutbacks in service
for a few areas would have only a negligible effect on sales. For the same
reason, it concludes that the potential benefits resulting from providing service

nationwide would not be significantly impaired.

For 2005, Norway Post reported a net loss from providing unprofitable
postal services of 253 million NOK ($50 million U.S.), or about 2.3 percent of total

operating costs.

Switzerland/Swiss Post. Swiss Post calculated the USO burden
associated with three USO activities: retail (“acceptance and sales”); local
transportation (“transport from and to the retail outlets”); and delivery (the time
spent traveling the delivery route without making any stops). The fixed costs of
the first and second activities are assumed to be driven by the number of retalil
outlets in the branch network. Swiss Post interprets the third activity as the fixed

cost of delivery, driven by the number of delivery points.

Swiss Post constructed an “after” scenario for its retail and transportation
activities. In it, Swiss Post assumed that it would operate 500 outlets instead of
about 2,000 outlets. Swiss Post assumed that all current demand (and thus all
variable costs) would shift to the 500 remaining retail outlets. It viewed the cost
of the USO as only the fixed cost that the closed offices would have incurred.
With respect to delivery costs in the “after” scenario, Swiss Post assumed that it

would serve only 70 percent of Swiss households. It included only the fixed route
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costs of serving the unprofitable 30 percent of households in USO delivery costs.
This approach estimated USO costs in FY 2007 to be 500 million CHF

($460 million U.S.), or nearly 8 percent of Swiss Post’s operating costs.

The Swiss regulator rejected Swiss Post’'s method of estimating the USO
cost of transportation and delivery, but accepted the model for calculating USO
costs incurred by the retail network. The regulator adjusted the hypothetical
profit-maximizing retail network upward to 1,700 outlets. It assumed that 1,000

of those retail facilities would be contracted out.

The USO cost estimated for the FY 2007 retail network approved by the
regulator was 200 million CHF ($184 million U.S.), which was approximately
3 percent of Swiss Post’s operating costs.

Methods of Estimating the Cost of the USO and Postal Monopoly

This section explains the profitability approach the Commission uses to
estimate the cost of the USO requirements imposed on the Postal Service and
the value of the letter and mailbox monopolies that it enjoys. Focusing on Postal
Service profits makes it possible to directly measure the burden of the USO and
the market value of its monopoly position. This approach calculates the amount
of profit that the Postal Service would gain if it were relieved of its USO burden,
or the amount that it would lose if one or both of its monopoly protections were
removed. In each case, this exercise directly measures the opportunity cost, in

dollars, of the policy under review.

Because our preferred methodology calculates changes in Postal Service
profits, it typically requires estimates of those profits in two distinct operating
environments—the one before and the one after the policy alternative under

review is put in place. These comparisons will usually treat the current
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operations of the Postal Service as the baseline. In other words, the policy
alternative under review will be evaluated relative to the status quo. Since itis
pivotal to the preferred approach, great care is taken to identify the precise status
guo being analyzed. The historical and legal analysis in this report focuses on
what are, and are not, appropriately regarded as the Postal Service’s current
USO requirements and monopoly protections. Without clearly defining these
features of the current postal landscape, it is not possible to evaluate the impact

of removing them.

This report defines the status quo to include the current regulatory
environment. Specifically, it includes the system of price cap regulation
mandated by the PAEA and implemented by the Commission. The Commission
considers it unlikely that Congress would eliminate price cap regulation while
retaining the Postal Service’s monopoly position, at least in the near or middle
term. Therefore, the price cap regulation itself is treated as a given in almost all
of the policy alternatives evaluated as part of the Postal Service’s USO.

Much of the analysis of this chapter distinguishes the profit effect of
making changes to the USO from the profit effect of making changes in the
monopoly protections that the Postal Service currently enjoys. This report
calculates a dollar value for each combination of USO and monopoly elements
and estimates the level of profits that the Postal Service would earn in the
resulting environment. An example would be keeping the current USO burden
while retaining only the mailbox aspect of the Postal Service’s monopoly.
Changing only one dimension (USO burden or monopoly protection) while
holding the other constant makes it possible to precisely define the before and

after conditions needed to evaluate the policy change under review.
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Figure 1 illustrates this approach graphically. This figure is a three
dimensional map of the “profit landscape” in which the Postal Service finds itself.
The profit landscape it depicts is stylized, rather than realistic, primarily because
it depicts the profit impact of only one of almost a dozen possible elements of the
USO. Itis meant to illustrate the concept of isolating the profit impact of various
elements of the Postal Service’s monopoly and USO by changing only one

element at a time. It does not attempt to graphically quantify the actual profit
impact of any individual elements.

Figure 1.

\\\\\\\\\

QUALITY

MANDATES
MONOPOLY

In Figure 1, the origin (O) represents the Postal Service without either

monopoly protections or USO mandates. The level of profit earned by operating
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under these conditions is D.”” Z represents the status quo, in which the Postal
Service enjoys both the letter and mailbox monopolies, and bears the burden of
all current USO service mandates. The level of profit earned by operating under
status quo conditions is A. Investigating the profit impact of relaxing the USO
mandates or eliminating monopoly protections can be visualized as working
one’s way back from A to D. Moving along only one axis at a time makes it
easier to understand what profit impact each change would have.

The “Quality” axis depicts USO mandates, represented here only by
frequency of delivery. A point all the way out from the origin on the “Quality” axis
represents the status quo (6-day delivery) without any monopoly protections.
Profits under this circumstance are shown by the height of B. As one moves
toward the origin along the “Quality” axis, USO mandates ease and profits rise.
This reflects the lower costs of providing less frequent service. A point part way
back toward the origin would represent 5-day-per-week delivery (C). Here,
profits are higher than at B where the USO is more stringent. The profit impact of
moving from 6- to 5-day delivery is the difference in height between B and C.
Going all the way back to the origin represents the elimination of the USO
delivery mandate. Here, profits rise further (to D). The profit impact of moving
from the current delivery frequency of 6 days per week to 3 days per week is the

difference in height between B and D. ™

2 Depicting positive profits at D reflects an assumption that under normal economic
conditions the Postal Service would be profitable if there were no monopoly protections and no
service mandates, largely because there are substantial scale economies in the delivery function
that it could exploit.

3 Where there is no USO mandate and no monopoly protection, the Commission
assumes that competitive pressure would require the Postal Service to maintain a delivery
frequency of at least 3 days per week.
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The “Monopoly” axis depicts monopoly protections. A point all the way out
on this axis would represent the Postal Service with both the letter and the
mailbox monopolies, but no USO burden. The profit corresponding to this
circumstance is F. As one moves inward toward the origin on the “Monopoly”
axis, monopoly protections are eliminated. Profits can be expected to fall, since
there is more competitive pressure to keep prices down and service levels up.
Moving part way toward the origin on the “Monopoly” axis represents the Postal
Service with the protection of the letter monopoly, but not the mailbox monopoly.
Profits under this condition are represented by E.” The difference in height
between F and E represents the profit impact of the mailbox monopoly only
(since USO burdens have not changed). Similarly, the difference in height
between F and D represents the profit impact of eliminating both the letter and
the mailbox monopolies. This difference measures the combined value of these

monopolies to the Postal Service.

It is apparent that the point at which the Postal Service’s profits will be
highest is the left corner of Figure 1, where both monopolies are retained, but
there is no USO. The point at which the Postal Service’s profits will be lowest is
the right corner of Figure 1, where there is no monopoly, but the entire USO is
retained. Partial easing of monopoly protections, combined with partial easing of
the USO burden, would be depicted by a vertical line in the interior of the map
whose height reflects the net effect on profit of a reduced monopoly and an
eased USO. As an example, Figure 1 depicts an environment in which there is a
letter mail monopoly only and 5-day delivery (G).

™ The small reduction of profits depicted at E is compatible with the Commission’s
conclusion that the value of the mailbox monopoly is much less than the value of the letter
monopoly.
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As noted, the “profitability approach” consists of carefully evaluated
“before” and “after” scenarios in which both the new environment and its profit
impact are hypothesized. It is often true that many operational differences can
be expected to take place moving from the “before” scenario to the “after”
scenario. In these instances, it is useful to decompose the change in postal
profits into its components. For example, by definition, the USO cost of reducing
delivery frequency from 6 to 3 days per week can be divided into two effects:
saved costs and foregone revenues. These, in turn, can consist of distinct price,
volume, and quality effects. Separately analyzing these effects makes it clear
what assumptions are being used to calculate the “after” results. For example,
separately analyzing the price and volume effects of reducing the frequency of
delivery makes it clear what assumption is being used about the elasticity of
volume with respect to frequency of delivery (the response of mailers to less

frequent delivery).

The Postal Service’s USO includes not just service quality mandates
(such as delivery frequency) but uniform pricing provisions as well. While these
may seem to be a substantially different type of constraint on Postal Service
operations, they can be evaluated using the same basic approach. The cost of
the uniform pricing constraint is measured by the increase in Postal Service

profits that would result from its removal.

“Uniform pricing” is used to describe two related, but distinct, types of
restrictions. The first, and most general, interpretation is that a uniform rate must
be charged nationwide for a particular class of mail, regardless of where it
originates or destinates. This condition is reflected in the Postal Service’s current
pricing of First-Class Mail. However, this kind of uniformity actually might not be
required by law in the United States. The second, less restrictive interpretation,
is that prices are allowed to vary by distance, but in a consistent way, regardless
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of where the mail originates or destinates. For example, if the Postal Service
were to introduce “local” and “non-local” rates, uniform pricing would require that

the two rates be the same throughout the country.

When analyzing either of these versions of the uniform pricing constraint,
one must analyze the profit effect of removing that constraint by carefully
specifying the condition of the market that is assumed to pertain after the
constraint is removed. As discussed above, most of the Commission’s analyses
of USO costs are carried out assuming that USO constraints are removed from
the status quo condition. It should be clear that the effect on profits of removing
the uniform pricing constraint would be relatively small in such a situation. If the
uniform pricing constraint were removed, the Postal Service would likely choose
to adjust prices so as to bring them more in line with costs. It would also likely
choose to better exploit differences in the elasticity of demand among the now
separated markets. Such marginal pricing changes could be expected to yield
only modest improvements in profit where the letter monopoly remains in place
and there is little threat of “cream skimming” by competitors. However, because
the status quo is assumed to prevail in all respects but price uniformity, any price

adjustments must continue to satisfy the original revenue cap.

The situation is conceptually quite different when attempting to measure
the costs imposed by the uniform price mandate after the monopoly has been
eliminated. In that situation, entrants into the market can be expected to engage
in “cream skimming” by undercutting the Postal Service’s uniform price in low-
cost areas, secure in the knowledge that the Postal Service could not compete
without lowering price in the (unthreatened) high-cost areas as well. The result is
a substantial reduction in profitability because the Postal Service would not be

free to selectively match the entrant’s price in low-cost areas.
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Estimates of the Current Level of the USO in the United States
Scope of the Analyses

In the United States, there has been little previous discussion, let alone
agreement, on the elements that are part of the postal “USO.” In contrast, in
Europe there have been many policy analyses, quantitative estimates,
governmental directives, and actual legislation concerning the postal USO. This
analysis identifies USO elements from the specific requirements that are
contained in relevant statutory language. In addition, it examines elements
Congress might be expected to include if it were to explicitly define a postal USO.
The following summarizes the assumptions that lie behind the Commission’s

approach to defining the USO.

The Commission interprets “universal” to mean something that applies to
virtually every person or address, with the exception of extreme cases such as
addresses that can not be accessed by road, water, or rail. The Commission
interprets “service” to mean an aspect of postal service that affects persons or
businesses acting as senders or recipients. This would include access to
counter service; mode; frequency; speed and reliability of delivery; the range of
products offered; conditions of mailability; and responsiveness of the Postal

Service to complaints.

The Commission interprets “obligation” to mean what is currently required
of the Postal Service by statute. “Obligation,” in the Commission’s view, also
includes requirements that are implied by statute. However, for purposes of
discussion, obligations specifically established by statute are referred to in this
chapter as “hard” USO mandates. Requirements that are implied by current
Postal Service practice, or by common practice abroad, are viewed as basic
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service features. The Commission refers to these requirements as “soft” USO

mandates.

Profit Impact of the USO

This section describes each “hard” and each “soft” USO element
examined by either the Commission’s contractor, GMU, or the Postal Service’s
contractor, IBM. It analyzes how its elimination would have affected Postal
Service profits in FY 2007, applying the methods described above in the second

section. The profit impact of each element is summarized in Table 1.

Table 1.

Profit Increase from Eliminating Selected USO Mandates

(FY 2007 $ billion)

Mandate PRC GMU IBM
Reducing Delivery from 6 Days to 5 Days 1.930" — 3.504
Reducing Delivery from 6 Days to 3 Days — 5.200 —
Nonprofit Mail Discounts 1.150 1.150 1.100 (FTC)?
Unzoned Media/Library Rates 0.063 0.063 —
Losses on Market Dominant Products 0.448 0.448 0.500 (FTC)?
Measuring Service Performance — 0.182 —
Maintaining Small Post Offices 0.586 0.586 0.588t0 1.433
Alaska Air Subsidy 0.107 0.107 0.100
Uniform Rates for First-Class Malil 0.130 0.130 —
Uniform Rates for Standard Mail — — 1.400 (low entry)
Requiring Direct Delivery to All Addresses — 0.101 —
Requiring Six-Day Delivery to All Addresses — 0.001 —
TOTAL 4.414 7.968 7.192 to 8.037

1 GMU estimate.
% Federal Trade Commission estimate adopted by IBM.

120




Chapter 4. Economics of the Universal Service
Obligation and the Postal Monopoly

The Commission’s estimates of the profit impact of the USO are
summarized in the left column of Table 1. In large part, they reflect the research
conducted under a Commission contract by a consulting team assembled by
GMU. GMU’s assumptions concerning what a profit-maximizing Postal Service
would do absent a particular USO mandate differs from those of the Commission
in some respects, as do its views as to what might be considered “soft” USO
mandates. For these reasons, GMU’s estimates of the profit impact of the USO
are separately presented in the center column. GMU’s analyses are described in
detail in Appendix F. GMU calculates the profit impact of each USO element,
following the method illustrated in Figure 1. Profits under the status quo are
calculated and then compared to profits without the USO element under review,

leaving all elements of the monopoly in place.

Because each calculation requires a “before” and “after” profit calculation
in which the USO is changed and the reaction of market participants to that
change must be predicted, the accuracy of the calculation depends on the
validity of a set of assumptions about what will take place under hypothetical
conditions. Accordingly, the Commission’s and GMU’s estimates are best
thought of as illustrations of the profit consequences of systematically varying
key assumptions, rather than having found “the answer” to the question, “What
will eliminating this service element save the Postal Service?” The Commission
recommends that data supporting key model inputs, such as the reaction of large
mailers to changes in service, be developed before the results of this analysis
are relied on in making decisions that affect the USO.
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The Postal Service contracted with IBM to prepare estimates of the profit
impact of the USO as the Postal Service interprets it.”” Several elements
identified by IBM are comparable to those identified by the Commission and
GMU. IBM'’s estimates of their profit impact are presented in the right column in
Table 1. IBM’s analyses, like those of GMU, follow the “profitability approach.”
IBM asserts that analyzing the profit impact of the USO is necessarily “forward
looking” due to the need to predict how the postal environment would be altered
if particular elements of the USO were eliminated. IBM emphasizes that its
estimates are driven by multiple assumptions about future market conditions and
responses to those conditions. Accordingly, in IBM’s view, each estimate should
be viewed as an indication of the profit consequences of making key
assumptions about the dynamics of the postal market. It should not be viewed
as a definitive estimate of the profit impact of eliminating a particular element of
the USO. See, e.g., IBM Report at 14.7

Generally, the results in Table 1 represent, in the judgment of each study’s
authors, the most reasonable estimate of the increase in Postal Service profit
that would occur if a particular element of the USO were eliminated while the rest
of the postal environment is held constant’™ (what the authors denominate their
“base case”). Dashes in Table 1 indicate that the study’s authors either did not

calculate or do not endorse an estimate for the USO element listed.

® See IBM, Quantitative Analysis of the Universal Service Obligation: Final Report,
October 10, 2008, (IBM Report) at http://www.usps.com/postallaw/universalpostalservice.htm.

"® Due to data, time, and resource limitations, both the GMU and the IBM studies rely
more on algebraic analysis than formal econometric modeling. For that reason, their results
should be regarded as first-cut estimates.

" 1BM’s estimate of the profit impact of eliminating uniform pricing for Standard Mail is an
exception. It estimates what the impact would be under a partially liberalized environment in
which competitors would be authorized to deliver Standard Mail.
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Frequency of Delivery

Every year since 1984, Congress has inserted language in the Postal
Appropriations Act requiring the Postal Service to maintain delivery on both city
and rural routes at or above 1983 levels. As stated in the previous section on
methodology, the USO cost of this requirement is the effect that it would have on
the profits of the Postal Service if it were a profit-maximizing institution. To make
this calculation, it is first necessary to identify what the minimum frequency of
delivery would be for a postal operator that has a letter and mailbox monopoly
and a mandate to deliver all letters to all addresses in the country. This minimum
is a matter of judgment given the current state of research in delivery economics.
The method for calculating cost of the delivery frequency element of the USO

would be the same regardless of the minimum frequency of delivery.

It is the Commission’s judgment that a minimum frequency of delivery for
a postal operator that is obligated to provide universal coverage of delivery
addresses is 5 days per week. This would be true of business routes because
frequency of delivery is generally a priority for businesses. It should also be true
of residential routes as long as bills, remittances, and date-specific advertising
remain major sources of revenue.” Without at least 5-day delivery, it would be
difficult for the mail to remain an attractive channel for communications of this
kind. For that reason, the Commission concludes that 5-day delivery would be
the minimum frequency that an operator providing universal coverage would offer
in the absence of a delivery frequency mandate. Accordingly, the Commission

accepts as most reasonable an estimate developed by GMU that reducing the

"8 If a competitor without an obligation to provide universal delivery coverage obligations
were to enter the market, it might deliver fewer days per week. City Mail delivers to about half the
addresses in Sweden one-and-a-half days per week or every third business day. Sweden Post
delivers 5 days per week as do several other European posts.
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frequency of delivery from 6 to 5 days would have increased the Postal Service’s
FY 2007 profits by $1.930 billion (or 2 percent of the Postal Service’s total costs).
See Table 1.

After considering these same factors, GMU concludes that the minimum
frequency of delivery for a provider of universal delivery service would be 3 days
per week. GMU does, however, recognize that cutting the frequency of delivery
in half would significantly impair the value of such service and result in a more
substantial drop off of volume than would occur under a 1-day reduction.
Accordingly, assuming that delivery frequency would be reduced to 3 days per
week if the frequency-of-delivery mandate were eliminated, GMU’s base case
estimates that Postal Service profits in FY 2007 would increase by $5.200 billion

(about 6.7 percent of the Postal Service’s total costs). See Table 1.

GMU concludes that the cost of delivery would be reduced roughly in
proportion to the number of delivery days that are eliminated. This follows from
the fact that almost half of the costs of delivery are a function of the number and
spacing of delivery points in the network (which are essentially fixed in the short
run) rather than the volume of mail delivered. GMU notes that if delivery were
cut from 6 to 5 days per week, volume on the remaining days would increase by
20 percent. Under the 3-day scenario, volume would increase by 50 percent. It
concludes that the primary adjustment that the Postal Service would make to
accommodate volume increases of this size would be to increase the number of
routes, in order to maintain a standard delivery-carrier workday of eight hours.
GMU concludes that the number of new routes would be roughly proportional to

the increase in volume throughout the network.

GMU recognizes that reducing delivery frequency would degrade the

value of delivery service and therefore result in a loss of volume. Positive
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contribution from the volumes lost must be deducted from the costs saved by
less frequent delivery to produce an estimate of the net increase in profit
resulting from the avoidance of fixed delivery costs. GMU did not have at its
disposal market survey data from which the response of mailers to reduced
frequency of delivery could be quantified. It therefore assumes a simple profile of
volume losses as a function of delivery frequency, and estimates the sensitivity of
net profits to losses in volume. It assumed that reducing delivery from 6 to

5 days per week would reduce volumes by a modest 2 percent, but that further
decreases in frequency would reduce volume by 3 percent for each eliminated
day. These assumptions have no evidentiary basis, and the Commission
recommends that the Postal Service undertake a study of the elasticity of
demand of mailers, in particular, large-volume mailers, with respect to changes in
the number of delivery days so that accurate estimates can be developed using

this model.

These results are shown in the first three rows of Table 2 below.
Comparing column 3 with column 4, it can be seen that about one-third of the
fixed delivery costs that would be saved by reducing delivery days are offset by
revenues lost as a result of reduction in demand. The last two rows of Table 2
show the sensitivity of net profits to reduced volume under alternative
assumptions about reduced demand under the 3-day delivery scenario (a
6 percent volume loss, and a 10 percent volume loss). Column 4 shows the net

increase in Postal Service profits.
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Table 2.

Reduction in Net Profits from Assumed Volume Losses

(FY 2007)

Delivery Volume Loss Contribution Cost Savings as
Days Per % Loss Savings Percent of
Week (% billion) (% billion) Total Costs

5 2.0 0.58 1.93 25

4 5.0 1.46 3.56 4.6

3 8.0 2.33 5.20 6.7

3 6.0 1.75 5.78 7.5

3 10.0 291 4.62 6.0

There is little empirical support for, and therefore great uncertainty
surrounding, estimates of how much volume would be lost in response to various
reductions in the frequency of delivery. Therefore, it is useful to consider how
much lost volume it would take to entirely offset the increased profits from
reducing the frequency of delivery. Using the same analysis, volume losses that
completely offset gains in net profit from reducing the frequency of delivery were
calculated for 5, 4, and 3 delivery days. They appear in Table 3 below.

Table 3.

Volume Losses that Would Offset All Gains in Net Profit
from Reducing the Frequency of Delivery

Percent Volume

Delivery Days

Cost Savings

Savings of Percent

Loss Required to

(% billion) of Total Cost Offset All Gains in
Profit
5 2.51 3.3 8.6
4 5.02 6.5 17.2
3 7.53 9.8 25.8

Note: Average contribution/piece = 13.7 cents; $1 billion = 7,284 mil pieces or 3.43 percent of

total volume.
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Whether a profit-maximizing Postal Service would choose 3-day delivery if
it had no frequency mandate depends on how likely it is that cutting delivery to
3 days would produce volume losses approaching 25 percent. GMU regards
volume losses of this magnitude very unlikely, and therefore embraces 3-day
delivery as its base case for calculating the costs of the USO frequency

mandate.”

As Table 1 shows, IBM estimates that reducing the frequency of delivery
from 6 to 5 days per week would increase Postal Service profits by $3.504 billion,
substantially more than the $1.930 billion that GMU estimates. Like GMU, IBM
assumes that the fixed costs of the curtailed delivery day would be avoided as

the volume on the curtailed day shifts to the remaining delivery days.

About $1 billion of the $1.5 billion difference arises from different
assumptions about the volume-variable portion of delivery costs. Where GMU
assumes that delivery costs that are not fixed are a linear function of volume (rise
at a constant rate with volume), IBM assumes that they rise much more slowly
than volume—50 percent more slowly on city routes and 15 percent more slowly

on rural routes. It has determined these percentages judgmentally.

IBM supports these assumptions by asserting that there are “economies of
density” in the delivery function. Economies of density means that some
activities that serve a route take a fixed amount of time, and that the cost of the
fixed activity is spread over more pieces as the number of pieces increases. The

example that IBM cites is the time that it takes a carrier to deviate from his route

" The Commission, however, continues to regard 5-day delivery as the most realistic
response by a profit-maximizing Postal Service to the absence of a delivery frequency mandate.
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to access a delivery point. IBM notes that going to and from an address takes
the same amount of time no matter how many pieces of mail a carrier takes to it.
IBM Final Report at 40. IBM believes that such fixed delivery activities make up
a large proportion of what the Commission and the Postal Service have identified
econometrically as volume-variable delivery costs. This implies that a large
percentage of the volume that shifts to remaining delivery days can be
“absorbed” without increasing the level of volume-variable costs.

The Commission agrees that important components of street delivery time
are fixed, or nearly fixed, with respect to volume, and that access time is
probably one of the most important of these components. In the Commission’s
view, however, the fixed components of street delivery are largely accounted for
in the estimate that serves as the starting point for IBM’s analysis—that carrier
costs overall (on city routes) are about 52 percent volume variable and

48 percent fixed.

This proportion is determined, in part, by econometrically modeling how
carrier time on the street varies with volume. The one activity that can be
intuitively identified as fixed (“network travel”) has been segregated from other
street time before street time is econometrically modeled. Other street activities
that are relatively unaffected by changes in volume, such as accessing
addresses, have already lowered the variability that serves as the starting point
for IBM’s analysis—the overall city delivery carrier variability of 49 percent.
Therefore, to the extent that “economies of density” exist in the delivery function
due to activities such as accessing addresses, they have already been

accounted for in the modeled results that aggregate to 49 percent variability.

What has not been explicitly recognized by either GMU or IBM is that
models used to find the volume variability of individual products for pricing
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purposes solve a different problem than the one posed by changing the
frequency of delivery throughout the network. The first modeling approach is
designed to measure the effect on costs of adding the next piece of volume. This
is measured to provide the basis for an economically efficient price signal that
can guide the buying decision of the mailer. Changing the frequency of delivery
throughout the network involves not just huge increments of volume, but also a
basic reconfiguring of the delivery function to deal with huge increment of

volume.

This calls for a very different model—one that concerns itself with major
changes in total workload and how the processing and delivery functions would
be reorganized to meet them. Delivery activities that are fixed over infinitely
small changes in volume may not remain fixed in the new environment. Delivery
activities that vary linearly over very small ranges of volume may become

curvilinear in the new environment, and may increase or decrease at the margin.

GMU contemplates how delivery costs that are volume variable over small
ranges of volume might behave over the large ranges of volume that are involved
in the reduced-delivery-frequency scenario. It remains essentially agnostic by
assuming that the volume-variable costs change at a constant marginal rate.
IBM, on the other hand, is confident that volume-variable costs would decline
quickly at the margin. The notion of “economies of density” (the spreading of
overhead) is not adequate to explain a prediction of such a dramatic change in
cost behavior, since economies of density can imply falling, constant, or rising
costs at the margin, depending upon whether the resource being analyzed (such
as a carrier case) is under-utilized, fully utilized, or over-utilized. Assuming that
marginal costs (not average costs) decline as volume rises is the equivalent of
assuming that the efficiency with which mail is sorted and delivered by carriers

not only rises, but accelerates, as volume increases.
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In order to be comfortable with the conclusion that “economies of density”
in the delivery function accelerate as volume increases, the Commission would
need to see whether this conclusion can be verified by an appropriate
econometric model that is corroborated by either operational experience or
intuition. Apart from economies of density, the Commission is not aware of any
engineering, operational, or other consideration that would lead one to expect
such a large change in the direction of marginal costs under the reduced-

frequency-of-delivery scenario.

Models of volume-variable carrier delivery time that the Commission and
the Postal Service had relied on in the past analyzed the variability of this time by
the functions performed. For example, the carrier sorts the mail and pouches it
in the office before going out on the street (labeled “in-office” time). This time
was assumed to vary almost in direct proportion to volume. In-office time was
very similar to “elemental load time.” This was the label given to the activity of
stopping at a delivery point, sorting through the mail pouch for items for that
address, and loading the items in the mailbox. Econometric models of
“elemental load time” found that it, like “in-office” time, varied almost in direct
proportion to volume. There is no obvious reason that handling mail a piece at a
time or a bundle at a time would become easier and faster as volume increases.
The time required to perform the remaining carrier functions (which consist of
traveling to the route, on the route, or between delivery points) was found to vary
with the number of routes, the number of delivery points accessed, or not to vary
at all. These actions tend to take the same amount of time regardless of volume.
The time that carriers spend performing these functions depends primarily on the
number of times that they must repeat them. There is no intuitive reason to
suspect that any of these functions would be performed more quickly or
efficiently as rising volume increases the number of times they must be repeated.
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GMU's estimate of the profit impact of reducing the frequency of delivery
from 6 to 5 days does not rest on the premise that the direction of marginal costs
would change dramatically. In addition, it recognizes that reduced frequency of
delivery would have the effect of reducing volume and net revenue that would
partially offset the fixed costs saved. For these reasons, the Commission
regards GMU'’s estimate that profits would increase by $1.93 billion if delivery
were reduced from 6 to 5 days per week as more realistic than IBM’s estimate of
$3.504 billion.

IBM offers an alternative scenario for reducing the frequency of delivery
that adds needed sophistication to the research in this area. It concludes that the
Postal Service would maximize profits by varying frequency of delivery to
equalize volume across 3-digit ZIP Code days. Because volume is distributed
unevenly across ZIP Codes, IBM finds that equalizing volume would require
6-day delivery to 40 percent of ZIP Codes; 5-day delivery to 30 percent of ZIP
Codes; 4-day delivery to 24 percent of ZIP Codes; 3-day delivery to 4 percent of
ZIP Codes; and 2-day delivery to 1 percent of ZIP Codes. IBM estimates that
tailoring delivery frequency to ZIP Code volume would increase profits by $200
million compared to eliminating 1 delivery day from every ZIP Code.* Equalizing
volume at the 5-digit ZIP Code or even the route level is likely to yield an even
greater profit impact. This suggests that accounting for geographic differences is
potentially important in assessing both the burden of the USO and the value of

the monopoly.

8 See Report on Universal Postal Service and the Monopoly, October 2008, Appendix C
at 44 (IBM Final Report).
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Discounts for Nonprofit Categories of Mail®

The table below lists the six categories of mail in the Postal Service Mail
Classification Schedule that have legislatively-mandated preferred rates, along

with their for-profit counterparts.

Table 4.

Preferred Rate Categories

Class Nonprofit Category Focr:?lg:c?zfcc):g(tj;g%ry
Periodicals Within County Regular Rate
Periodicals Nonprofit Regular Rate
Periodicals Classroom Regular Rate

Standard Nonprofit Regular
Standard Nonprofit ECR ECR
Packages Library Rate Media Mail

The discounts that are mandated in the statute are 5 percent for nonprofit

and classroom periodicals® and library rate, and 40 percent for

8 The discounted categories are technically referred to as “preferred” because not all the
mailers eligible to use these discounts are nonprofit organizations. The vast majority, however,
are nonprofit organizations; therefore, we use the term “nonprofit” here.

8 Nonprofit and Classroom Periodicals do not receive a discount on their advertising
pounds.
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standard nonprofit and standard ECR.* ® A profit-maximizing post would raise
the price of nonprofit categories to the level of their corresponding categories
were it not for the statutory obligation to provide the discounts. The gain in
profits by the Postal Service if it were to raise these prices is the USO cost of the
legislatively mandated preferred rates. The total increase in profits from
eliminating the discounts after taking into account the elasticity effects is

$1.15 billion in FY 2007. Virtually all of the gain comes from Standard nonprofit
regular and ECR. A complete description of the analysis is contained in GMU’s

Appendix F, section 3, analysis 2.

Uniform Rate with Respect to Distance Required for Media Mail/Library

Mail

The Media Mail and Library Mail subclasses consist largely of books.
They have a statutory restriction that requires their rates to be uniform with
respect to distance.® This is in contrast to the zoned rate structure of all the

other package classes. Total FY 2007 revenue for Media/Library Mail was

8 39 U.S.C. 3626. Reduced rates

(a)(1) Except as otherwise provided in this section, rates of postage for a class of mail or
kind of mailer under former section 4358, 4452(b), 4452(c), 4554(b), or 4554(c) of this title shall
be established in accordance with section 3622.

(2) For the purpose of this subsection, the term "regular-rate category" means any class
of mail or kind of mailer, other than a class or kind referred to in section 2401(c).

(3) Rates of postage for a class of mail or kind of mailer under former section 4358(a)
through (c) of this title shall be established so that postage on each mailing of such mail reflects
its preferred status as compared to the postage for the most closely corresponding regular-rate
category mailing.

8 In-County received a discount of half the markup of regular rate in the Docket No.
R2006-1 proceeding. This was de minimis because regular rate received just a one percent
markup.

% 39 U.S.C. 3683 (uniform rates for books, films, other materials).
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$445 million. Total contribution to institutional costs was a negative $38 million.®
GMU estimated zoned rates would have increased Postal Service profits by
$63 million. A complete description of the analysis is contained in GMU'’s

Appendix F, section 3, analysis 3.

Losses on Market Dominant Products

A profit-maximizing Postal Service would raise prices on loss-making
market dominant products to at least break even. If allowed, the Postal Service
might choose to achieve the same end by reducing the quality of the product,
and hence its cost. Alternatively, the Postal Service could discontinue the loss-
making product. For purposes of this analysis, we shall assume that there is a

USO that prevents the Postal Service from taking any of these remedial steps.

The Postal Service had four loss-making domestic market dominant
products in 2007: In-County and Outside County Periodicals, single-piece Parcel
Post and Media/Library Mail. Had the first rate increase under the PAEA gone
into effect prior to the beginning of FY 2007, it would have been possible for the
Postal Service to eliminate the losses on the two parcel subclasses by using the
flexibility allowed under the price cap rules. Under the PAEA price cap, the
losses in FY 2007 from the two subclasses that make up the Periodical class
could not have been eliminated. Therefore, the FY 2007 loss of $448 million by
Periodicals was made necessary by current statutory obligations. Consequently,
the negative contribution made by them should be included with the costs of the
USO. While portions of inbound International Mail were unprofitable, they are in
a class that was profitable overall. Accordingly, those losses are not part of the

cost of the USO. See Appendix F, section 3, analysis 4.

% See PRC FY 2007 Annual Compliance Determination at 24.
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Measuring Service Performance of Market Dominant Products

Section 3691(b) of the PAEA requires the Postal Service to provide “a
system of objective external performance measurements for each market
dominant product” unless the Commission approves of an internal measuring
system. GMU observes that without this statutory obligation, a profit-maximizing
Postal Service might not choose to measure service performance. Under this
reasoning, the cost of the service measurement system should be added to the
cost of the USO. In an informal briefing of Commission staff, the Postal Service
provided $182 million as an upper bound on the estimated annual cost of
operating such a system. GMU accepts that estimate, noting that it is the only

one available. See Appendix F at 25.

The Commission concludes that a properly defined USO would not include
these costs. In the Commission’s view, the USO should encompass the cost of
service-related activities that a profit-maximizing Postal Service would not
undertake if there were no legal requirement (express or reasonably implied) to
do so. The service performance monitoring systems that the Postal Service has

now, and is in the process of developing, do not meet this test.

The Postal Service is already operating its External First-Class Mail
(EXFC) service measuring system covering single-piece First-Class Mail.
Because there was no legal requirement to maintain this system prior to the
PAEA, it is reasonable to presume that the Postal Service initiated this system,
and continues to maintain it, out of institutional self interest. It serves the
business purpose of maintaining the Postal Service “brand” with mailers, the
public, and Congress by demonstrating the quality of its flagship product. It also
serves the management purpose of monitoring the efficiency of its network

operations on a local and national level.
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It is true that the PAEA requires a performance monitoring system for all
market dominant products. The Postal Service, however, is scheduled to
implement its Intelligent Mail Barcode (IMb) program in the coming year. That
program is expected to provide a means of monitoring the service performance
of most market dominant products. It is significant that the Postal Service began
developing the IMb program several years before the PAEA was adopted. The
Postal Service promotes the program as one that will add considerable
commercial value to the mail that participates in it because it will enable the
mailer to monitor the progress of its mail through the system in real time. The
IMb program should prove valuable to Postal Service management as well
because it enables it to track mail in fine detail as it is processed and transported
through the network, thus facilitating both operational diagnostics and cost

tracing.

Maintaining Small Rural Post Offices (CAG K&L Offices)

Under section 403(a)(3), the Postal Service is required "to establish and
maintain postal facilities of such character and in such locations, that postal
patrons throughout the Nation will, consistent with reasonable economies of
postal operations, have ready access to essential postal services.” In developing
rural free delivery services in the early 20™ century, Congress substituted rural
carrier services for the services of small post offices in many rural areas. Since
FY 1985, Congress has added language to annual appropriations to the Postal
Service that prohibits it from using funds in the appropriations bill to close or
consolidate small rural and other small post offices. This does not appear to bar
the Postal Service from using other funds to close or consolidate small post
offices, and the Postal Service has in fact closed or consolidated hundreds of
small post offices since 1985.
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The process of substitution of rural carrier services for rural post office
services has been going forward throughout much of the Nation for decades, and
since Congress has not expressly barred the Postal Service from closing small
and rural post offices, GMU assumes that the Postal Service could fulfill its
obligation to maintain "ready access to essential postal services" by providing
rural carrier service wherever such service is consistent with "reasonable
economies of postal operations.” Because Congress has traditionally
championed maintaining postal facilities in rural areas, there is reason to believe
that it would forbid closing these post offices if it were to adopt an explicit USO.
For this reason, GMU treats the costs of maintaining these post offices as part of
the USO.

GMU defines small post offices using Postal Service revenue generation
categories. It considers cost of operation to be greater than revenues in the
bottom two revenue tiers (those in Cost Ascertainment Groups K and L) and
therefore candidates for closing. Virtually all of the approximately 9,200 CAG K
through L post offices have counter transaction costs and post office box
operations costs (per box) that are much higher than at larger offices. They
typically have just one employee providing retail services to customers and filling
post office boxes. Cost savings could be achieved by closing these offices and

transferring their functions to other operations.*

To calculate the added profit of closing these post offices, GMU starts with
the cost of operating them, and deducts amounts for the cost of replacement

delivery and widow services and the revenue foregone from box rental. It

8 For example, a 1982 General Accounting Office study suggested that closing 7,000 of
these offices could save almost $400 million at that time.
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estimates that closing CAG K and L offices would add $0.586 billion to Postal
Service profits.

IBM, the Postal Service’s contractor, also recognizes that maintaining
small post offices might be considered part of the USO. It, too, focuses on
revenue levels to define what post offices would be candidates for closing absent
the USO. It considers post offices in Cost Ascertainment Groups H through L as
candidates for closing, a larger set than GMU considered. It assumes that the
postmaster’s salary and the cost of building maintenance and depreciation could
be saved if each of these post offices were closed. It also assumes that the
window and delivery functions could be transferred to other post offices without
cost or revenue consequences. It considers three scenarios. In Scenario 3, it
estimates that closing all CAG H through L offices would add $1.433 billion to the
Postal Service’s profits. IBM Final Report at 51. In Scenario 2, it then narrows
this set of candidate offices to those that have only a minor amount of window
service or mail handling hours in addition to the postmaster’s hours. It estimates
that closing only these offices would add $0.943 billion to the Postal Service’s
profits. Id. Finally, in Scenario 1, IBM narrows the set of candidate offices to
those that have no window or mail handling hours, just the postmaster’s salary.

It estimates that closing only these offices would add $0.588 billion to the Postal

Service’s profits.

The GMU method for estimating added profits would seem to be more
realistic than that of IBM. GMU'’s analysis adjusts the gross savings from closing
post offices by specifically calculating and deducting the cost of replacement
services and the amount of lost revenue. Its estimate is based on a smaller set
of candidate offices (those in CAGs K and L) that is more comparable in size to
the offices included in IBM’s Scenario 1. GMU’s estimate of $0.586 billion of
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added profit is almost identical to IBM’s Scenario 1 estimate ($0.588 billion).

That pair of virtually identical estimates appears to be the most reliable.

Alaska Air Subsidy

The cost of domestic Alaska air transportation was about $115 million in
FY 2007.%8 Air transport is used in Alaska to transport all Postal Service products
to remote locations that can not be reached by road or water. All of this cost is
variable. The Commission, in a series of decisions from Docket No. R90-1
through Docket No. R2006-1, concluded that part of the domestic Alaska air
transportation expense for parcels, a surface transportation product, should be
considered to be institutional rather than attributable on the grounds that it is a
USO to serve areas that otherwise could not be reached by Parcel Post service.
In Docket No. R2006-1, the Commission estimated the institutional portion to be
$107 million. If this cost had been an explicit part of the USO in FY 2007, its cost
would be about $107 million.

Uniform Rates for First-Class and Standard Mail

GMU calculates the additional profit that the Postal Service would earn if it
were to eliminate the requirement (under a plausible interpretation of section
404(c) of the PAEA) that rates for First-Class Mail not vary with distance. GMU
notes that if the First-Class Mail rates could vary with distance while the
monopoly letter and mailbox monopolies remain intact, the Postal Service could
be expected to offer dropship discounts for bulk First-Class Mail similar to those
that it offers for Standard Mail. GMU assumes that this would increase profits by

diverting a significant amount of low-margin dropshipped Standard Mail to high-

8 See PRC Library Reference PRC-LR-07-02 in Docket No. ACR2007.
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margin dropshipped First-Class Mail. It also assumes that the discounts offered
for dropshipping would cause some single-piece First-Class Mail to convert to
dropshipped First-Class Mail, and would cause some additional growth in First-

Class Mail volume due to its own-price elasticity.

Applying the volume and revenue forecasting model last made available in
Docket No. R2006-1, GMU estimated the profit impact of offering First-Class Mail
SCF dropship discounts of 1.0 cents, 1.5 cents, and 2 cents, which mirror
discounts now offered for dropshipping Standard Mail to the SCF. It concludes
that a discount in the mid-point of that range (1.5 cents) would generate
$130 million in additional profit. The detailed analysis is in the Appendix F to this

report.

IBM analyzes the profit impact of having to charge a geographically
uniform rate for Standard Mail in an environment where Standard Mail is not
subject to the letter or the mailbox monopoly.* IBM assumes that competition
would emerge for the delivery of Standard ECR Mail and dropship Standard
Regular Mail in ZIP Codes where volumes and revenues were sufficient to allow
an entrant to make a profit by charging at least 10 percent less than the Postal

Service.

In such an environment, IBM observes, charging geographically uniform

rates would make it difficult for the Postal Service to protect its Standard Mail

% The basis for treating geographically uniform Standard Mail rates as part of the USO is
unclear. First-Class Mail satisfies the long-standing requirement, now preserved in section 404(c)
of the PAEA, that there be a class of letter mail sealed against inspection with a uniform rate
throughout the United States. The Postal Service currently offers rates for Standard Mail by
distance (dropship discounts) but they vary in a uniform way throughout the country. IBM does
not argue that applying dropship discounts in a uniform way throughout the country is legally
required.
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volumes from competitors. A competitor could “cream skim” the high-revenue
routes knowing that the Postal Service could only match its discounted price by
charging that matching price throughout its network. IBM estimates that allowing
the Postal Service to match competitors’ geographic variations in price under a
liberalized environment (in which other USO elements remained in force) would
allow the Postal Service to earn $1.4 billion more in profits than if it were to
charge geographically uniform rates. IBM Final Report at 47.

The difference between GMU'’s estimate of the added profit from allowing
dropshipping of First-Class Mail ($0.130 billion) and IBM’s estimate of the added
profit from allowing geographic variation in Standard Mail rates ($1.4 billion) is
$1.27 billion. This large difference primarily reflects different “after” scenarios
underlying each estimate. IBM hypothesizes an “after” environment in which the
monopoly does not exist, and competitors capture roughly one-third of the Postal
Service’s Standard Mail volume in one-third of its ZIP Codes. GMU hypothesizes
an “after” environment in which the letter and mailbox monopolies are intact, and
the main effect of allowing rates to vary with distance is a modest migration of
low-margin Standard Mail to high-margin First-Class Mail. If Standard Mail rates
were allowed to vary geographically where there is no threat of entry due to the
existence of the monopoly, added profits would move in the direction of those

estimated by GMU from allowing dropship rates for bulk First-Class.

Delivery to All Addresses Who Involuntarily Receive No Delivery

There are currently 1.365 million “free” post office boxes for rural
addressees in areas served by CAG H through L post offices that do not have
the option of receiving their mail via home delivery. GMU observes that requiring
delivery to these addressees unless the addressee chooses to receive post office
box delivery could be regarded as a potential element of the USO, as it is in the
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EU. Assuming a worst-case scenario in which all eligible addressees would
choose street delivery, GMU estimates that the Postal Service profits would
decrease by $101 million if this were added to the USO. This cost would include
the cost of providing retail transactions as well as 6-day-a-week delivery to newly

provided stand-alone roadside boxes.

In its October 2008 Report on the Universal Postal Service and the
Monopoly, at 27-28, the Postal Service argues that the position of the EU
regarding a right to delivery-to-the-address is impractical in the United States due
to its more varied geography and large areas in which population density is
extremely low. It explains that management follows a policy of offering every
residential customer one form of free delivery—carrier delivery, general delivery,

or a no-fee post office box. It argues that no additional mandate is necessary.

The Commission agrees with the Postal Service that conditions in the
United States make it operationally and financially impractical to mandate carrier
delivery to every residential customer. Accordingly, it does not recommend that it

be viewed as an element of the USO.

Six-Day Delivery for All But Those on Business Routes

Currently, 25,009 of the approximately 135 million residential delivery
points receive delivery 3 days per week because they are exceptionally difficult to
serve, such as those at the bottom of the Grand Canyon. GMU concludes that
an explicit USO could reasonably require that all addresses (but those on 5-day-
a-week business routes located in the central business district of large cities)

receive delivery 6 days per week. The additional cost would be about $900,000.

The Commission recognizes the financial and operational challenges that

6-day delivery to even the most difficult to serve addresses would impose on the
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Postal Service, given the extremes that characterize America’s geography.
Accordingly, it does not recommend that 6-day delivery to these points be
regarded as part of the USO.

Value of the Letter and Mailbox Monopolies

A working definition of the letter monopoly is that it covers non-expedited,
addressed letter mail under 12.5 ounces and catalogs under 24 pages. The
mailbox monopoly simply bars those other than the Postal Service from placing
anything in the mailbox. This section estimates the value to the Postal Service of
these monopoly restrictions, following the method illustrated in Figure 1. Profits
under the status quo are calculated and then compared with profits without the
monopoly element under review, leaving all elements of the USO in place. The
analysis is that of the GMU consulting team. Any reservations or caveats that

the Commission would apply to GMU’s analysis are noted in this summary.

GMU estimates the value of the letter monopoly and the mailbox
monopoly by first calculating a value for the two in combination, followed by a
calculation of the value of the mailbox monopoly alone. It develops “entry
pricing” models that predict the amount of Postal Service volume that an entrant
would capture based on assumptions about the entrant’s delivery costs and the

prices relative to those of the Postal Service.

The GMU analysis is performed at the route level. It is based on assumed
values for four key variables: volumes that an entrant could contest; the entrant’s
costs; the entrant’s delivery frequency; and the discount that the entrant offers.
GMU tests a range of values with respect to each variable in order to gauge its
impact on the overall value of the combined monopolies. Selected values and

their impacts are summarized in Table 5 below.
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Table 5.

Value of Letter and Mailbox Monopolies

($ billions)
Low Base Case High
Mailbox Monopoly Only 0.06" 1.33° 2.40°
Letter and Mailbox Monopolies Combined 0.20* 3.48° 7.10°

! Discount 20%, Delivery Days 6, Entrant’'s Cost Advantage 0%, Contestable Volume 50%.
Discount 10%, Delivery Days 1, Entrant’s Cost Advantage 10%, Contestable Volume 100%.
3 Discount 0%, Delivery Days 1, Entrant’s Cost Advantage 30%, Contestable Volume 150%.
* Discount 20%, Delivery Days 6, Entrant’'s Cost Advantage 0%, Contestable Volume 50%.

® Discount 10%, Delivery Days 3, Entrant’'s Cost Advantage 10%, Contestable Volume 100%.

[«2)

Discount 0%, Delivery Days 1, Entrant's Cost Advantage 30%, Contestable Volume 150%.

The first variable is the volume of contestable mail available. GMU
assumes that an entrant must receive mail in a form that it could sort to delivery
sequence more cheaply than the Postal Service (otherwise it would remain with
the Postal Service).”** GMU estimates that this is 26 percent (55.3 billion pieces)
of all mail, shown by subclass in Table 6 below.

% GMU assumes that this would consist of 5-digit First-Class letters, Standard and ECR
letters sorted to 5-digit or carrier route, carrier route flats, and DDU parcels—all received at the
level of the destinating SCF or DDU. See discussion, Appendix F, section 4.
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Table 6.
Contestable Subclasses and Contestable Volumes
Contestable Volume
Subclass -
(billions)
First-Class Presort Letters 10.0
First-Class Presort Cards 0.8
Periodicals 2.9
Standard Regular 13.3
Standard ECR 28.3
Parcel Post 0.2
TOTAL 55.5

Note: Total does not add due to rounding.

Its base case assumes that 100 percent of this contestable mail is captured by
private entrants. Alternative cases assume 50 percent and 150 percent of

contestable mail is captured.

The second variable is the potential entrant’s delivery costs. Applying
Commission cost models, GMU concludes that about half of a carrier’s day is
spent traveling between addresses on his route and that this time does not vary
with volume, while the remaining half is spent on activities that vary directly with
volume (such as sorting mail in the office or on the street). It reasons that a
carrier can avoid fixed labor costs in proportion to the number of times per week
he can avoid traveling his route. Each delivery day dropped avoids one-sixth of
the costs of delivery. Since other costs vary in proportion to volume, GMU
reasons, a carrier could shift weekly volume to fewer delivery days without
increasing those costs. Therefore, the fewer days an entrant delivers per week,
the lower his costs will be relative to a Postal Service that is obligated to deliver

mail 6 days per week. GMU assumes that in this economic environment an
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entrant would choose to deliver mail only three times per week, giving it
50 percent fewer fixed costs, and 25 percent fewer total costs, than the Postal
Service (all else being equal). Alternative cases assume 5-day and 4-day

delivery, with fixed cost savings that are correspondingly less.

The third variab