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Response of Valpak Witness Mitchell
to Interrogatory of Advo, Inc.

1 It is convenient to define total marginal cost as marginal cost times
volume.  It is equal, then, to volume variable cost.

ADVO/VP-T3-1.

On page 20 (lines 4-10), you state: 
“Quite aside from the Ramsey formulas, a notion of cross subsidy has evolved.  The
reasoning has been that if the presence of product D causes the price of product C to be
higher than it would otherwise be, then product C is subsidizing product D.  The test to
determine whether such a cross subsidy exists is to estimate the incremental cost of
product D, and if the revenue from product D is not covering this incremental cost,
then the extent of cross subsidy is taken to be the revenue shortfall, based on these
numbers.” 

(a) Please confirm that product D’s incremental cost is the total postal
system cost saved if that product is eliminated, including any cost
savings from other products in the system (such as C) that are generated
when product D is eliminated.  If you cannot, please explain fully why
not. 

(b) Please confirm that if a product’s revenues cover its incremental postal
system cost, then it is not being subsidized.  If you cannot, please
explain fully why not. 

(c) Please confirm that if product C’s revenues do not exceed the postal
system costs to produce only product C (exclusive of any other postal
products and services), then that product is not subsidizing any other.  If
you cannot, please explain fully why not. 

Response:

(a) Confirmed, generally.  The thought process is that when product D is

withdrawn in its entirety, the Postal Service adjusts fully toward

producing the remaining products in an efficient, well-designed system,

and the difference in cost is estimated.  Within the new system, the total

marginal cost of product C would equal its marginal cost times its

volume.1  I know of no basis for predicting whether the marginal cost of
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product C in the new system would be higher or lower than the marginal

cost of product C in the former system.

When the incremental cost of product D is estimated, it is not generally

possible to say whether some of that cost belonged in any sense to

another product.  I agree that if the total marginal cost of product C

declines when product D is removed and if the total cost of the postal

system is lower pari passu, it might make sense to argue that some costs

formerly attributed to product C are part of the incremental costs of

product D.  One condition under which this could occur is where fixed

and non-adjustable capacity constraints contributed to high marginal

costs for product C in the former system but not in the new system.

(b) Confirmed.

(c) Not confirmed.  In a breakeven system that is subsidy free, defined on

the incremental cost of each product individually (as you suggest in part

(b)) and the incremental costs of all possible groups of products, we

know that the revenue from product C is less than or equal to its stand-

alone cost (which is the cost you define in part (c)), but, assuming it is

less, we do not know how much less.  It is possible for the revenue from

product C to be below its stand-alone cost while the revenue from some

other product is below its incremental cost.  In such a case, the other
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product would be receiving a subsidy.  It may not be possible to identify

a specific product that is providing the subsidy to the other product, but

product C is certainly a member of the group that would be.
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ADVO/VP-T3-2.

On page 10, you cite the Ramsey pricing formula as a situation case where
cross-subsidies are permitted and are not considered “bad.”  Please describe the
circumstances where the Ramsey formula would permit cross-subsidies and explain
precisely why “. . . the welfare of the nation is higher with this thing called a cross
subsidy than without it. . .” 

Response:

I am not sure I can explain all of the circumstances in which Ramsey prices

could involve cross-subsidies, but the general notion is rather simple.  Unless one (or

more) of the products is perfectly inelastic, the Ramsey formulas always yield prices

that are above marginal costs.  However, if the elasticity of a product is relatively high,

the distance between its rate and its marginal cost can be small.  In such a case, it is

entirely possible that the incremental cost of the product (which can include fixed costs)

is larger than the total marginal cost, where total marginal cost is defined as marginal

cost times volume.  If the incremental cost exceeds the total marginal cost, and the

price is not far above the marginal cost, it is easy for the revenue to be less than the

incremental cost, which is the definition of cross-subsidy.  None of this adds to or

detracts from the Ramsey formulas, or has anything to do with whether the Ramsey

prices really are economically efficient — they are because they were designed to be.


