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RESPONSE OF POSTAL SERVICE WITNESS O'HARA TO THE
INTERROGATORIES OF THE OFFICE OF THE CONSUMER ADVOCATE

OCA/USPS-T30-8. Do you consider the use of cost coverages instead of markups to
determine rate levels to be compatible with Ramsey pricing? Please explain why or
why not.

RESPONSE:

As | understand the question, the distinction between cost coverages and markups has
no importance in this context. That is, | can think of no reason that the choice between
cost coverages or markups as the basis for determining rate levels would have any
predictable or systematic impact on the degree to which these rate levels approached

or departed from Ramsey prices. Conversely, prices determined through Ramsey

analysis can be equivalently expressed in terms of either cost coverages or markups.




RESPONSE OF POSTAL SERVICE WITNESS O’HARA TO THE
INTERROGATORIES OF THE OFFICE OF THE CONSUMER ADVOCATE

OCA/USPS-T30-9. At page 15, footnote 7, you state that, “In fact, for most postal
products, incremental cost does exceed volume-variable cost. However, there are
several Special Services for which the reverse is true; for example, the incremental cost
for Certified Mail is 9% below its volume-variable cost.” Please explain fully how this
comports with the avoidance of cross-subsidy between postal products (as discussed
by both you and Dr. Panzer) and your use of incremental costs under Criterion 3 as the
appropriate test of this.

RESPONSE:

There is no conflict; cross-subsidy is avoided as long as revenue is al least equal to
incremental cost even when incremental cost is below volume-variable cost. However,
in such cases, which arise when marginal cost rises with volume, there are efficiency

reasons to set prices at least equal to unit volume-variable cost (or marginal cost), and

this has been done for Certified Mail (the proposed cost coverage is 138%).
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