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ADVO/USPS-31-2. Please refer to your discussion of the Ramsey workshare discount
on pages 87-89 of your testimony. You refer to the difference between the Ramsey
single-piece and workshare rates as a “discount” and when, that rate difference is
greater than the USPS avoided cost difference, you describe it as causing a productive
inefficiency.

Assume a class of mail that offers an optional discount for presortation. In that
class there are two general types of mailers. Type A mailers are significantly more
price sensitive than Type B mailers. Many A mailers have a user cost of sortation that
is lower than the USPS presort discount and therefore presort and take advantage of
the USPS presort discount, although a significant number of A mailers do not presort.
All B mailers have a higher user cost for sortation and do not presort. Further assume
that the USPS discount is the same for both mail types and is based on an accurate
estimate of avoided cost, and that the price elasticities of type A and type B mailers are
accurately estimated.

a. Do you agree that the different demand elasticities and user costs for type
A and type B mailers will result in different Ramsey prices for these mail
types? If not, explain why not.

b. Do you agree that separate type A and type B Ramsey prices would result
in an increase in allocative efficiency? If not, explain why not.

c. Do you agree that if separate type A and type B Ramsey prices were
developed, the same presort discount (equal to the USPS avoided cost)
could be applied to both prices? If not, explain why not.

d. If the presort discounts are based on USPS avoided costs for both the
type A and type B mail, would rates as described in (c) above generate
any productive inefficiency? Please explain your response.

RESPONSE:

While | will try to be responsive, | find this question somewhat confusing. There
appear to be two separate issues addressed in this interrogatory. The first issue
regards the optimal prices to be charged for Type A and Type B mailers. However, the
Postal Service does not set rates for mailers, it sets rates for mail. Therefore, my

responses to this interrogatory depends on whether the Postal Service can distinguish
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between Type A and Type B malilers based on the type of mail that they send. The
second issue regards the optimal presort discounts for Type A and Type B mailers (or
mail?). As explained in my testimony, the optimal workshare discount depends on the
cost difference between workshared and nonworkshared mail, but also on the presence
of any demand elasticity differences between workshared and nonworkshared mail.
Therefore, the optimal presort discount for Type A mail depends in part on whether
within Type A mail there exists a different price elasticity for presorted and nonpresorted
mail, but not on whether there exist differences in the demand elasticities of Type A and
Type B mailers.

Furthermare, the interrogatory states, “all B mailers have a higher user cost for
sortation and do not presort.” If this is the case, | do not understand the attention sub-
parts (c) and (d) pay to the presort discount for Type B mailers since by construction,
your interrogatory presumes that no Type B mailers presort. Perhaps the quoted
statement means that no Type B mailers can send Type A mail (which may be
presorted), but there again the confusion between mailers and maif complicates the

answer.

a. For simplicity, et us assume that, in the absence of presortation, the Postal
Service per-piece costs for mail sent by type A and type B mailers are identical. in that
case, the Ramsey prices for type A and type B mailers would be different, with the less
price-elastic type B mailers facing a higher Ramsey price. However, this answer
requires that it is possible for the Postal Service to distinguish between type A and type
B mailers and to charge type A and type B mailers different prices. Otherwise, type B

mailers would send mail at the lower type A malil price. For example, it may be that
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within First-Class single-piece mail there are mailers with different own-price elasticities.
However, | see no way in which the Postal Service could charge less price-elastic
single-piece mailers a higher price than the price charged to more price-elastic single-
piece mailers. Instead, a Ramsey price can be determined for all single-piece mail
based on the price elasticity of demand of all single-piece mail, which is an aggregate
of the (probably) different price elasticities of the individual mailers who comprise
single-piece mail.

Consider now the role that presortation plays in price setting. In your
hypothetical, some A mailers may presort but no B mailers presort. Therefore, it can be
presumed that the Postal Service’s per piece costs for mail sent by A mailers is less
than the cost of mail sent by B mailers, since some A mail is presorted. The lower
average cost for Type A mail would, along with the greater own-price elasticity of Type

A mailers, lead to a lower price for Type A mail than for Type B mail.

b. Assume that it is possible to charge different mailers different prices. The
Ramsey prices based on different own-price elasticities discussed in sub-part (a) would
yield an increase in allocative efficiency as compared to the case where all mailers are
charged the same rate. However, if there is no way for the Postal Service to distinguish
between Type A and Type B mailers so as prevent less price-elastic type B mailers
from sending mail at the lower price set for more price-elastic type A mailers, then

separate prices could result in an decrease in allocative efficiency.

C. Again, assume that it is possible to charge type A and type B mailers separate

prices. If this is the case, then it is certainly possible to establish the same presort
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discount for these two types of mailers. Whether it is optimal to do so would depend, in
part, on whether within the class of type A or type B mailers there exist important

differences in demand elasticities for presorted and nonpresorted mail.

d. If presort discounts are set at the Postal Service's cost savings from mailer
presorting, then no productive inefficiency will occur. As noted in sub-part (c), this level
of presort discount could yield an allocative inefficiency if the demand elasticities for
presorted and nonpresorted mail were different. Moreover, as | stated in the preamble
to this response, | am confused by the attention in sub-parts (¢) and (d) to the presort
discount for type B mailers since in your interrogatory you state, “all B mailers have a

higher user cost for sortation and do not presort.”
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