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(9:35 a.m.) 

CHAIRMAN OMAS: Good morning. Today, we 

continue hearings to receive the direct case of 

participants other than the Postal Service in Docket 

No. R2006-1 concerning the Postal Service’s request 

for rate and fee changes. 

Before we proceed this morning, does anyone 

have any procedural matters to discuss at this point? 

(No response. 

CWIIRMAN OMAS: There being none, three 

witnesses are scheduled to appe2.r today. They are 

Witnesses Mitchell, Prescott, and Smith. Our first 

witness today has already taken %he oath in this 

proceeding. 

Mr. Olson, would you like to begin and 

identify him for the record, please? 

MR. OLSON: Thank you, Mr. Chairman. 

William Olson representing Val-Pak and calling to the 

stand Robert W. Mitchell. 

Whereupon, 

ROBERT W. MITCHELL 

having been previously sworn, was recalled 

as a witness and was examined and testified further as 

follows: 

Heritage Reporting Corporation 
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MR. OLSON: Shall I proceed? 

CHAIRMAN OMAS: Yes, please. 

DIRECT EXAMINATION 

BY MR. OLSON: 

Q Mr. Mitchell, do you have with you two 

copies of what is identified as the "Direct Testimony 

of Robert W. Mitchell Concerning Standard Mail on 

behalf of Val-Pak Direct Marketing Systems, Inc., and 

Val-Pak Dealers Association, Inc.," designated as VP- 

T - l ?  

A Yes, I do. 

Q And is this testimony as it was originally 

filed, or have there been errata made? 

A We filed an errata on the 15th of September, 

and the only change involved in that errata was that 

we cleaned up the table of contents. There were not 

substantive changes to the remahder of the testimony. 

Q Did you also prepare and file workpapers in 

this docket? 

A Yes, I did. I have one work paper, which is 

contained in Val-Pak Library Reference No. 1. 

Q And do you adopt this testimony and this 

library reference as your testimony in this docket? 

A Yes, I do. 

MR. OLSON: Mr. Chairman, with that, we 

Heritage Reporting Corporation 
(202) 628-4858 
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would like to move the admission of VP-T-1 and the 

library reference, VPLR-1, into evidence in this 

proceeding. 

CHAIRMAN OMAS: Is there any objection? 

(No response.) 

CHAIRMAN OMAS: Hearing none, Mr. Olson, 

would you provide the reporter with two copies of the 

corrected direct testimony of Robert W. Mitchell? 

That testimony is received into evidence. 

However, as is our practice, it will not be 

transcribed. 

(The documents referred to 

were marked for 

identification as Exhibit 

Nos. VP-T-1 and VPLR-1 and 

were received in evidence.) 

CHAIRMAN OMAS: Mr. Mitchell, have you had 

an opportunity to examine the packet of designated 

written cross-examination provided to you this 

morning? 

THE WITNESS: Yes, I have. 

CHAIRMAN OMAS: If the questions contained 

in that packet were posed to you today orally, would 

they be the same as those you previously provided to 

the Commission? 

Heritage Reporting Corporation 
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THE WITNESS: With the exception of three 

small edits that would like to make, the answer is 

yes. Much to my dismay, we found three small changes. 

The first one is on 4dvo No. 19. The first 

line of my answer in Advo 19 has an extraneous word. 

The third word in the first sentence is the word 

"does." I would like to remove that word. 

The second change that I would like to make 

is in USPS-17. In USPS-17, the first line of the 

second paragraph, the sixth word appears as "nations," 

and it should be "notions." So we changed the A to an 

0. 

The final change is in USPS-20. USPS-20 has 

an introductory paragraph and then an Item A. At the 

end of the first line of Item A ,  the third sentence 

should say: "One of the things." The word "the" 

should be inserted between the word "of" and the word 

things. 'I 

CHAIRMAN OMAS: Are there any additional 

corrections or additions that you would like to make 

to your answers? 

THE WITNESS: No. 

CHAIRMAN OMAS: Counsel, would you please 

provide two copies of the corrected designated written 

cross-examination of Witness Mitchell to the reporter? 

Heritage Reporting Corporation 
(202) 628-4888 
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That material is received into evidence, and it is to 

be transcribed into the record. 

(The documents referred to, 

previously identified as 

Exhibit Nos. VP-T-1 and VPLR- 

1, were received in 

evidence.) 
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MOAA 
MOAA. NAA 
MOM. NAA 
NAA 
NAA. PRC 
MOM, USPS 
MOAA, USPS 
MOAA, USPS 
MOAA, USPS 
Advo, USPS 
Advo, USPS 
PRC. USPS 
USPS 
USPS 
USPS 
MOAA, USPS 
USPS 
MOM, USPS 
USPS 
MOAA, NAA, USPS 
Advo, NAA, PRC, USPS 
MOAA, NAA, USPS 
MOAA, USPS 
MOM,  USPS 
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M O M ,  NAA, USPS 
MOAA, N M .  USPS 
MOAA. USPS 
MOM. USPS 
MOAA, USPS 
MOAA, NAA. USPS 
MOM. USPS 
MOAA, USPS 
MOAA, USPS 



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

ADVO/VP-TI-1. 

On pages 42ff, you discuss economic efficiency and the recognition of value in 
ratemaking. On page 44 (lines 13 ft), you state that: "The concept of value, as 
developed to a high level of agreement through economic writings beginning as early as 
1850, is central to explaining and understanding the decisions made by consumers, 
whether individuals or firms." 

Please explain whether the term "value" as you use it could also be 
called "utility." 
Please explain whether the term "[consumer] surplus" ( e g ,  page 46, 
line 19) can also be termed as total utility minus total consumer cost at a 
particular price point. 

Basically, yes. Several observations may be helpful 

When attention is directed to notions of economic efficiency, the 

usual formulation is to say that U is a function of the quantities of the 

goods consumed. That is, the uticty (or the happiness level. or the value 

received) depends on how much of good A is consumed, how much of 

good B, and so on. Then a budget constraint is imposed, under the 

presumption that buyers have limit2tions on what they can spend. This 

constraint is very simple; it just says that the sum of the price of A times 

the quantity of A, the price of B times the quantity of B. ... , and so on, 

is equal to the total number of dollan available to spend. This is a very 

general and very basic formulation, with which no one could argue. 

Given this formulation, simple though it may be, it is possible, 

using the logic of mathematics, to maximize U, subject to the budget 
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Response of Valpak Witness Mitchell 
to Interrogatory of Advo, Inc. 

constraint, and see if there are implications for what the prices should 

be. Fortunately, implications exist and they turn out IO be reasonably 

simple, at least in concept, even though they do include cross elasticities. 

Specifically, the implications are that the prices should bear a well- 

defined relation to the ordinary market demand curve and its elasticities. 

In the case where the cross elasticities are zero, or, as a practical matter, 

low, the implication is that the distance of the prices above marginal 

costs should be inversely related to the absolute value of the own-price 

elasticities, the relationships involved being commonly referred to as 

following the inverse elasticity rule. Importantly, the distance of the 

prices above the margioal costs must be measured in percentage terms. 

This was essentially noted, for e m i l e ,  in the footnote of Professor 

Stigler referenced on page 105 of my testimony, lines 17 and 18. 

Once it becomes clear that demand curves are important to 

maximizing utility, two refinements to thinking become possible. The 

first is that the demand curves, being a quantification of how much the 

market actually would purchase at various prices, allows the utility to be 

measured in dollars, with the area under the curves (from 0 up to the 

quantity purchased) usually referred to as the value received by the 

buyers. The second is that s m e  of the buyers are f m s  instead of 

individuals. Since firms are inanimate objects, it is common to think of 

0 



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

the benefits to them as involving dollars instead of utility. Assuming 

competition in the economy, the fact that benefits accrue to firms is not a 

limitation on the theory, because benefits to firms make their way to 

final consumers. (Almost no one argues that an agency like the Postal 

Service should make presumptions about how the private economy 

should work, look for flaws of one kind or another, and attempt to 

correct for those flaws by moving prices in one direction or the other 

from their otherwise appropriate level.) 

Yes. If a consumer receives value of $150 from purchasing an item, but 

must pan with $98 during the purchase, the consumers surplus is $52. 

Similarly, a firm can receive surplus, generally referred to as producers 

surplus, which, cererisparibw, adds to profits, whether profits are 

positive or negative. 

(b) 

8 8 0 9  
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Response of Valpak Witness Mitchell 
to Interrogatory of Advo, Inc. 

ADVO/VP-Tl-2. 

On pages 73 ff, you discuss "value of the mail service actually provided each class or 
type of mail service . . . '' 

(a) Please confirm that at a panicular piice point. the marginal utility o f  the 
mail to a mailer determines price sensitivity at that price point. If you 
cannot, please explain your response. 
Please c o n t i i  that, at a particular price point, demand (marginal utility) 
determines that mailer's price sensirivity at that price point. If you 
cannot, please explain your response. 
Please confrm that the greater the price sensitivity of the mailer at a 
particular price point (ceterus paribus), the more consumer total utility 
and surplus (total utility minus total cost) increase as price decreases. If  
you cannot, please explain your response. 
Please confirm that, the lower ,he price sensitivity of a mailer at a 
particular price point (ceterus paribus), the less consumer utility and 
surplus (total utility minus total cost) decline as price increases. If you 
cannot, please explain your response 

(b) 

(c) 

(d) 

Resoonse: 

(a-d) I believe all of these can be confirmed, although it  might in some cases 

be better to refer to percentage changes instead of to absolute changes 

In applying them to actual situations, I reserve judgment on whether the 

implications of particular terms would require clarification. FOI 

example, one could argue that a "mailer's price sensitivity" determines 

demand, instead of the other way around. Also, the market demand 

curve is a collection of the behavior of both actual buyers and potential 

buyers, making it important to keep in mind that (1) it is just as 

important to recognize new buyers as it is to think about existing buyers 

that might change the quantity they purchase, and (2) no one would 
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Response of Valpak Witness Mitchell 
to Interrogatory of Advo, Inc. 

expect all buyers in a market IO behave in the same way. See also my 

response to ADVOIVP-TI-I 
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Response of Valpak Witness Mitchell 
to Interrogatory of Advo, Inc. 

ADVOIVP-T1-3. 

On pages 59-60, you discuss private delivery alternatives and describe the large number 
of free community newspapers that are delivered privately now and the number of 
private carriers that you have spoken with. On page 82 (lines 22-26), you state: “Much 
of the mail that is candidate for being handled by akernative carriers weighs more than 
3.3 ounces, and therefore pays the puund rates of either ECK or Regular. Private 
carriers have less difficulty competing for relatively heavy mail than for relatively light 
mail.” On pages 84-85, you discuss the types of Standard mail that may be carried by 
private competitors: merchandise, pieces over 24 pages, and saturation pieces whose 
addresses can be removed. 

Based on your experience, please describe the extent to which the free 
papers are letter-shaped (as opposed to flat-shaped). 
Based on your experience. please describe the extent to which private 
carriers deliver individual letter-shaped pieces (as opposed to flat-shaped 
pieces or letter-shaped pieces within a flat-shaped piece). 
Please confirm that the private delivery exception for pieces over 24 
pages applies to “books and catalogs consisting of 24 or more bound 
pages” (See 39 C.F.R. §310.1(a)(7)(!r)). 
Based on your experience, please describe the extent to which books and 
catalogs with 24 or more bound pages are letter-shaped (as opposed to 
flat-shaped), and the extent to whict any such letter-shaped books and 
catalogs are delivered privately. 

The items 1 mentioned on page 84, lines 4-5 of my testimony were intended tn 

be examples of items which are excluded from the Private Express Statutes, not an 

exhaustive list. Further, I note that the use of the word “letter” in the Private Express 

Statutes is likely not the same as “letter” or “letter shaped” as used in mail 

classification. 

(a) My experience suggests that almost all “free papers” are flat-shaped. 

Also, the free papers I have seen tmded to be relatively heavy and could 



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

not be converted into letter-shaped pieces. I have seen some free papers 

that weigh over 16 ounces, specifically in the case of harvest editions, 

which are published in the fall. I represent my experience for what i t  is, 

not as a comprehensive market survey 

My experience suggests that the pribate delivery of letter-shaped pieces 

is limited, perhaps very limited. This does not mean that more would 

not be delivered if there were a change in the mailbox rule. 

Your statement appears to be generally correct, but omits reference to 

telephone directories and 1 note there is no clear definition of “bound” in 

the regulation. I have not presented myself as an expert on how the 

Private Express Statutes should be interpreted and applied; instead, I 

have simply presented my understmding of these matters, as applicable 

to rate development. I note that 5 310.l(a)(7) lists items that *xe not 

letters within the meaning of” the Private Express Statutes, but it does 

not say that all items no1 in the list are letters. A footnote at the 

beginning of this section begins: “Several of the items enumerated in 

this paragraph (a)(7) do not self-evidently lie outside of the definition of 

‘letter.”’ I would presume it to be the case, whether the Postal Service 

has determined it or not, that some items not enumerated also lie outside 

(b) 

(c) 

of the definition, whether self-evident or not 

8813 
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Response of Valpak Witness Mitchell 
to Interrogatory of Advo, Inc. 

(d) I have no experience to suggest that a significant proportion of books and 

catalogs with 24 or more bound pages are letter-shaped. although I have 

seen a number of booklets that are letter-shaped and that, when sent 

through the mail, are tabbed. Whether some of these are delivered 

privately, I do not know. 

i 



0 Response of Vatpak Witness Mitchell 
to Interrogatory of Advo, Inc. 

ADVOIVP-T1-4. 

Please explain the difference between the TYBR attributable ECRINECR COS[ of 
$3,189,042,000 in cell E8 of sheet "Inputs" of VP-RWM-Workpaper-8 and the USPS 
witness Waterbury D report (TYBR PRC Version) of $3,189,157,000 in ECWNECR 
costs. 

Reswnse: 

In checking into your question, I found that the original D Report, contained in 

USPS-LR-L-96, was supplemented by an addendum D Report, contained in USPS-LR- 

L-169, on August 15, 2006, in response to a Commission 'request to witness 

Waterbuy for corrected library references ... that 'include the corrections to the APC 

cost reduction and the corrections to the periodical air transportation' figures." Notice 

Concerning LR-L-169, et al., August 15, 2006. The D Report in the addendum shows 

a cost of $3,189,175,000, which, except for what might be a reversal of two digits, 

appears to be the number referenced in your question. I found that putting the 

"addendum" figure into my worksheet does not change any of the rates. 
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ADVONP-T1-5. 

On page 118, you state that: I".  . .the difference between them [letters and flats within 
the same subclass] is not a matter of worksharing. The default recognition for a cost 
difference under these conditions is the subclass cost coverage, but certainly at least 
100 percent." On pages 183-184 (lines 20 ff), you assert that the ECR letter-flat rate 
differential should be based on a passthrough of the full letter-flat cost differential 
(adjusted to reflect origin entry) multiplied by the subclass cost coverage. On Page 178 
(lines 13-14), you state: "This [100% passthrough of the Basic letter-flat origin cost 
difference] is far less than a passthrough equal to the subclass cost coverage, which, in 
theory, I see no reason should not be the default prescription for letters and flats, which 
are for all practical purposes separate products.'' 

Please confirm that your concept is that 100% of the total origin cost 
difference between different "products" (within the same subclass) 
multiplied by subclass cost coverage should be the basis for the rate 
difference between the two "products." If this is incorrect, please 
provide the correct explanation. 
Please explain why the product markup is based on total origin cost 
when the subclass markup is based on total actual cost, and origin cost is 
a non-existent cost for a majority of the pieces in each of the "products?" 
Under your theoretical design of rates for separate "products" within a 
subclass, is there a cost coverage objective for each product individually. 
relative to the cost coverage for the entire subclass? Please explain fully. 
Please provide all economic documentation you have that supports your 
above-cited concept ("theory") of the appropriate way to develop rate 
differences between two "products" within the same subclass. 

Confirmed, with comment. I have referred to this as the defuulr 

passthrough. This means that reasons may be found for deviating from 

it. These reasons should be stated. 

I have focused on the origin passthrough because it abstracts from 

questions relating to the dropship discounts, which should be considered 

a separate subject. 
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(c) No. As long as two categories that are essentially separate products are 

in the same subclass, I tend to look at the subclass markup as applicable 

to each of them, at least as a default position. The way I have applied 

this is to operate at the basic level, origin entered. This allows separate 

questions to be asked about presort discounts and dropship discounts, as 

noted in part @) above. 

Perspectives on postal rates have cvolved before the Commission. with 

inputs from the courts and a number of intervenors, the latter providing 

testimony and analysis from a considerable range of experts. I draw 

heavily on this evolution and feel like my understanding has evolved 

along with it. Application of a coverage factor has been standard fare in 

many situations, including rates differentiated by weight and zone in 

Parcel Post and Priority Mail. In Standard mail. a conclusion has been 

that costs relating to weight should receive a markup, in the same way. 

The question of letters and flats in Standard was a new issue in Docket 

No. R90-1, and has taken several tmn since. Particularly in sections 

beginning on pages 114, 156, and 178 of my testimony, this issue is 

discussed at some length. 

(d) 
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ADVONP-T1-6. 

On page 118 (lines 5-8),  you state that: "Letters and flats tend to be separate products 
with separate processing streams . . . the difference between them is not a matter of 
worksharing." On page 178 (lines 13-16), you state that ECR letters and flats " ... are 
for all practical purposes separate products. " 

Please explain what you mean by "product" and clearly differentiate that 
term from the traditional postal terms of "subclass" and "rate category." 
Please provide your understanding of how much difference there must be 
between two "products" in order to call them "separate" and apply 
separate cost coverages to their origin costs while keeping them within 
the same subclass. 
Please provide your understanding of how much difference there must be 
between two "products" in order to separate them into two separate 
subclasses. 
Please identify all the separate "products" in the Standard Regular 
subclass. 

Please see my discussion of deaveraging beginning on page 10 of my 

testimony. Also, accept the term coregay as a generic one, useful for 

referring to some kind of grouping, which may receive separare rate 

recognition, may be a product, and/or may be a subclass. Usually, the 

terms "rate cell" and "rate element" are used to refer to something finer 

than a category, but 1 know of no rule that this must be the case. 

As if there were such a thing as a concept of a product that 

should be applied everywhere, the question of what is a product has 

received attention from time to time. My view of the matter is that if 

two categories tend to look like separate products, to be processed in 
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separate mailstreams, to have differeni costs. to be purchased in markets 

that are arguably different, and to have relatively low cross elasticities, 

they tend to be separate products. When separate products or categories 

should be identified as separate subclasses is, of course, a subject that 

has been the source of a great deal of contention in rate proceedings. 

My view of how categories tending to be products should be handled in 

setting rates makes the subclass question a small additional step, instead 

of a large one. This in and of itself makes sense; major discontinuities in 

relationships between alternatives are not generally g o d  things. 

I find it difficult to describe degrees of differences of the kind of you 

seek, and to set up decision rules that identify critical levels that say: 

once you reach this hurdle, all relevant things change. If we had several 

hundred potential products to consider, guidelines might become more 

important. As it is, we have only a few. The best way to deal with them 

is to rely on testimony and deliberation before the Commission. The 

principal goal should be the development of paths that help lead us to fair 

and equitable rates. 

Roughly, I would think that letters, flats, and parcels look like separate 

products. 

@-c) 

(d) 
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ADVONP-T1-7. 

Are all ECR letters one "product" as you define %e term? 

(a) If so, is it your belief that the only difference between basic ECR letters 
(with as few as 10 pieces per carrier route) and saturation letters is the 
degree of worksharing? Explain the basis for your answer. 
If so, is it your belief that basic ECR letters (with as few as 10 pieces per 
carrier route) serve the same market and have the same price sensitivity 
as saturation letters? Explain the basis for your answer. 
If not, please identify the number of separate letter "products" in ECR. 

(b) 

(c) 

ResDonse: 

Basically, yes. 

(a) I do not know if any analysis has ever been done to determine whether 

10 pieces per route is the optimum cutoff, or the most appropriate. 

When saturation rates were first proposed in Docket No. R90- I ,  

saturation mail had a walksequence requirement, which amounted to 

optional preparation, while basic pieces did not. Now, all of the pieces 

have a line-of-travel or walk-sequence requirement, essentially removing 

anything optional. Still, if cased, sahlration letters would be cased faster 

than basic letters, suggesting work that does not need to be done. On the 

other hand, automation compatibility was not an issue at that time, 

particularly for carrier route mail, but both high-density and saturation 

must now be automation compatible, though not basic. The section 

beginning on page 123 of my testimony discusses this issue. Therefore, 
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there are worksharing differences, but 1 do not contend that there are not 

other differences as well, as discussed in part (b) of your question. 

I have no evidence that could support an answer. My presumption 

would be, depending in part on how the term market is defined, that the 

markets differ and that the elasticity of saturation letters is higher than 

the elasticity of basic letters. 

My testimony, of course, treats all ECR letters as one product, and 

adopts notions of ECP to recognize cost differences. Beyond this, I have 

not taken a position on whether there are, so to speak, sub-products of 

letters. However, a caSe could be made for giving separate recognition 

in rates to saturation letters, in pan for competitive reasons. 

(b) 

(c) 
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ADVONP-T1-8. 

Are all ECR flats one "product" as you define the term? 

(a) If so, is it your belief that the only difference between basic ECR flats 
(with as few as 10 pieces per carrier route) and saturation flats is the 
degree of worksharing? Explain the basis for your answer. 
If so, is it your belief that basic ECR flats (with as few as 10 pieces per 
carrier route) serve the same market and have the same price sensitivity 
as saturation flats? Explain the basis for your answer. 
If not, please identify the number of separate flat "products" in ECR. 

(b) 

(c) 

ResDonse: 

Basically, yes. 

(a) I do not know if any analysis has ever been done to determine whether 

10 pieces per route is the optimum cutoff. or the most appropriate 

When saturation rates were first proposed in Docket No. R90- I .  

saturation mail had a walksequence requirement, which amounted to 

optional preparation, while basic pi.eces did not. Now, all of the pieces 

have a line-af-travel or walk-sequence requirement. essentially removing 

anything optional. Still, if cased, saturation flats would be cased faster 

than basic flats, suggesting work &at does not need to be done. 

Therefore, there are worksharing differences, but I do not contend that 

there are not other differences as well, as discussed in part (b) of your 

question. 

I have no evidence that could support an answer. My presumption 

would be, depending in part on how the term market is defined, that the 

(b) 
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markets differ and that the elasticity of saturation flaB is higher than the 

elasticity of basic flats. 

My testimony, of course, treats all ECR flats as one product. and adopts 

notions of ECP to recognize cost differences. Beyond this, 1 have not 

taken a position on whether there are, so to speak, sub-products of flats. 

However, a case could be made for giving separate rate recognition to 

saturation flats, in pan for competitive reasons. 

(c) 
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ADVO/VP-T1-10. 

On page 5 ,  lines 4-6, you state that: "The design of rates within subclasses should also 
be guided by principles, including notions of worksharing, efficient component pricing, 
cost-based rates, the efficiency of signals sent to mailers, and fairness." Please refer to 
the Direct Testimony of John C. Panzar (PB-T-1) where he states that the principles 
supporting efficient component pricing also apply to basing rate differences - other than 
worksharing discounts - on cost differences. On page 45. lines 9 ff, he states: 

More so than in most markets, mailers have the opportunity to "design 
their own service." That is, they can choose many of the intrinsic 
properties of their mailing: its size (one ounce or several); its shape 
(letter or flat), the time of day at which it enters the mail stream, the 
location at which it enters the Postal Service network - and many other 
of their mail's characteristics. Two aspects of this flexibility are 
important for rate-making purposes. First, and most importantly, 
differences in these characteristics may have important impacts on the 
costs that the mail imposes on the Postal Service. Second, while mailers 
may have preferences over these characteristics (e.g., a flat may better 
serve their purposes than a letter), the relntive value of shifting from one 
alternative to another may be dramaticzlly different than the difference in 
Postal Service costs. Just as with traditional worksharing, an effective 
way to induce changes in mailer behavioar is through rate differences 
that reflect cost differences. 

The basic economic argument in support of cost-based rate differentials 
is the same as that for avoided cost worksharing discounts. Mailers can 
act to minimize end-toend costs only if the difference in rates for mail 
with differing characteristics reflects differences in the costs incurred by 
the Postal Service . . . 

(a) 

(a) 

Do you agree with Dr. Panzar? If not, please explain fully why not. 

Please identify the ECR rate categories/elements for which you would 
develop rates on the basis of efficient component pricing 

ResDonse: 

(a) I agree that we should all be working together to improve om 

understanding of these issues and our ability to apply that understanding; 
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but at this point, I disagree respectfully with Dr. Panzar. A range of 

considerations is involved in these matters, which probably explains why 

it is easy for opinions to differ on implementation. My position is that 

there should be limits to the strict adherence to ECP (sometimes ECPR 

[R=Rule]) principles and that one of the limits should involve 

identifiable and separate categories within subclasses, particularly 

categories that can easily be viewed as separate products. 

In a broad sense, an interest in the efficiency of resource 

allocation in the economy suggests that the distance of rates from 

marginal costs, measured in percentage terms, is critically imponant. As 

rates are moved further and further from costs, or as some rates are 

moved further from costs than other rates ars from costs, the efficiency 

tends to decline, unless there are elasticity reasons for the disparities. 

On this basis alone, then, any approach to ratesetting that neglects 

elasticities and places some rates closer to costs than other rates are to 

costs is suspect, and this is precisely what ECP does. 

The Standard mail subclasses include a range of categories that 

differ significantly in terms of cost. Under these conditions, an approach 

that focuses on per-piece markups, as ECP does, is a prescription that 

turns attention away from the percentage relationships known to be 

relevant, and that leads invariably to some rates being relatively far from 
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costs and to other rates being relatively near costs. Therefore, in this 

seaing, ECP raises questions that need to be addressed. Specifically. if 

per-piece contributions are to receive attention, there needs to be a 

justification for doing so. 

The justification for emphasis on per-piece contributions can be 

looked at in two ways. The first is to look at reasons why attention to 

the elasticity relationships, as commonly particularized in the Ramsey 

formulas, presents difficulties. Dr. Panzar has a section discussing this 

issue. The second is to focus positively on the merits of the ECP 

approach, which Dr. Panzar also addresses. I will discuss both of these 

ways. 

In explaining why giving weight to the elasticities, and therefore 

to the Ramsey formulas, presents difficulties, Dr. Panzar presents four 

considerations. The first consideration is: 

First, Ramsey Pricing requires precise information 
about production costs znd cow.umer demands. 
ECPR requires only information about cost 
differences at the margin. Thus a system of prices 
that provide incentives for effkient worksharing 
can be put in place using only the costing systems 
of the Postal Service. Estimates of demand 
elasticities are not required. [PB-T-1, p. 49, 
beginning on 1. 6.1 

As a practical matter, I do not see that these issues present difficulties, 

for several reasons. (1) I do not see that the cost information required 
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for Ramsey pricing need be any more "precise" or accurate than the cost 

information required for ECPR. (2) I do not see the cost information 

required for ECPR as being less demanding than the costs required for 

Ramsey. For the most part, the cost differences required for ECPR have 

been found by faking the difference between two category costs, so the 

costs needed for Ramsey are known. (3) In cases where ECPR focuses 

on costs of a benchmark that is different from the costs available for the 

categories involved, I see ECPR casts as more demanding than Ramsey. 

not less. (4) The question of whether a special 'margin" is needed for 

ECPR is an open one. but is rat  considered a relevant issue in Standard 

mail. One can argue that a margin associated with the cost of the next 

piece that would move to a workshare category, under a slight increase 

in the discount, should be used, and estimates of such a cost have been 

used in some cases, but this again makes greater demands on the costing, 

not less. Also, Dr. P a m  argues that the "theoretically correct 

approach" to estimating costs avoided is to use attributable costs, which 

is not a cost at a margin relating to the propensity to move to the 

workshare category (p. 29, II. 1-2). (5)  It is true that the use of Ramsey 

requires information on the elasticities involved, although I see no reason 

why this information has to be particularly "precise." However, 

elasticities are available at the subclass level and. absent evidence 
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suggesting otherwise, I see no reason why the subclass elasticity should 

not be assumed and used for major components in the subclass. 1 believe 

we understand that cross elasticities are relatively unimportant if they are 

small; if they are large, 1 believe we understand that they move the 

Ramsey solution toward the ECPR solution, but not all the way. In 

short, none of the reasons discussed in this first consideration support 

adopting a direct application of ECPR and neglecting notions of 

economic efficiency. Some judgment may be required in dealing with 

these matters, but judgment is always required in ratesetting exercises. 

Dr. Panzar’s second reason for preferring ECPR to Ramwy is: 

Second, Ramsey Pricing does not automatically 
ensure that prices are free of cross-subsidization. 
That is, it must be verified that the prices of each 
product are at least as large as the associated 
average incremental costs. T h i s  is much less likely 
to be a problem for worksharing discounts set in 
accordance with ECPR. lutuitively, as long as the 
base, non work-shared price covers its average 
incremental cost, application of ECPR will ensure 
that all of the associated discounted prices are also 
free of cross subsidy. pB-T-1, p. 49, beginning 
on 1. 11, footnotes 0mitted.j 

I do not see that there is any meaningful likelihood of Ramsey pricing 

causing a cross subsidy. Unless there are significant differences in 

elasticity, which is not known to be the case among the categories in 

either Regular or ECR mail, a Ramsey solution goes in the direction of 

equal percentage markups over costs, which assures that each price is 
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well above costs. On the other hand, ECPR produces different 

percentage markups, and is thus more likely than Ramsey to get into 

cross-subsidization territory. And. in Standard mail in particular, the 

markups are reasonably high, making it unlikely that even ECPR would 

lead to a cost-subsidy test being failed. Therefore, to the extent that 

concern over the matter of cross-subsidization exists, it cuts in favor of 

Ramsey, not ECPR. 

Dr. P a m ’ s  third reason for preferring ECPR to Ramsey is: 

Third, Ramsey Pricing weighs surplus dollars 
equally. While appealing to economists, this 
neutrality does not allow for the Commission to 
exercise idependent judgmzct with respect to the 
non cost factors specified by the Postal 
Reorganization Act. It is hue that Ramsey Pricing 
principles could be applied using unequal welfare 
weights. However, ECPR facilitates the 
application of non cost factors on a subclass by 
subclass basis while maintaining incentives for 
efficient worksharing within a subclass. [PB-T-1, 
p. 49, beginning on 1. 18.1 

Equating the recognition of social policy to the application of “welfare 

weights,” I agree that consideration is sometimes given to social policy 

in setting rates. However, this is most often done as a matter between 

subclasses. With the exception of First-class, the extent to which social 

policy is a factor within subclasses is more limited, and I do not see 

much role for it within Standard, a bulk subclass serving the business 

needs of firms and other organizations. For example, I do not see any 
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social policy reasons to favor flats with a relatively low markup, 

compared to letters. In any event, I do not see any way in which the 

freedom or the latitude to consider social policy among subclasses is 

"facilitate[d]" by emphasis wirhin subclasses on ECPR instead of 

economic efficiency. Similarly, I do not see any way in which the 

freedom or latitude to consider social policy within subclasses is 

constrained by a default position that emphasizes economic efficiency 

instead of ECPR. Both Ramsey and ECPR point to default positions but 

neither precludes recognition of other factors. 

Dr. Panzar's fourth reason for preferring ECPR to Ramsey is: 

Finally, and most importantly. the use of ECPR is 
much better suited to a constantly changing and 
evolving postal industry. In particular, it allows 
relatively straightforward adjustmens to reflect 
changing worksharing technology without the need 
to obtain information on changing demand 
elasticities. [PB-T-I, p. 50, beginning on I. 4.1 

Changes in the "postal industry" fall neatly into two camps. The first 

involves changes in markets, which could change the elasticities faced. 

The second involves changes in technology and factor prices, which 

could change Postal Service costs. The relation of ECPR to these 

differs. 

In the first camp, changes in postal markets do occur, even 

though it is sometimes difficult to get a handle on them. When postal 
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markets and associated elasticities change, the Ramsey model advises on 

how rates should be adjusted; ECPR does not. To say that ECPR is 

preferred as a guideline because it does not require information on 

elasticities is a nun sequirur, it justifies honoring an inferior guideline by 

pointing to the very reason it is inferior - that it cannot advise on how 

elasticities should be recognized or on how to adjust to changes in them. 

It is true, of course, that information on elasticities is hard to come by, 

and might be qualitative at best, but that is no reason to recommend 

sitting in the wrong place. 

The second camp involves changes in Postal Service costs. The 

“particular” Dr. Panzar provides is that “worksharing technology” might 

change and that this might call for a corresponding adjustment in the 

rates. I do not see that ‘the use of ECPR” instead of Ramsey makes it 

any easier to make any needed adjustments. The facts are that changes 

in costs can be recognized under either approach. If new information on 

demand elasticities is not available, the elasticity effect underlying the 

current rates can be continued. If qualitative perspectives on elasticities 

seem reliable, they too can be considered. As noted above, some 

judgment may be required, but that is to be expected. 

Combining all four of these considerations does not, in my 

opinion, add up to a conclusion that notions relating to economic 

0 
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efficiency should be viewed as either inapplicable or unduly difficult to 

apply within subclasses, and that ECPR should therefore be preferred. 

This leaves the question of whether the positive attributes of ECPR argue 

for its broad or exclusive application within subclasses. 

Dr. Panzar’s ’inclusive definition” of worksharing is that it 

”refers to any private sector acriviry which reduces the cosrs of the Postal 

Service” @. 7, 11. 4-6, emphasis in original). This may be somewhat 

broad, as it includes the activity of not mailing at all and it makes 

everything hinge on how the word activiry is defined. My preference is 

the slightly less inclusive de f i t i on  that worksharing relates to mail 

preparation alternatives faced by mailers that allow mail to be entered 

further downstream, thereby allowing reduced Postal Service costs. This 

comports clearly with non-cost factor number 6 in the Act (39 U.S.C. 

5 3622(b)), which requires consideration of “the degree of preparation of 

mail.” 

Now, let’s begin from a base position in which no worksharing is 

being done. From such a position, allowing worksharing discounts has 

several noteworthy characteristics. (1 )  So long as the discount is not 

larger than the unit incremental cost avoided, the discount can be offered 

without increasing the rates of any other mailers, so that the movement 

to the provision of a discount is a Pareto improvement, at least from the 
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point of view of mailers. Such improvements are generally viewed 

favorably. (2) Under this same proviso, offering the discount does not 

make the Postal Service any worse off financially. Unless the Postal 

Service prefers a large payroll to a small one, which should not be a 

goal, the Postal Service should be indifferent to such a change. (3) If the 

cost to the mailer of the added preparation is less than the cost to the 

Postal Service of doing the work avoided, there is a net increase in 

efficiency, a reduction in combined cost, a lower net rate for the mailer, 

and the possibility that the mailer might enter more mail than before, due 

to elasticity. The potential gain here is very large. For example, having 

mailers presort 50 billion addresses on a computer for 1 cent per piece. 

so @at the Postal Service can avoid sorts costing 4 cents each, would be 

a net savings to the nation of $1.5 billion - not small on any scale. (4) 

Mailers moving from a non-workshared position to a workshared 

position would maintain their per-piece contribution to fixed costs (and 

therefore, by extension, to the costs of providing universal service). 

There may or may not be a policy preference for requiring that mailers 

beginning to workshare maintain their contribution. (5) If the cross 

elasticities between the workshare levels are reasonably high, as in 

mailers deciding to workshare on the hasis of the discount, the discount 

under ECPR becomes close to one that would exist if the focus had been 
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purely on economic efficiency insttad. (6) Allowing a discount q u a l  to 

the cost savings puts the Posial Service into the position of being able to 

say to the mailer that is unable to change the preparation of his mail: 

“We are only charging you the a r m  cost of your mail, relative to the 

cost of workshared mail.“ Charging only the extra cost is a rather high 

form of consideration. As a matter of social policy, this could br an 

attractive feature. (7) Worksharing teads to recognize a very important 

aspect of reality, that mailers, through the use of technology. planning. 

controlling, scheduling, and other decisions they make regularly are 

often well-positioned to prepare mail in ways that reduce overall 

combined costs, but they have no incentive to do this (in fact, it would 

cost them elbra) without the discoimnts. 

I do not see that any of these considerations, involving social 

policy or other matters, argues in any persuasive way that ECPR should 

be applied to the difference between categories like letters and flafs. In 

fact, I think that the Postal Service is at its most basic level a carrier of 

letters and that nothing should be done to limit the extent to which 

mailers are permitted to avail themselves of the Postal Service’s letter- 

delivery facility. Also, the cross elasticity between letters and flats is 

generally considered to be low, meaning that the Ramsey solution might 

not be close to the ECP solution and that the gains from Ramsey might 
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be reasonably large. In this regard. it is interesting that Dr. Panzar 

suggests in his discussion ut' letters and flats that the value of using flats 

instead of letters might "be dramatically different than the difference in 

Postal Service costs" (p. 45. II. 18-19). This suggests, to me, that the 

cross elasticity may be low. 

No reason is thus found to lean toward ECP considerations for 

the rate difference between lerters and flats. The guideline of choice 

should be emphasis on concepts of economic efficiency, even though 

honoring such concepts does mt represent an unmixed assignment in 

terms of simplicity and achieving agreement among all parties involved. 
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ADVONP-T1-11. 

On page 116 Oines 5-6), you state that you know of no evidence that the sensitivity of 
volume to price is much greater for ECR flats than for ECR letters. 

(a) 

(b) 

(c) 

(d) 

Please provide all evidence you have that the price sensitivities of all the 
flat and letter "products" in Standard Regular are similar. 
Please provide all evidence you have that the price sensitivities of all the 
flat and letter "products" in ECR are similar. 
Are there any cross-price sensitivities among the "products" in Standard 
Regular? If so, please provide any information you may have. 
Are there any cross-price sensitivities among the "products" in ECR? If 
so, please provide any information you may have. 

Resoonse: 

(a-b) I know of no evidence of comparXiue price sensitwity. In order to act. 

some evidence is usually required. If no evidence is available, the usual 

response is not to act as though it were 

So far as I know, the conventional wisdom on this question is that the 

cross elasticities in questlon are reasonably low. In this regard, it is 

interesting that Postal Service witness Thress did not put a rate 

difference into his letter-flat share equations. See USPS-T-7, pp. 365- 

397. Many flats could not in any reasonable way be converted into a 

letter. Others are part of a business model that would not be served by a 

letter instead of a flat. Decisions to change format are often 

accompanied by other changes as well, such as a different quality or 

thickness of paper or the inclusion of art or photographs. 

(c-d) 
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ADVO/VP-TI-12. 

On lines 11-13 of page 118, you state: "No theory of which I am aware suggests that 
two products, even though related, should have the same per-piece markups . . . " 

(a) 
(b) 

Please explain what you niean by this statement. 
Please explain what you mean by "related" and specify whether it 
involves to any extent cross-price sensitivities between the two 
"relations." 
Please explain fully your critcria for determining how "related" products 
must be before they must (or must not) have the same per-piece 
markups. 

(c) 

ResDonse: 

(a) The lines cited are part of a section that discusses the letter-flat rate 

differential. They mean that two products (like letters and flats) would 

be expected to have percentage markups, that the two percentage 

markups might or might not be the same, that having the same per-piece 

markups would be a special case of different percentage markups, and 

that I know of no theory of efficient resource allocation suggesting that 

this special case has any special properties to commend it. 

For purposes of my response to this question, I am assuming that related 

products can be viewed as relations, in the same sense that a person 

might say "my relations are coming for dinner." The subject here, as 

noted in part (a) above, is letters and flats. Even if not suggested by the 

fact that they are in the same subclass, my reference to them being 

related is based on little more than that they are bulk categories used 

(b) 
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primarily for advertising purposes. Part of their relatedness is historical 

in that Congress created a hulk category that would pay pound rates, and 

did not distinguish between letters and flats. I did not mean to suggest 

high cross elasticities. I f  the cross elasticities were meaningfully high. 

the extent to which they are separate products would be reduced and !he 

economically efficient rate differences would move downward toward the 

cost differences. 

(c) Assuming emphasis is placed on developing economically efficient 

prices, the cross elasticities would have to be reasonably high for thc 

per-piece markups to be the same. 1 do not know a way to specify what 

the critical levels might be. 
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ADVOIVP-T1-13. 

Please refer to your discussion on pages 20 ff on the guidelines for de-averaging 
existing subclasses into two or more separate subclasses and refer again to your 
statement on page 118 (lines 5-8) that letters and flats have separate processing streams. 

Do you agree with the Commission that products within subclasses 
should be homogenous with respect to both cost and marker factors? 
Please explain. 
Is it your opinion that Standard letters and flats no longer have common 
cost characteristics and that the cost characteristics within Standard are 
no longer homogenous? Please explain. 
Is it your opinion that ECR letters and flats no longer have mmmon cost 
characteristics and that the cost characteristics within ECR are no longer 
homogenous? Please explain. 
Is it your opinion that ECR letters and flats have intrinsic cost 
differences because of their mail characteristics? Please explain. 

Basically, yes, but some comment is needed. If subclasses were 

constructed to accord with suict homogeneity, "with respect to both cost 

and market factors," there would be a really large number of subclasses, 

and no discounts, no rate categories. and no rate cells would be needed. 

Short of rhat, the application of the principle you cite has been to select 

subclasses based on market factors, broad product lines, and costs 

generally, and then to go further in the direction of recognizing costs by 

establishing such rate features as rate categories, worksharing discounts, 

surcharges, zones, and weight cells. 

See my response to part (a) above. My proposal is to recognize the cost 

differences between letters and flats, without dividing them in to separate 
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subclasses. I do not know whether the degree of homogeneity. however 

that might be measured, has changed. 1 do not accept the "no longer" 

assumption in your question. 

See my response to parts (a) and (b) of this question. 

The subject of intrimsic cost differences has been a difficult one. Usually 

it means that cost differences are innate or inherent. and are difficult to 

(c) 

(d) 

attribute to particular separable characteristics such as the degree of 

presortation or dropshipping. Cost differences due to the bulk nature of 

the product, which would be greatest for saturation mail, would be an 

example of an intrinsic cost difference. The cost differences between 

letters and flats are due primarily to specific operations for flats costing 

more than corresponding operations for letters. Thus. there are 

differences in the costs of letters and flats, and the differences occur 

"because of their mail characteristics." I do not see anything critical that 

depends on the extent to which they are considered intrinsic. 



8841 

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

ADVOIVP-T1-14. 

On page 176, you state that: "With the rxcrplion discussed above for high-density flats, 
setting rates in this way honors all of the costs ;n the tree." 

(a) 
(b) 

Please explain fully \ilia1 you niraii by "honors." 
Please explain fully how %moring costs in  the tree" comports with your 
concept of product pricing ;ind economic efficiency. 

ResDonse: 

(a) The section ytw cite discuss- setting the saturation discount relative to 

high-density. for flats. Since a limitlion was placed on the high-density 

discount (relative to basic, as discussed in the section beginning on page 

173), the section explains that the saturation discount was set in such a 

way that saturation mail was not disadvantaged by that limitation. My 

thinking in using the word honor wds to say that the saturation costs 

were recognized in full, in this case as though the discount were given 

from the basic level instead of the highdensity level. 

Recognizing costs in this way is corisistent with notions of efficient 

component pricing, as they have been applied in developing discounts for 

saturation flats. I have not proposed any changes in this approach. If it 

were decided to place greater emphasis on economic efficiency, attention 

would have to be given to the various elasticities and cross elasticities 

involved, of which no estimates are available. If it is true, as I suspect, 

that the cross elasticities are small and that the own-price elasticity of 

(b) 



8 8 4 2  

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

saturation mail is relatively high, the passthrough would turn out to be 

over 100 percent. 
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ADVO/VP-Tl-lS. 

Do you have any knowledee or understanding of any fferences in - I ie 
typical frequency of mailing (e.g., weekly, monthly, less-than-monthly) 
between ECR saturation letter mailings and ECR saturation flat 
mailings? If so, please state your understanding and provide sources. 
Are you aware of any ECK saturation letter mail programs that arc 
mailed in a market on a regular weekly basis? If  so, please identify the 
mailers and the markets, and quantify the volumes of such 
weekly-frequency saturatior. letter mail. 
Are you aware of any ECR saturation letter mail programs that are 
mailed in a market on a more-frequently-than-monthly basis, i.e.. more 
than 12 times per year? If so, 
(i) 

(ii) 

please identify the mailers and the markets, and quantify thc 
volumes of such saturation letter mail; 
please state whether distribution more frequently than monthly is 
either commonplace, the exception, or nonexistent for saturation 
letter mail. 

To the extent you believe there are differences in the typical frequency of 
mailing between ECR saturation letter mailings and saturation flat 
mailings, please describe the factors that you believe may account for the 
differences. 

As stated in the testimony of witness Haldi: “Most [Valpak] franchisees 

mail at least 10 times per year, with the majority of offices mailing on a 

monthly schedule.” VP-T-2, p. 7 ,  11. 1-2. These are all letter-size 

mailings. I receive other saturatioit letters at my home that appear to be 

monthly. I also receive several saturationflats mailings, some of which 

are weekly and some of which are monthly. I believe most weekly 

mailings that are saturation tend to flats I have no basis for providing 

proportions that are representative of the entire postal market 
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(b) No. 

(c) No 

(d) Please see my response 10 ADVO/VP-Tl-l8(a). 
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ADVOIVP-T 1- 16. 

At page 84 of your testimony, you stale that “limited portions of the mail matter in 
Regular and ECR can be carried by private competitors.. . _ ”  

Please confirm that ECR saturation letters could be sent privately if 
unaddressed. 
Are any of Val-Pak’s letter-size cnveloped coupons distributed by private 
delivery, not mail’? If  so. please provide the following: 
(i) the total volume of such privately-delivered pieces in  2005 and an 

estimate for 2006; 
(ii) the percentage of Val-Pak’s total enveloped coupon volume that is 

delivered pnvately; and 
(iii) identify the markets where private delivery is used, and for each 

market identify the private delivery company used. 

(a) 

(b) 

Response: 

(a) 

(b) 

Confirmed, to the extent of my urderstanding 

I am informed that they are not. 
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ADVOIVP-T1-17. 

Do you agree that the great majority of multi-page preprinted advertising circu1:irs 
currently can be distributed either as inserts in newspapers, or as inscrts i n  shopper 
publications or shared mail programs (which can be delivered either privately or via 
mail), without any change to thc format of the preprint. If you disagrce. plcaw cxpl;iiii 
your understanding of the format and characteristics of such circulars, and how thc) 
differ between newspapers and mail and private delivery. 

Response: 

Although there could be differences in  the range of addresses mvcrct! and tlle 

days on which service is available, I believe what you say is basically the case. I do  

not know what the relative charges would be or if the rcsponse rates of h e  rccipienis 

would be the same in each case. 

0 

0 
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ADVOIVP-TI-18. 

With respect to your statements that saruraiirm letters and Ilats can be viewed as 
“separate products,” 

(a) Explain your undcrst:indinp of  why saturation shoppers and shared mail 
programs choose a tlwsized rather than letter-sized format for their 
mailing programs. 
To what extent do yoii kl icve that their choice of format is dictated by 
competitive considerations I c . ~ . ,  that reformatting their niailings to 
letter-size would impair their ability to compete for preprinted 
advertising circulars)’’ 

(b) 

Response: 

(a) All businesses are hased o n  product or service concepts :hat the 

entrepreneur (or entrepreneurial organization) thinks are attractive 

Support for specific product concepts is usually provided by an analysis 

that focuses on such things as alternative concepts, concepl variations. 

postal rates, costs of production, the needs of customers. how those 

needs can be met effectively, and what related products are already being 

offered, including those by competitcrs. Although it  is clear that some 

“saturation shoppers and shared mail programs” that use “flat-sized 

rather than letter-sized format[s]” have evolved, I know of no way to 

point to one or two factors and say: “this is why flats instead of letters 

are used.” This outline of the origins of products and services should 

not be taken to suggest that adjustments in the concepu; are not made 

over time. 
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(b) I would presume that they have considered letler formats arid have 

decided against them. with a n  eye toward profitabiliiy. The decision 

would be expected lo recognize “competitive considerations,” among 

others. 
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ADVO/VP-T1-19. 

Currently, the rate for ECR basic letters is ”linked” to the rales for the Standard A 
Regular subclass by being set higher than the rate for 5-digit automation letters. With 
this linkage to rates for the Regular subclass, if the rates for other categories within the 
ECR subclass are then set on the basis of cost differences, how does this result differ 
conceptually from the circumstance where ECR mail were treated as rate categories of 
Standard A Regular rather than as a separate subclass’? 

.% Response: 

It may d$s not differ conceptually, but the actual outcome depends on how the 

link is accomplished. For example, it could be accomplished by increasing the mrkup  

on ECR, which would affect all ECR rates. Alternatively, i t  could be accomplished by 

selecting disparate or extreme passthroughs withiri ECR, such as zero, in which case 

some categories might be affected more than others. In practice, a combination of both 

approaches could be used. 

In my testimony (VP-T-1) in Docket No. R2005-I, 1 showed on reasonable 

assumptions that the rates for ECR materials would be lower if third class had not been 

deaveraged into two subclasses. The analysis is not simple, of course, in part because 

of the revised approach selected by Congress for developing the Nonprofit rates. 

Several observations on my analysis were made during the case. Postal Service rebuttal 

witness Kiefer said that I had written an ‘“alternative history’” about what ‘’a 
&” happened. USPS-RT-1, p. 28, 1. 11 and p. 29, 1. 1, respectively, emphasis in 

original. It is true that I addressed the question of where things would stand if the 

deaveraging had not occurred - that was the point of the exercise - but all of die data 
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I used were current, I honored all current costs and the Postal Service prolmed revenue 

requirement for Standard mail, the rate development was in line with accepted 

principles, and no showing was made that any of my assumptions were unreasonable or 

unlikely. In its Opinion, the Commission reviewed this issue briefly and pointed to  the 

relation between current cost coverages and those in Docket N o .  R90-I. (Dockct N o .  

R2005-1, Op. & Rec. Dec. ,  p. 97. 1 5046.) However. my analysis relied entirely on 

current costs and the cost coverages proposed by the Postal Service in Docket No. 

R2005-1. 
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NAANP-TI-1. 

Please refer to your testimony at page 5, lines 12 to 14. Please define what you mean 
by “low contributions” and by “high contributions.” 

ResDonse: 

The lines you cite on page 5 are from a summary of my testimony. The 

sentence that precedes the one you identify says: “Based on accepted principles of 

ratesetting and appropriate regulatory practice, as well as on precedent established over 

some years by the Commission, an alternative set of rates for Regular and ECR is 

proposed, including the Nonprofit subclasses.“ In context, then, low and high 

contributions are defined relative to the principles at issue, as discussed at some length 

in my testimony. See especially the sections heginning on pages 42, 57, and 63, as 

well as 94, Details relating to the application of these principles is contained on pages 

96 through 188. 
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NAA/VP-Tlf . 

Please refer to your testimony at page 5 ,  lines 12 to 14. Are Standard mailers making 
“low contributions” in comparison to any First Class mailers? If  so, please explain. If 
not, why not? 

ResDonse: 

The lines you cite on page 5 are from a summary of my testimony and do not 

relate to First-class. However, see my response to NAA/VP-TI-1. See also my 

response to USPSNP-TI-28 and the section beginning on page 94 of my teslimony. 
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NAAIVP-T1-3. 

Please explain your understanding of the proper use of unit contributions per piece in 
comparing the institutional cost contrihuiions of Standard Mail, of First Class Mail, and 
of First Class Mail in comparison with Standard Mail. 

Resuonse: 

As they do  not relate to the efficiency of resource allocaiion or to the extent to 

which rates are economically efficient. unit contributions are useful only in a limited 

way. See my response to ADVO/VP-TI-IO. This issue is also discussed in the section 

beginning on page 42 of my testimony. 
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NAAIVP-T1-4. 

Is it your testimony that the institutional cost contribution (as measured by cost 
coverages or by cost coverage indices) of Standard Enhanced Carrier Mail has not 
declined relative to the system-average since Docket No. MC95-l? 

Resoonse: 

No. For a history of markup indexes, see Docket No. R2005-1, Appendix G, 

Schedule 3. 
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NAAIVP-Tld. 

Is it your testimony that the Postal Service and Postal Rate Commission have not priced 
ECR mail on the basis of its cost and marker characteristics since Docket No. MC95-1, 
or is your testimony that they have not done so to the extent that you now say that they 
should have? 

Resuonse: 

Neither. My testimony concerns the rates that I believe to be appropriate in this 

case for Regular and ECR mail, and why. 
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NAAIVP-TI-7. 

Please state whether you believe that the rates for Standard ECR mail recommended by 
the Postal Rate Commission in the following cases were lawful: 

a. Docket No. R97-1 
b. Docket No. R2000-1 
C. Docket No. R2001-1 
d. Docket No. R2005-1 

If you state that any of the rates in those cases were unlawful, please explain why not. 

Resuonse: 

a-d. I have not taken a position on whether any of the rates recornmended by 

the Commission are lawful, nor do I believe that I am qualified to do so. 

See also my response to NAA/VP-?'l-6. 
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NAAIVP-TI-8. 

Please refer to your testimony at page 53, beginning with line 6. Does your reasoning 
(that as cost coverages increase, rates get further from marginal costs, and value of 
mail service gets impaired) apply to First Class Mail as well? 

Resoonse: 

Yes, it applies to all subclasses and all rates. 

' 0  

0 
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NAAIVP-T1-9. 

Have you calculated the stand-alone costs of Standard Regular mail? Of Srandard ECR 
mail? Please provide all calculations that you have made of the stand-alone cm1s of 
those subclasses of mail. 

ResDonse: 

No. See the section of my testimony beginning on page 57 and my response to 

USPSIVP-TI- 16. 
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NAAIVP-T1-11. 

Please refer to your testimony at page 59, lines 11 to 14. Please explain your 
understanding of how private delivery carriers are compensated for their services. 

Response: 

I do not know “how private delivery carriers are compensated for their 

services.” 
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NAAIVP-T1-12. 

When did Publishers Express cease operations? 

Resoonse: 

I do not know. 
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NAAIVP-T1-13. 

What effect, if any, did the Commission's decision in Docket No. MC95-1 have on the 
private delivery industry? 

Res II o n s e : 

I do not know. 
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NAAIVP-T1-14. 

Please refer to your testimony at page 60, line 16. Who are the “handicapped 
competitors” to which you refer? 

Response: 

I contend that a competitor or potential competitor wishing to provide private 

delivery services, and believing that it can be done at a price that will be attraaive to 

mailers, who is statutorily precluded from using the only means society has developed 

to facilitate leaving mail-like materials at residences, is thereby handicapped. 
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NAAIVP-T1-15. 

Do you believe that reducing rates for Standard ECR mail will improve the ability of 
private delivery firms to "make a go of it"? 

Resoonse: 

No. 
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NAAIVP-T1-18. 

Consider an advertiser participating in a shared mailing such as mailed by ValPak or 
Advo. Please confirm that the price that advertiser will pay to participate in the 
mailing is different from the postage price faced by ValPak or Advo. If  you cannot 
confirm, please explain why not. 

ResDonse: 

I have no way of addressing with any degree of specificity the prices that 

advertisers do (or will in the future) pay to "participate" in shared mail programs. 

Note that the functions performed by various shared mailers may be different 
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NAA/VP-TI-19. 

Does the existence of the Private Express Statutes affect the estimated own-price 
elasticity of subclasses of mail that are subject to them? If so, what consideration 
should the Commission give to that effect? 

-e: 

All demand relationships faced by firms or that exist for markets are for the 

situation that actually exists. The Private Express Statutes are an important aspea of 

that situation for the Postal Service. Therefore, they would be expected to affect the 

demand relationships, in the sense that if subject Statutes were not there, the 

relationships would be different. Several things should be noted. (1) One cannot 

presume that if subject Private Express Statutes were not there, and a different mail 

system had evolved, it would differ from the carrent one in ways that involve nothing 

more than an adjustment in the position or slope of a demand curve or two. Instead, 

the situation might be different in broad and extensive ways. (2) Whatever the demand 

relationship is, that is what it is. If a certain level of value exists, then that is the level 

that exists, and one cannot just presume that it is different. And if a rate change has a 

certain effect on mailers and the Postal Service, then that is the effect that it has 

Stating that the effect would be different without ;he Private Express Statutes does not 

make the effect go away. On the question of the consideration that should be given to 

subject Private Express Statutes in setting rates, at Imst for the subclasses addressed in 

my testimony, see the sections of my testimony beginning on pages 57, 80, and 94. 

See also my responses to USPSIVP-TI-16 and 28, and ADVONP-TI-3. 
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NAAIVP-TI-2 1. 

Please refer to your Table 1 at page 84. In the row labelled "Letters," are the 
percentages a fraction of the line labelled "Non-Saturation"? For example, in the ECR 
Comm column, does the 24.1 % represent 24.1 % of 43.2% or of loo%? 

Resuonse: 

It represents 24.1 percent of the 56.8 percent of the pieces that are 
non-saturation. 
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NAAIVP-Tl-22. 

Should criterion 5 (39 U.S.C. §3622(b)(5) have a greater impact on the rates for 
Standard Regular or for Standard ECR mail? Please explain your answer. 

Response: 

This matter is discussed in the section of my testimony beginning on page 83. 

My conclusion is that it should not have a greater impact on one than the other. First, 

even though a somewhat greater portion of ECR than Regular can be handled privately, 

it still has a substantial portion of mail that cannot, including a great deal of Nonprofit 

volume. In fact, not even the sarurariun category of Nonprofit is at present a candidate 

for private delivery, and it seems doubtful to me that Congress intended that its rate 

should be increased to the point where it would be. Further, it docs not seem fair to 

me for the ratesetting authorities to be in the position of saying to ECR mailers that are 

constrained by the Private Express Stautes: "We understand that your rate is unduly 

above costs, but you are in a subclass with some mail that can be carried privately, and 

we want high rates for that mail." Second, making mail services available at 

reasonable rates does not involve elevating those rates so that potential mailers see 

private delivery as the best alternative. 

8867 
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NAAIVP-T1-23. 

Is it your testimony that the Postal Service has, since Docket No. MC95-I, continued 
“the historic cost coverages of Regular and ECd, case after case” (page 93, line 9-10)? 

Resuonse: 

Basically, yes, by proposing rates designed to bring about increases and 

decreases that are little different from the average increase. Such an approach does not 

deal with any fundamental merits of the rates and is a prescription for maintaining the 

status quo. 
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NAAIVP-T1-24. 

Please refer to your testimony at page 94. beginning with subsection "K". Please 
confirm that at the time of Docket No. R90-1, First Class Mail was the largest class of 
mail in the postal system by volume, and that it constituted a majority of the 
mailstream. 

Resoonse: 

In the instant docket, the Postal Service provided a revenue and volume history 

in USPS-LR-L-74. Whether "majority" is defined in terms of either revenue or 

volume, I believe that library reference confirms your statement. 
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NAAIVP-T1-26. 

Please refer to your testimony at page 95 and the following pages. Please assume that 
Dr. Clifton (GCA-T-1) has correctly estimated the own-price elasticities of First Class 
single-piece and Standard Regular mail as -0.602 and -0.276, respectively. What 
implications would that have on your view that the cost coverage of Standard Regular 
should be somewhat below that of First-class Mai;? 

Response: 

Please see my response to USPS/VP-TI-28. Except in a limited way, my 

testimony does not address the rates for First-Class. It should be noted, however, that 

considerations beyond elasticity are involved. 

8 8 7 0  
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NAAIVP-TI-21. 

Please refer to page 97, lines 11 to 16. What would be the average rate changes for 
Standard Regular and for ECR with your allrrnative recommended cost coverages? 

Response: 

Standard Regular would receive a rale increase of 14.08 percent, and ECR 

would receive a rate decrease of 1.12 percent. 
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NAAIVP-TI-28. 

Are you advocating a 100 percent recognition of the cost differences between letters 
and flats at the Standard ECR high-density and saturation levels? Please explain any 
negative answer. 

Resuonse: 

No. The development of the highdensity and saturation rates in ECR, both for 

letters and flats, is discussed in considerable detail, step by step, including reasoning 

and justification, on pages 169 through 186 of my testimony. All rates are explained 

fully. 
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NAA/VP-T1-29. 

In connection with the proposed DAL surcharge and your suggestion for a surcharge 
for non-automation and/or non-machinable Standard ECR basic letters, please state 
your understanding of the role of a surcharge in postal rates? 

Resuonse: 

Generally, a surcharge is no different from a discount, which is no different 

from a rate difference. It just depends on your point of view. The DAL surcharge 

moves in the direction of recognizing cost differences associated with mailers' 

preparation options, which seems a fair thing to do. Assuming some mailer response, 

increases in efficiency would be expected. Similar statements could be made about a 

surcharge for non-machinability or non-automationcompatibility . 

Note that I do not view the purpose of the DAL surcharge as being to get 

mailers to stop using DALs. If mail with DALs is priced properly, based on its costs, I 

see no reason why mailers should not be allowed this option. I do not see an agency 

like the Postal Service as being in a position wher- it can say: "We like one kind of 

mail but do not like some other kind of mail, so we will either prohibit the other kind 

or set its price so high that it will go away." As long as each type of mail is priced 

properly, the Postal Service should be pleased to have all that mailers want to send. 
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NAA/VP-T1-30. 

Please refer to page 129, lines 7-8 of your testimony. Please provide a citation for 
your statement that Mr. Kelley has estimated the Test Year cost of DALs to be $165 
million. 

Response: 

The reference is provided on line 13 of page 129 of my testimony, the same 

page 129 that you reference. 
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NAAIVP-T1-31. 

Please refer to page 174 of your testimony. Did you perform any analysis to determine 
the basis for the estimated difference between Standard basic and highdensity flats 
reported by the Postal Service? If so, please provide that analysis. If not, why not? 

Resuonse: 

I performed no analysis beyond the discussion in my testimony, in the section 

beginning on page 173, which you cite. Note that the sources of all of the costs on 

which I rely are provided in my workpapers, on the ‘Inputs’ sheet, cells K171 to 

M185. 
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NAAIW-T1-32. 

Please confirm that, according to USPS witness Kelley (NAA/USPS-TM-8), Standard 
ECR high-density flats are estimated to have lower unit rural delivery costs than 
saturation flats in the Test Year. 

Resuonse: 

Not confirmed. Witness Kelley should be the one to explain the costs he 

presents. In the interrogatory response you cite, I see a total (city and rural) volume of 

high-density flats of 1,886,024, a rural cost of $32,982, and a rural unit cost (the 

quotient of these two numbers) of 1.743 cents. To the extent that this number is 

considered to be low, it is because a relatively small proportion of highdensity flats are 

delivered on rural routes. The comparison you make just means that proportionately 

more saturation flats are delivered on rural routes than highdensity flats. 
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NAAIVP-TI-33. 

Please confirm that, according to USPS witness Kelley (NAA[USPS-TN-7). the city 
delivery unit costs of ECR high-density flats are projected to increase less between the 
Base Year and the Test Year than is the case for ECR saturation flats. 

ResDonse: 

Not confirmed. Witness Kelley should be the one to explain any cost 

comparisons he presents. However, the column headings in the interrogatory response 

you cite suggest that the comparison shown is between the test year in Docket No. 

R2005-1 and the test year in the instant docket. Taking the headings at face value, 

then, they would seem to contain no information relaring to the statement you wish to 

have c o n f i i e d .  



Response of Valpak Witness Mitchell 
to Newspaper Association of America 

NAAIVP-T1-34. 

Other than your reference to “historical levels,” do you have any reasons to question 
the accuracy of the city and rural delivery unit costs for ECR high-density flats 
provided by the Postal Service? If so, please state those reasons. 

Response: 

Yes. The phrase “historical levels” appears on page 174, line 5 ,  of my 

testimony. On the same page, line 2 refers to the small volume behind the estimate and 

lines 5 through 8 comment on the “casing advantage” associated with high-density 

flats. 
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NAA NP-T1-35. 

Please refer to your testimony at page 174, line 9. Please confirm that you have no 
basis in the data in this case for crediting 1.4 cents of high density cost savings to 
saturation mail. If you cannot confirm, please piovide full citations to that data. 

Response: 

Not confirmed. I have not credited 1.4 cents of “high-density cost savings to 

saturation mail.” The sentence in my testimony after the one you quote explains what 

is happening. 

As a simple example, consider a subclass with no markup, so that the rates are 

equal to the costs. Suppose the cost of basic is 10 cents, the cost of highdensity is 6.6 

cents, and the cost of saturation is 5 cents. Absent special considerations, these would 

be the rates. However, if a decision were made to set the highdensity rate at 8 cents, 

1.4 cents higher than 6.6 cents, this would not provide a reason to change the rate of 

saturation from its level of 5 cents. The reference to rransfernng derives from a 

schematic involving a vertical column in a presort t r x .  
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NAAIVP-T1-37. 

Please refer to page 176, line 7 of your testimony. Do you believe that 41.4 percent of 
saturation flats will use DALs in the Test Year? Why? 

ResDonse: 

Not necessarily. I know of no way to project the proportion of saturation flats 

that will use DALs in the test year. 



Response of Valpak Witness Mitchell 
to Newspaper Association of America 

NAAIVP-T1-38. 

Assume that there is credible reason to believe that the proportion of saturation flats 
using DALs in the Test Year will be substantially less than 41.4 percent. How should 
your rate proposal be modified to accommodate that scenario? 

Response: 

Adjusting rate proposals for changes in billing determinants between the base 

year and the test year is a complex process and is not done often. It requires not only 

volume estimates, sometimes developed from quantitative marketing research, but also 

associated cost estimates. 

In this particular case, what is being proposed by the Postal Service may be 

quite reasonable. Assume that the rates are designed appropriately, based on 

unchanged billing determinants. If some pieces with DALs convert to pieces with 

on-piece addresses, there will be a reduction in thc volume of DALs. Witness Kelley 

has suggested that there may be some "offset" in terms of the time taken to deliver flats 

with on-piece addresses being higher than the time taken to deliver flats with DALs 

(with the cost of the DALs themselves left out of this comparison). Without this offset, 

and probably even with the offset, the savings associated with the conversion is 

probably larger than 1.5 cents. However, capturing the savings will require route 

adjustments, which may take some time. Thus, the savings in the test year could be 

higher or lower than 1.5 cents. Given all of this, it may be better not to attempt 

adjustments now, and to recognize new volumes and costs in a future case. (The offset 

is discussed on page 129 of my testimony.) 
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USPSIVP-T1-1. 

Please confirm that, under your proposed pricing a Standard Mail Regular 
automation 5digit piece-rated letter entered at the DSCF would pay 18.2 ccnrs 
per piece. If not confirmed, please supply the correct proposed rate. 
Please confirm that, under your propsed pricicg a Standard Mail ECR Basic 
piece-rated letter entered at the DSCF would pay 14.9 cents per piece. If not  
confirmed, please supply the correct proposed rate. 
Please confirm that the rate difference between the above two letters is 3.3 cents 
per letter. If not confirmed, please supply the correct difference. 
Is it your view that the rate difference confirmed or supplied in part (c) would 
be sufficient to cause some letters to migrate from Standard Mail automation IO 

ECR basic if the mail preparation rules are the same as they are today’? If  you do 
not agree, please explain fully why you think that no letters would migrate. 
If your response to part (d) is other than an unqualified negative, please explain 
what the revenue, cost and contribution impacts of this migration would be and 
describe how you took these impacts into account in preparing your alternative 
rate proposals. 

(a) Confirmed. 

(b) Confirmed. 

(c) Confirmed. 

(d-e) Certainly “some” letters would migrate. However, consistent with the 

testimony of Postal Service witness Tolley in Docker No. MC95-1, the cross 

elasticity between Regular and ECR is generally considered to be low. This was 

one of the factors considered when the ECR subclass was created. See the 

discussion of the Commission in its Opinion in that case, p. V-174, 1 5425. 

The usual approach is to set rates on defensible bases, typically involving 

costs and the ratesetting policies of the Act. as developed and applied by the 
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Commission, and then to allow niailers to choose what is best for them. 

Developing rates with an eye to keeping mailers in one category or another runs 

counter to the reasoning that should underlie the rates. and is not acceptable 

practice. See the Commission’s discussion of this matter in its Opinion in 

Docket No. MC95-1, pp. V-161-62. f 5388. 

Some pieces once using carrier route rates have undoubtedly migrated to 

the 5-digit automation category in Regular, due to lower rates there, and some 

of the same pieces might migrate back. without finding the density requirement 

to be a hurdle. If sufficient information were zvailable on the number of these 

pieces and their cost characteristics. I agree that adjustments could be made, as 

is sometimes done. Short of that. as is also done, the rates are developed based 

on current billing determinanrs and the future is allowed to occur. New 

volumes and estimates of new costs will become available to suppon 

realignment later. 

In the instant docket. a considerable number of rate and classification 

adjustments are on the table. Detailed estimaks of mailer responses and cost 

effects are sometimes rough and sometimes unavailable. Some changes will 

improve the Postal Service’s finances and some will not. The net effect can be 

recognized in the next omnibus case. This reduces somewhat the accuracy of 

the breakeven estimate for any specific test year, but it is not inconsistent with 
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any notion of longer-term breakeven. We shmld be very careful not IO let an 

interest in this type of accuracy stop progress toward improved rates. 



Response of Valpak Witness Mitchell 
to Interrogatory of USPS 

USPS/VP-T1-2. 

0 
Please confirm that, under your proposed pricing a Standard Mail Regular 
automation Sdigit piece-rated flat entered at the DSCF would pay 34.5 cents 
per piece. If not confirmed, please supply the correct proposed rate. 
Please confirm that, under your proposed pricing a Standard Mail ECR Basic 
piece-rated flat entered at the DSCF would pay 17.2 cents per piece. If  not 
confirmed, please supply the correct proposed rate. 
Please confirm that the rate difference between the above two flats is 17.3 cents 
per flat. If not confirmed, please supply the correct difference. 
Is it your view that the rate differerm confirmed or supplied in part (c) might 
induce some mailers to migrate the flats from Standard Mail automation to ECR 
Basic by sending duplicate mail pieces or otherwise padding their mailing lists 
to qualify for the ECR rates? If  you do not agree, please explain fully why you 
think that no pieces would migrate. 
If your response to pan (d) is other than an unqualified negative. please state 
whether you believe that all migrating flats possess the demand and market 
characteristics that the Commission had in mind when it recommended ECR as a 
separate subclass. Please explain your answer. 
If your response to part (d) is other than an unqualified negative, please state 
whether you believe that expanding the number of small carrier route bundles 
will increase or reduce Postal Service costs if the Postal Service transitions to 
automated flat sequencing? Please expllin your answer. 
If your response to part (d) is other than an unqualified negative, please explain 
what the revenue, cost and contribution impacts of this migration would be and 
describe how you took these impacts into account in preparing your alternative 
rate proposals. 

Response: 

(a) Confirmed. 

(b) Confirmed. 

(c) Confirmed. 

(d) In response to any schedule of rates, mailers can be expected to make 

adjustments, including the possibility of gaming the system. Some mailers 

might be in a position to do the latter here. Several things can be said. 
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(1) Mailers generally have far more invested in a piece of mail than just the 

postage. One mailer told me that he had about 70 cents in each mailpiece, 

making postage a lesser consideration. (2) ECK pieces have line-of-travel 

requirements. The Postal Service considers now, and would consider i n  the 

future, how these requirements are written and applied. I t  might choose not to 

allow duplicate pieces to the same address. Also, mailers might have no interest 

in having recipients receive duplicates. (3) Mailers could seek out addresses not 

currently on their list. These could be more likely to be undeliverable. In 

addition, the response rates might be non-existent for such addresses and some 

mailers might have a preference against non-target recipients receiving their 

mailpieces. Similarly, some recipients might be averse to receiving such 

materials. (4) The Postal Service would havr: to evaluate the profitability of the 

additional pieces. Usually, firms and organizations are happy to have more 

business. Whether the Postal Service would assume the migrating pieces haw  

the average costs of their categories, as it has done in some NSAs, is open to 

question, but the costs available for ECR flats are much lower than the costs for 

%digit automation flats. Another factor would involve the question of 

elasticities - some of the mailers receiving lower postage could decide to mail 

even more pieces, resulting in a net gain. In short, the problem may not exist in 

significant degree, and it could be a good thi1.g instead of a bad one. 



Response of Valpak Witness hlitchell 
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(e) I agree that the demand and market characteristics, on average, of 5digit 

automation flats might be different from the demand and market characteristics, 

on average, of ECR flats. In fact, they might be expecred to be different, since 

they are components of larger categories that are understood to be different. A 

lack of perfect uniformity always exists, however, in any classification scheme. 

The fact that it might exist here should not stop otherwise appropriate 

ratesetting. 

The question of what happens under flats sequencing is an interesting one, but 

one on which no data and very little analysis are available. See responses of 

Postal Service witness Coombs to AMZ/USPS-T44-l(c), VP/USPS-T44-4(c), 

14, and 18(d), and NAAAJSPS-T44-8, 9, 10, and 11. Both costs and 

preparation requirements would be expected to change, making a great deal of 

current data inapplicable. I have no assessment to provide. 

Please see my discussion of a similar issue in USPSIVP-TI-l(d-e) 

( f )  

(8) 
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USPSIVP-T1-3. 

Please confirm that, under your proposed pricing a Standard Mail Regular 
automation 5digit  piece-rated letter entered at the DSCF would pay 18.2 cents 
per piece. If not confirmed, please supply the correct proposed rate. 
Please confirm that, under your proposed pricing a Standard Mail ECR 
Automation Basic piece-rated letter entered i t  the DSCF would pay 12.9 cents 
per piece. If not confirmed, please supply the correct proposed rate. 
Please confirm that the rate difference between the above two letters is 5.3 cents 
per letter. If not confirmed, please supply the correct difference. 
Please confirm that you propose that the Commission recommend that Standard 
Mail ECR Automation Basic rates be available to otherwise qualified letters 
addressed to all ZIP Codes and not be restricted to specific destinarions as is 
currently the case. 
Is it your view that the rate difference confirmed or supplied in part (c) would 
be sufficient to cause some letters to migrate from Standard Mail automation to 
ECR basic if the mail preparation rules are the same as they are today? If )(MI do 
not agree, please explain fully why you think that no letters would migrate. 
If your response to part (e) is other than an unqualified negative, please state 
whether you believe that the volume of migrating letters would be large relative 
to the current volume of ECR Automatioil Basic letters? If you did not estimate 
the volume of letters that would migrate as the result of your alternative rate 
proposals, explain why not. 
If your response to part (e) is other than an unquaiified negative, please explain 
what the revenue, cost and contribution impacts of this migration would be and 
describe how you took these impacts into account in preparing your alternative 
rate proposals. 

ResDonse: 

(a) Confirmed. 

(b) Confirmed. 

(c) Confirmed. 

(d) Not confirmed. Please see page 126 of my testimony, VP-T-1, lines 12-21. My 

suggestion is that the Commission “consider” such a classification, but I do not 

propose that the Commission recommend it. My hope is that if the Commission 
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finds potential merit in such a classification. i t  will note such, and the Postal 

Service will consider it  further 

(e, f, and g) Not applicable. 
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USPS/VP-T1-4. 

Please confirm that your proposed rates produce the percentage rate increases for the sample 
Standard Mail pieces shown in the table below; 

3 5 8 14 
ounce ounce ounce ounce 

Standard Mail Regular 
Automation Sdigit,  DSCF Letter 5.2% 
Automation 5-digit, DSCF Flat 39.1% 29.8% 19.7% 10.2% 
Nonmachinable 3-digit DSCF Parcel 55.9% 49.9% 41.9% 31.9% 
Machinable DBMC Parcel-Barcoded 73.4% 62.2% 
NFM--3-digit DSCF 169.0% 141.7% 113.0% 85.7% 

Standard Mail ECR 
Basic DSCF Letter -15.8% 
Saturation DSCF Letter -24.8% 
Basic DSCF Flat -2.8% -3.5% -4.9% -6.1% 
Saturation DSCF Flat (On-piece -14.2% -12.3% -11.0% -9.9% 
Addressed) 

Resoonse: 

With three exceptions, I confirm the data in your table. For saturation 3-ounce flats 

(with address on piece), I get -14.8 percent. For the line for machinable parcels entered at the 

DBMC (barcoded), you do not specify the presort level. Under the assumption that the pieces 

are BMC presorted, are currently paying the basic rate, and are currently paying the residual 

shape surcharge, I get 53.4 percent for the 8-ounce pieces and 47.9 percent for the 14-ounce 

pieces 

E 8 9 0  
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USPSIVP-T1-5. 

Please refer to page 105 of your testimony. 
(9 Please explain if your use of the term “Stigler’s second definition” of price 

discrimination is intended to assert that Professor Stigler adopted this definition 
in his work, or endorsed this definition’s use in preference to “Stigler’s first 
definition” of price discrimination in some or all applications. 
If you do assert that Professor Stigler adopted or endorsed the second definition 
in preference to the first for some purposes, please give examples and citations 
of this preferred use. 

(g) 

Response: 

Note: The original question contains a section f and a section g, but no other sections. 

Those designations are maintained here. 

(f-g) The reference is to Professor Stigler’s introauctory text, 7’he 7’heoty of Price. 

As part of a discussion of prices differing from costs, he tightens the dialogue 

somewhat by dropping a footnote, with equations. He says “[olur definition of 

discrimination turns upon the” question of whether the ratios of price to 

marginal cost (the cost coverages, in postal parlance) are the same. Then, in the 

same footnote, in what I called his “second definition,” he says “[slome 

economists prefer the slightly different definition that prices are discriminatory 

if the difference in price is not equal to the difference in marginal cost,” which 

is the same as the products having the same per-piece contribution. He goes on 

to point out that the first definition has implications concerning the efficiency of 

resource allocation, which is an important issue throughout his book. 

Otherwise, there is no particular sense in which he “adopts” one definition or 
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the other, and he does not specify conditions under which the second one might 

be more relevant. 
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USPSIVP-Tld. 

Please refer to pages 105 and 106 of your testimony. Please confirm that your use of the two 
definitions of price discrimination described in Professor Stigler’s book to apply differentially 
to shape-based cost differences and worksharing cost differences represents your own opinion 
and is not based on any explicit or analogous usage of the two definitions by Professor Stigler 
in published work. If  you do not confirm, please supply examples and citations to published 
work where Professor Stigler used these two definitions to apply as you suggest in your 
testimony. 

Response: 

I am not familiar with any published work of Professor Stigler wherein he deals with 

issucs of discrimination in raresetting. Within a page or so of the two definitions at issue, 

ho\< ever. lie docs discuss the importance of markets having different elasticities if 

discriniiiiation is IO occur and he does discuss the importance of markets being relatively 

indcpendcnt. whicli ix  an issue of cross elasticity. Applying these notions to postal pricing is. 0 
III in\ ~I]~IIIIOII. rrlarivrl! straightforward. ( I )  Differences in elasticities among subclasses 

rc.ci\c ;I greai deal ot ammion. hui there is litrle discussion about whether the elasticities of 

ciiregciriez \rithin subclasses are different. If resources are to be allocated efficiently, another 

i s w c  Stiglcr discusses at great length. this lrads t o  equal percentage markups between 

categoric\ like letters and flats. ar lust as a drtault solution. (2) Large potential gains being 

:iuil:ihle on the technical side from having hillions of pieces of mail processed in a lower-cost 

w i i > .  issues o l  worksharing have d s o  rrccived attention. with attendant arguments of 

significanr cross elasriciries between workshared and non-workshared mail. Since welfare 

gains tend 10 be smaller than these reclinical gains. and since any bases for discriminating 
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among workshare categories are nct generally clear, attention has focused on equality of per- 

piece contributions. 

0 
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USPSIVP-T1-7. 

0 
Please refer to pages 109, lines 16-17 of your testimony. Do you consider parcels to be a 
"variant" of flats (or vice-versa) in  rhe same or similar way that automation letters might be 
considered a variant of machinable letters? 

(a) If  your answer to the above question is in the affirmative, please explain why 
these two shapes should be considered variants of each other. 

If your answer to the above question is in the affirmative, please explain why 
letters and flats should not be similarly considered variants of each other. 

(b) 

Response: 

(a-bf The relation between automation letrers and machinable letters is an intra-shape 

dislinction and is generally considered to be one of worksharing, although I 

understand that several requirements are involved. The relation among letters, 

flats. and parcels. howewr. is more distant, for several reasons. ( I )  In 

worksharing. thc gains can hc very large. as in having substantial ponions of 

mail processed in  a lower-cost way. Geometrically speaking. such gains can be 

thought of as the areas of rectangles. potentially several cents high and billions 

of pieces wide. Chins  of this niagnitude, which lead to a focus on cost 

avoidances. are not at issuc i n  regard to movements between such categories as 

letters, flats. and p a r d s .  ( 2 )  With automation, the processing of letters, flats, 

and parcels has heconic increasingly well defined and separate, much as though 

they were separate products. (3) The cross elasticities between letters, flats, and 

parcels are generally thought of as rather low. It is easy to conceive of a mailer 

saying to a mail preparation agency: "You can put a barcode on that flat if you 
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want to, but don’t you dare convert it into a lener.” The reality is that separate 

markets are involved, again consistent with the notion of separate products. 

(4) If the resulting prices or market position of letters, flats, or parcels were 

found to raise questions, it would be easy to argue that separate subclasses 

should be considered, in which case questions of different markups would arise 

immediately. clearly a step beyond thinking in terms of a high passthrough of a 

cost difference between them. An argument for an automation subclass would 

be much more difficult !o defend. 
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USPSIVP-T1-8. 

Please refer to page 115, line 3 of your testimony. Please supply the data or studies you relied 
on to determine that the differences in average weight between commercial Standard Mail 
Regular Basic nonautomation letters and Basic nonautomation flats will translate easily into 
“two or more truck-loads of flats for each truckload of letters.” 

Response: 

My only reference was the billing determinants for Standard mail, contained in USPS- 

LK-L-77, which show basic non-automation letters to have an average weight of 0.7951 ounces 

and corresponding flats to have an average weight of 1.9156 ounces, well over twice as much 

thoth figures being on page 2 of section G I ,  cells K12 and K19, respectively). Given that 

truck\ loadrd with printed niatter such as Standard mail generally weigh out before they cube 

out. i t  scrinh iiiiuitivc that these differences could translate easily into “two or more truck. 0 
1~1.d~ ol 11:ih tor each truckload of letters.” 
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USPSIVP-Tl-9. 

Please refer to page 126, lines 12-16 of your testimony. 

0 

If the Commission were to follow your recommendation and establish an 
unrestricted Automation Basic Letters category in ECR (with the same 
minimums that now exist for Automation Basic Letters), is it your view that no 
mail that is currently being entered and processed as Standard Mail Regular 5- 
digit Automation Letters would migrate to the new ECR category? 

If your answer to the above question is not an unqualified no, please state 
whether you believe t h x  carrier route sorting, sequencing and bundling of the 
newly migrated mail will have significant operational value to the Postal Service 
if the Postal Servicc continues to delivery point sequence these letters at plants. 

No. See my response w USPS/VP-Tl-3(d) 

t io t  applicable. 
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USPSIVP-T1-10. 

Please refer to page 148, line 8 of your testimony. Please explain the basis for describing the 
proposed NFM rate category as “temporary” as opposed to a permanent rate category to which 
certain parcels will have temporary rate access. 

Resnonse: 

The basis for my description was Postal Service witness Kiefer’s use of the term 

“temporary,” USPS-T-36. page :1, line 6. If I misinterpreted his statement, I would be happy 

tor the rocord to contain any clarification on this point that the Postal Service wishes to 

prtwidc. Whether i t  be temporary or permanent, relative to the Postal Service proposal, I have 

1101 proposcd any changes i n  how the rates for the NFM category are developed. 
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USPSIVP-T1-11. 

Please refer to page 156, lines 4-10 of your testimony. Is it your view that limiting the 
passthrough of cost differences in order to partially offset the rate change impacts of rate 
deaveraging is not a legitimate tool in ratemaking? 

Response: 

No, although I think a significant first step should be taken; otherwise, responses to the 

drcision to deaverage can be miniinal and it  can take a long time to get to the preferred rate 

position. Pan of the prohleni hire is that other events can occur along the way, and interfere 

wi th  t i le hest laid ofplans. Also. auestions should be raised about limiting esrablished 

discounts as part o l  such an arrangement. since the effects on mailers could be significant and 

I: I I I I :~II  be d ~ t l i c u l ~  i ( i  get those discounts hack i n  place. In any case, the situation needs to be 

0 ~\.l:llillcll 

Tlic c;itc:hiric\ ;ii  iswe o i i  p q c  1.50 ;ire tliose o l  machinable flats. The basic level is 

p r o p w d  t u  he dcaverag~d iiito miwd AD(: and ADC. and the 3/5-digit level into 3-digit and 

5-digit. 111 doin; this. there is no rrwon t o  rrduce the passthrough between the MxADCiADC 

;1ggrc;;itc ;ind tlic 3-d'5-d ag;rcg;i:L'. ;I\ ihi\ \rliuld disadvantage borh 3-digit and 5digit 

ni:iilcrs 

n liilc 3-di;it niailrrs see ai incre;iw 01 24 ..I4 pcrcent. A case could therefore be made for a 

temporary passthrough of greater t1i:in I(WI pcrcent between the ADC level and the 3-digit 

level .  

Ilrxlcr the Posral Serviw propiu l .  \ lkADC mailers see an increase of 18.73 percent 

Another prohlcm exists in tnc rate diilerence between machinable flats and 

correspondin? auIoination 11;its I'ndcr tlir Postal Service proposal, this difference is larger at 

0 
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the 5-digit level than at the MxADC level (4.3 cents at the former and 4.0 cents at the latter) 

If anything, the difference at the 5-digit level should be smaller than at the MxADC level 

This is because, at the 5-digit level, the Postal Service receives very little benefit from having a 

barcode applied by the mailer. Therefore, if an “offset” is going to be developed, a number of 

factors need to be taken into account. 
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USPSIW-T1-12. 

0 
Please refer to page 156, lines 11-13 of your testimony where you say, in part, “whenever 
deaveraging occurs ... significant impacts on mailers should be expected, and accepted.” 

(a) Is it your view that the Postal Service and mailers whose rates are pushed up by 
rate deaveraging should “accept” those impacts, regardless of the size of the 
impact? 

If your answer to part (a) is not an unqualified yes, please state at what level 
would deaveraging rare impacts become unacceptable and warrant rate change 
mitigation. 

(b) 

Response: 

(a-b) Page 156 is part of a stction that discusses the deaveraging of basic flats and 

3/5-digit flats (machinable, in Regular). It might be better to think of 

acceptailcr in terms of whether the bases for the increases are justified and 

undrrstood. It is irue thai sonic mailers would realize effects, usually on a 

liniired portion o l  their mail. though this would not apply to the Postal Service. 

In effect. an opportunir) to be averaged with some lower-cost mailers is being 

withdrawn. See also m y  responses to USPSIVP-T1-19, 23, and 24. 
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USPSIVP-T1-13. 

Please refer to pages 156-57, subsection 9 of your testimony. If the Commission were to agree 
with your assertion that the letter-flat cost differential should be more fully reflected in rates, 
would it be your view that mailers whose rates were pushed up “accept” those impacts, 
regardless of the size of the impact? Please explain your answer fully. 

ResDonse: 

In subsection 9, the word “accept” is not used, although it is used in the subsection 

referenced in USPSIVP-TI-12. Please see my response to that interrogatory. 

One could hypothesize a linear relarion between the size of a rate increase and the 

degree of unhappiness. It might be better to think of acceptance in terms of whether the bases 

lor the increases are justified and understood. Consider the following example. Suppose that 

y o u  c n i !  reader) and I a c h  have a life insurance policy with the same company and that the 

r:ws I t r r  wnie years have hern the sanie for smokers and non-smokers. I am a smoker and 

> o u  ;ire not. With increased knowledge about the health effects of smoking, our company has 

decided to daverage the rates and charge me more and you less. The explanation is that the 

costs haw nor been reflected in the rates. I could be given the opportunity to talk to the 

insurance company and explain why my ratrs should not increase, and I could attempt to make 

a case that the company is being unfair t o  me. But I do not get a vote. Unless I give the 

company a good reason, which I cannot, i r  will not reduce my rate. The company does, 

however. provide me with a rational explanation, which would seem a reasonable thing for it  

to d o .  The fact that rates have been out 0 1  alignment with costs in the past is not relevant, 

0 
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Also, to the extent to which you express yourself on the decision to deaverage, I would guess 

that you would support it and argue that it is fair to all parties 
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USPS/VP-T1-14. 

0 
Please refer to page 171, lines 8-18 of your testimony. 

If the Commission were to follow your proposal and recommend rates for the 
ECR Basic Letters category that were below the rate for Standard Mail Regular 
5-digit Automation Letters, is it your view that no mail that is currently being 
entered and processed as Standard Mail Regular 5-digit Automation Letters 
would migrate to the ECR Basic Letters category? 

If your answer to the above question is not an unqualified no, please state 
whether you believe that carrier route sorting, sequencing and bundling of the 
newly migrated mail will have significant operational value to the Postal Service 
if the Postal Service continues to delivery point sequence these letters at plants. 

Plcasr see m y  response to USPSIVP-T1-1 

According to sheet 18 of the UDCModel worksheet of USPS-LR-L-67, about 82 

percenr 0 1  Standard letters are DPS’d. I have not found separate figures for 5 -  

digil autonia[ioii and basic ECK letters. However, my proposal develops rates 

using the costs that are availahlc. which include a non-machinable component in 

basic ECK letters. hly strength does not lie in describing the details of 

operations. I t  is important to note. however, that operations are only one part 

of any rate difference. The other part relates to the subclasses involved, which 

goes back in  part to uhcther [he market characteristics, on average, are different 

for ECR mail 
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USPSIVP-TI-15. 

Please refer to page 182, lines 16-18 of your testimony. Please state the basis for your opinion 
thar the studies that show the effect of weight on cost of Standard Mail are not reliable. If you 
relied on your own or other analyses of these studies, please provide those analyses and state 
which studies were evaluated in each analysis. 

Response: 

The sentence beginning cn line 16 says: "If one takes the position, as I do, that the 

studies done to date to estimate the effects of weight on the costs of Standard Mail are 

indicative bur not terribly reliable. then no real basis exists for evaluating the pound charges." 

Tlic p l i r~sc  "not rcrrihly reliable' is an expression meaning somewhat reliable, but not as 

rcli;ihlc az one w u l d  wish. Alio, t h s  word "indicative" was meant to be positive. 

th iuc \  cr. I h ; i w  reviewed studies ot weight over a period of years, in a very general 

\\,I) Allliciucli there 15 wine ctrnsisicncy ovur time in the results. my recollection is that the 

g r q i l i t  l i t  i l i c  costs havc been tar trom s m o o t h  and well behaved. Also, although I am not an 

c.\pcri on siatistical conlidence levels and standard errors, I have always been concerned that 

i l i c  c\iiiii;ite\ \ye liavc are w r y  rounli. I lccl  like my concerns were shared by Postal Service 

u iriie5r Ihnicl  in Docker KO. WO(J0- 1, \\ ho. referring to her own work, said: "The results of 

[tic. w i g h t  analysis presented in t h i s  tewniony are intended to guide rate design by providing a 

, w i c r d  indication of the effecr weighr 

necessarily intended to be an exact quiui~itication of costs for every individual weight 

iiicrrniciir." USPS-T-28. p .  3 ,  11.  21-24. emphasis in original. Then, after reviewing some 

lactors thar made her study coiiiplcx and difficult, she said: "Thus, while it is possible to 

on total volume variable costs. They are not 
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analyze the data for guidance in rate design, it  is difficult, if not impossible, to isolate precisely 

the impact of weight on costs or identify the exact unit cost of each ounce increment for three 

of the major classes of mail.” Id., p.  4 .  11. 4-7. I interpret these comments as a signal of 

significant reservations about the reliance that should be put on the results. No study of the 

effects of weight on costs is available in the instant docket. 

0 



8 9 0 8  

Response of Valpak Witness Mitchell 
to Interrogatory of USPS 

USPSIVP-T1-16. 

Please refer to the following porrions of your testimony: 

Page 59, lines 5-8: 
[AIS the cost coverage for a product increases, so that its rate becomes far above the 
cost, the likelihood increases that a stand-alone operation could carry that product at a 
lower rate and make a profit. 1 contend that for saturation mail, we are at or above that 
point now. 

Page 88, lines 4-6: 
ECR rates are already abcve stand-alone costs. 

Page 89, lines 4-6 
Rates for ECR. particularly those of the saturation categories, are above stand-alone 
costs now. . . 

a. Please explain fully your understanding of the term “stand-alone costs.” In your 
explanation. please identify all types of costs (e.g., institutional or “overhead” 
costs. volume variable costs, etc.) that should be estimated in establishing stand- 
alone costs for a subclass or type of mail, such as ECR. 

Pleasc providc your estinllite of the stand-alone per piece costs for ECR. Please 
includc in your ana!ysis a brukout of cost components (e.g. in-office costs, 
delivery costs. transportation costs, etc.) and the source of your costs. In 
developing your estimate. please assume the current level of service (e.g. 6 day 
a week delivery ro eve? address). 

Please provide your estinlate of the stand-alone per piece costs for Saturation 
mail. Please include 111 your analysis a breakout of cost components (e& in- 
oflice costs, delivery costs. transportation costs, etc.) and the source of your 
costs. In developing your estimate. please assume the current level of service 
(e.g. 6 day a week dclivery IO every address). 

h 

c .  

KL.sDonse: 

The stand-alone questions I ani raising relate primarily to saturation mailings, due to 

the simplicity and low costs of an independenr operation that delivers unaddressed pieces. 

Privare delivery would most likely be by local delivery operators. Mailers would arrange to 
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deposit materials with them, and the delivery operators would not maintain a network for 

handling, transferring, and transporting materials around the country. 

0 

a.-c. The stand-alone concept is a fairness notion, developed primarily to test for 

cross subsidies. Just as it  is considered unfair for the presence of product A to 

cause the rates for product B to be higher than they would otherwise be 

(indicating that B is cross subsidizing A), it is similarly considered unfair for the 

rates for a product produced within a joint operation to be higher than they 

would be if the same product were produced in a separate, stand-alone 

operation. Two possible reference points on such a stand-alone operation are 

apparen! 

The first possible reference point relates to a Postal Service operation. If  

the Postal Service could set up a separate, independent operation, along the lines 

o l  a wholly owned subsidiary with separate management, separate employees, a 

separate inconie statemem, and a separate balance sheet, and produce a product 

for 10 cents per piecc. i t  would not be considered fair for it to produce the same 

product as a joint part of its mother operation and price it at 13 cents. That is, 

as part of its obliga!ion to scrvc mailer needs with an economically managed 

operation adapted to the *needs of the United States" (39 U.S.C. 5 3621), under 

these circumstances. the Postal Service should set up the wholly-owned 

subsidiary (which sliould be required to cover all of its costs, variable and fixed, 
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as the case may be). And it should not go unnoticed that the lower rate thus 

made available might result in substantial additional volume. 

The second possible reference point relates to private operations. If, 

within the framework of the nomial functioning of the private economy, given 

whatever behavior comperirion brings, a private company would be happy to 

deliver the product for 8 cents, it would be considered unfair to require that the 

Postal Service carry it for 13 cents. Private firms offering such services would 

certainly be e x p e c d  to cover all of their costs, including marketing, overhead, 

erc. Also, one would nor expect a private firm to offer services unless its profit 

level were at whar economists usually refer to as the normal level. 

The question becomes. then. which of these reference points is relevant? 

Saturation m i l .  parricularly i f  the addresses are removed, is not covered by the 

Private Express Statures and is therefore in the competitive arena. Under these 

circumstances, i t  appears to me that the appropriate reference point is a privare 

operation and that thc laimcss question becomes: ‘‘Given that the mailbox is the 

only means [ha[ society ha5 developed to facilitate delivery to residences, is i t  

fair to handicap compatitioti with a mailbox rule, as part of the criminal statutes, 

with the effect that sanders of mail-like materials are precluded from having 

available the low rates that orherwise unconstrained private operators would 

niost certainly oiler?“ I contend that the economic answer is no. Then, even if 

rhc answer t o  this question is yes, the next question becomes: “Is it fair for 



8911 

Response of Valpak Witness Mitchell 
to Interrogatory of USPS 

senders of mail-like materials that are part of the competitive arena to be 

presented with postal rates that are higher than those that would be provided by 

unconstrained private operators?" I contend, again, that the answer is no. And 

the unfairness becomes more pronounced if the Postal Service's rate is elevated 

even further on arguments relating to how to compete fairly with competitors, 

particularly where the competitors are handicapped. 

If  this answer is dccepted, the assignment becomes to examine, in this 

light, the Posral Service rates for saturation mail, focusing specifically on 

whether they are suitably aligned with accepted and appropriate ratesetting 

principles and on whether the saturation rates should be reduced, which would 

heitcr align them with rates that. without the mailbox rule, would be available 

troni privarc operators. As I explain in my testimony, I believe appropriate rate 

design lor saturation niail lead5 to saturation rates that are lower than those 

proposed by the Postal Senwc and even lower than current rates. 

The costs and r a t s  that would result from unconstrained competition 

from private operators arc unknown. a is the volume they would have and the 

naturr of their opcrations. possibly involving low-cost collation procedures. 

Nevertheless, as i discws i n  m y  testimony, I believe it is clear that the current 

rates and those proposed 111 this case by the Postal Service are above the private 

level and should hc reducul. I have not argued that estimates of the level of 

stand-alone costs are available or that a specific level of stand-alone cost should 
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be adopted and somehow inserted into a rate design scheme. Rather, I have 

argued that appropriate and accepted rate design principles, when applied to 

saturation mail, result in lower rates, and that these lower rates reduce a fairness 

concern that is associared with notions of competition and stand-alone costs. 
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USPS/VP-T 1-17. 

Please refer to page 77 of your testimony where you state “ I  do not see any notions of intrinsic 
value of service are relevant to determining cost coverages for Reg. ECR or any other 
subclass.” Is it your contention that the Commission should ignore intrinsic value of service 
when determining rates? Please explain your answer fully. 

Response: 

Note: The sentence on page 77,  beginning on line 7, actually reads: “ I  do not see that 

any notions of intrinsic value of service are relevant to determining cost coverages for Regular, 

for ECR, or for any other subcliiss.” 
<, .’% 

Yes, as to hen, these ngtions have been previously considered. As 1 discuss in my 

testimony. in the section you ci;e, notions of intrinsic value, as they have been explained in the 

pasr. focusing as they do on listing and acknowledging charucreristics of products, have no 

ivell-dclinul or reliable linkage to undcrstood and accepted concepts of value that are 
0 

iiicaningful tor ratenlaking. I d o  not niean that the characteristics of products are unimportant 

per sc, or that they are irrelevant. Evcry product has characteristics, and a list of them could 

be long and striking. Neverthriess. thc product may not present value suited to supporting 

higher price levels. The test of whclticr such value exists centers in all cases on the price 

elasticity of demand, which is drtcrniined by the market’s assessment of the product, 

characteristics and all. The elasticity cannot be inferred from an a priori review of the 

product’s characteristics. That is. the niarker may recognize the characteristics as having value 

and it  may present an inelastic drniand relationship, but the way to find this out is to look at 

the product’s elasticity. nor at a list o f  [he product’s characteristics. 
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USPS/VP-T 1-18. 

0 
Please refer to your discussion of the need to bring markups and rates into appropriate 
alignment with ratesetting principles given the possibility of in the near future that a regime of 
price caps will be imposed by legislation. See page 4, lines 3-7; page 9, lines 16 and footnote 
2; page 80, lines 21-22. 

a. Please cite all Commission statements in prior dockets of which you are aware 
concerning the effect of the impact of potential legislation on the evaluation and 
recommendation of postal rates. 

b. Please identify and discuss fully the rateseaing principles in the Postal 
Reorganization Act that direct the Commission to consider pending legislation 
when setting postage rates 

Response: 

a .  I know of none 

h. In checklist form. the Act directs the Commission not to fail to consider the 

factors listed in 5 3622(b,. and to honor other policies as well, such as that 

Undue discrimination be avoided. but it does not say that the factors listed are 

the on/y factors to br considered and it does not contain, as far as I know, a list 

of factors that should no1 he considered. Moreover, the last factor listed 

requires the Commission tu consider "such other factors as the Commission 

deems appropriate." and 1 sec no way of arguing that issues relating to pending 

legislation are not appropriate for consideration 

As a practical niarrrr. the Commission gives weight to a wide range of 

factors i t  believes relevant. most having to do with the reality that presents 

irself, many of which are not specifically mentioned in the Act, and many of 
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which relate to conditions that are expected to exist in a future period. The 

basic notion of a test year itself is testimony that the conditions in a future 

period are viewed as relevant, although the Act does not require that attention 

center on such a period. 

I understand that the Commission is to make decisions on a record 

developed during proceedings, consistent with the Act. But in doing this, I 

know of nothing that restricts the Commission from bringing to bear its general 

understanding of regulatory ratesetting principles or its knowledge of other 

matters ir believes relevant. particularly if that knowledge is derived from 

widely understood and widely available information. In the situation at issue, it 

seems worthy of note that. in recent years, the entire postal community has 

directed consideraole attention io [he importance and possible need for a final 

rate case ro align Tares in a way suitable for a ratecap platform, even if such a 

requirement is nor spelled our in the most resent version of the postal reform 

legislation being considered. Therefore, a concern of this kind is widely 

understood, and I ilnd i t  diflicult io understand any hasis for arguing it to be 

irrelevant 10 ratesetting. 

The rates I propose are based on accepted ratesetting principles, not on 

some requiremenr that niighr or might not be in legislation. I discuss the 

possibility of legislation to suggest that some importance attaches to getting to 
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preferred rate positions in one step, because the opportunity for a second step 

may not occur. 
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USPSIVP-T1-19. 

Please refer to the following sections of your testimony where you discuss Non-cost Factor 
Number 4, Section 3622(b)(4), which “focus[es] on , , , what is commonly referred to as rate 
shock. ” 

Page 80, lines 12-14: 
“[Tlhe admonition to consider effects on the ‘general public’ does not apply, since 
users of Regular and ECR are business mailers.” 

Pages 80, line 22 to page 81. line 5: 
In the instant docket, . . . the attention given to this factor should be soft pedaled, or 
muted entirely. . . .[Un support of the across-the-board nature of Docket No. R2005-1, 
the last omnibu rate case, the settling parties that otherwise might be concerned about 
any effects associated with large rate adjustments knowingly waived their right to claim 
benefit from this factor. The Commission recognized this development in its Opinion. 
See Docket No. R2005-1, Op. &i Rec. Dec.. p. ii and lQ5030 and 5032. 

11. Plrase confirm that Section 3612(b)(4) applies to business mailers. If you do not 
conlirm. please explain ful ly  

I n  applying this factor. should the Commission consider the effect on all 
business mailers, wherher or not they have intervened in this or the previous 
case’.’ Please rsplain your answer lully. 

Please confirm that. regardless of whether any or all mailers have “waived” 
consideration or a specific pricing criterion. the Commission must under the 
statute apply all nine pricing criteria in developing the rates it recommends. 

i 

J 

liote: This question does not I~JW a parr a.  The part-designations in my response align 

with those in the question 

b. Confirmed, 

c .  My general view would be that the Commission is expected to recommend rates 

that it believes to be i n  thc best interests of the American people, pursuant to the 
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ratesetting policies of the Act, drawing on accepted regulatory ratesetting 

principles. Doing this requires attention to all mailers. including potential 

mailers and non-mailers. Mailers and mailing organizations are given an 

oppormnity to enrich the record on their situations and on how these policies 

and principles should be applied, but they do not necessarily get a vote. If there 

were evidence thar intervening parties were not representing the interests of 

their members, were not representing the interests of segments of the market 

that they claim to represent, that should be taken into consideration, consistent 

with the logic behind the need for a Consumer Advocate. 

On irs lace. the Cornmission must do as you suggest, but it does not need to do 

M I  hlnidly and i t  does nor need to neglect setting and history. Suppose the 

lollowing interchange i o o k  place: Commission: “We are very concerned about 

hacking away iron! c w s  and lull consideration of all aspects of the situation at 

hand.* LSI’S and Mailers: “\h;’r understand. but for certain reasons we think 

d .  

i t  is bertcr to put ttur o l l  and a r c h  up later.” Commission: “This could cause 

hig steps in the luiure 111 trur ihings up.” USPS and Mailers: “That is OK.” 

I t  seems to me that to 

neglec: such history IS [ ( I  s;ty rliar the Commission exceeded its statutory 

discretion when I I  acquiesced t o  the scheme that created the history in question. 

Ar its basc. considering effecfs on mailers can be considered an exercise 

in fairness. Under linancial breakeven, whenever one rate needs to be adjusted 

thiii the statute would require the Commission to 
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upward, it is generally the case that some other rate needs to be adjusted 

downward. It seems unfair to the second group of mailers to put off that 

adjustment. Each mailer in the first group is saying: “How much longer do 1 

get to keep this benefit?” Each mailer in the second group is saying: “How 

much longer do 1 have to keep paying more to support lower rates for the 

mailers in the other group?” The mailers in the second group would seem to 

have much more ‘standing” to support changes than the mailers in the first 

group would in support of further delays. It does not seem reasonable for 

mailers receiving a preference at variance with appropriate principles to say: “It 

is unfair to take away the preferential treatment that has been bestowed upon 

me.’‘ 
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Please refer to the following section of your testimony which discusses rate shock, the pricing 
factor found at 39 U.S.C. §3622(b)(4): 

In  the instant docket, . . . the attention given to this factor should be soft pedaled, or 
muted entirely. , , .[gn skpport of the across-the-board nature of Docket No. R2005-1, 
the last omnibus rate case, the settling parties that otherwise might be concerned about 
any effects associated with large rate adjustments knowingly waived their right to claim 
benefit from this factor. Tne Commission recognized this development in its Opinion. 
See Docket No.  R200.5-1, Op. I% Rec. Dec., p .  ii and 1115030 and 5032. 

Also, please refer to the cited sectims from the Commission’s Opinion and Recommended 
Decision in Docket No. R2005-1 

Page i i :  

Aficr carelul consideration. the Commission agrees that under these unique 
circumstances, small equzl increases now. to be followed by a proceeding to “true-up” 
~ X L Y  alter a thorough examination of postal costs, is consistent with sound public 
policy. The Commission’s preference is to develop rates that accurately reward mailers’ 
wrksharing. I1  is concerned that the delay in recognizing the impact of recent 
innovations and improvements in postal operations, coupled with the passage of time, 
 ill prohlihly result in unusually disproportionate increases and decreases in different 
rates i n  the next case. The Postal Service and mailers seem prepared for that possibility 
a\ they too recognize that proper cost-based rates foster efficiency and promote a 
heallhy poslal system. 

[SO301 On brief. Valpak argues that adoption of the proposed rates may have an 
unsettling effect in  the next rate O ~ S K  since they “would likely exacerbate future 
instances of rate shock.” Valpak Brief at 11-13. Apart from the fact that the comment is 
necessarily speculative, i t  docs highlight a risk that settling parties run, one presumably 
considered and deemed acceptable.” The implicit message appears to be that rate shock 
should have less weight as a mitigating factor in the next case if it is the result of rate 
increases nor adopted in this case. 
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[5032] Rate shock arguments are often raised in rate proceedings. They are likely to be 
raised in the next proceeding as well, in which case the Commission will assess their 
merits based on the record developed in that proceeding. Parties should be aware that 
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the Commission will seek to obtain economically efficient cost-based rates and 
appropriate allocation of institutional burdens. The discussion of rate design in the 
following chapter highlights several problematic areas deserving of closer examination 
in the next proceeding. 

Participants were made fully aware of the scope of problems in this area by Presiding 4 3  

Officer’s Information Request No. 1, issued April 22, 2005, that identified the extent to which 
proposed rates varied from economically efficient component prices. 

a. Please confirm that the Commission’s discussion of rate shock in the Docket 
No. R2005-1 decision concerned the extent to which the proposed rates varied 
from economically efficient component prices. If you do not confirm, please 
explain your answer fully. 

In your testimony on behalf of Valpak in Docket No. R2005-1, when you 
advocated that the Commission should address costs and rates by class and 
subclass individually, rather than adopting the Postal Service’s across-the-board 
pricinr approach in that case, was it  your opinion that it should have fully 
considered all ratemaking criteria and policies embodied in the Postal 
Reorpnization Act. including factor (4) in section 3622(b)? If your answer is 
anyrhing hut an unqualified yes. please explain fully. 

I n  your current testimony you sa te  that. in considering the effects of rate 
increases on the general public and business mailers, the Commission “might 
decide to get to [he desired rare position in two or three steps instead of one.” 
See page 80. In recommending, for all intents and purpose, that the Commission 
disregard its resporlsibility LO consider the effects on the general public and 
husiness mailers in the current proceeding, did you consider that, had it  
followed your advice in Docket No. R2005-1 and found that the effects of 
lowering the cost coverage tor fiCR required getting to the preferred rate 
position in multiple steps. the application of factor (4) could justify continued 
mirigation of the effects of thc change through at least one and possibly more 
rounds of ratemaking? Please cxplain on your answer. 

Is ir your view that your rate proposals for ECR and Standard Regular Mail in 
the current proceeding will have no adverse, or “rate shock,” effects on mailers 
other than Valpak? ll your answer is no, please identify the mailers and discuss 
the possible effects. 

Many of your rate proposals result in increases for Standard Regular mail that 
exceed 50 percent and some exceed 200 percent. If there is some level at which 
the effects of percentage increases of rates on other mailers would justify 

b .  

c 

d.  

e .  
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mitigating the increase, either in a single proceeding, or by achieving the change 
IO the preferred rate oxition in multiple subsequent stages, in your opinion, 
what level would support that result? Please comment fully. Please include an 
explanation of any continuum or gradation of effects and results, if your answer 
is, in effect, “ i t  depends.” 

Resoonse: 

Nore: The site for one of the quotations in the question is to page 92 of the 

Commission’s Opinion in Docket No. R2005-1. This is the page number in the electronic 

version. In the printed version ha.ided nut at  the press conference following that docket, the 

same page is numbered 90. My answer refers to page 92. .* Fd 
a. Nor confirmed The Cmmission’s Opinion speaks for itself. One ofithings it 

says is. according to your quote: “the Commission will seek to obtain 

economically efficient cost based rates ._ . . ”  It does not refer to what you ask 

abour, “economically efficient component prices,” which I find to be a 

somewhar awkward and unclear phraw References to efficient component 

pricing (“ECP”) or rhe cfliciciir component pricing rule (“ECPR”) have become 

quire common in rarc proceedings. Similarly, it is common to refer to notions 

of economic efficiency o r  ro prices that are economically efficient (sometimes 

referred IO as Ramsey prices). The question, however, is a strange mixture of 

the two concepts. In rhc next rwn paragraphs, I assume your intended reference 

is to prices based on rhc ECPR. 

Second, i t  is clear that the Commission refers on page ii to 

“worksharing” (a term sometimes used IO cover a wide range), but it also notes 
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in the same paragrauh “that proper cost-based rates foster efficiency and 

promote a healthy postal system.” I would interpret this reference broadly 

Also, the paragraph quoted is from a brief summary and prudence would 

suggest guarding against reading too much into it. 

Third, the second quote, from page 92, refers specifically to “obtain[ing] 

econoniically efticie.it cost-based rates and appropriate dlocarion of 

instiruriond burdms” (eiiiphasis added). This also is a broad reference, and the 

mention of institutional burdens would seem to go toward subclass questions. 

b. Yes. 

c .  Yes. Please see the paraeraph beginning on page 97, line 11 of my testimony 

[Kote: The Iourth conima in  the first sentence of the referenced paragraph is 

UllllKCKSSar\. 

d .  At the rates I propose. outcomes that would be viewed as favorable by affected 

niailers extend much more broadly than just to Valpak. Assuming no changes in 

mailing patterns. thc el lecth i n  irrnis of percentage increases are shown on Chart 

I (pp. 192-93) and Chan .? ( p .  IYh) ofmy testimony. 

Under origin entry, o n l ~  t w ~ r  categories of Regular commercial flats have 

increases over 50 perceiii - namely, minimum-per-piece automation flats at the 

mixed ADC level (Sh.3 percent) and the 3-digit level (54.9 percent). The issue 

of deaverafing thesc categories is discussed in my response to USPS/VP-Tl-lI 

Questions relating to 111~. automation discount are discussed at length in a section 

e .  
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beginning on page 148 of my testimony. All increases higher than these are for 

parcels, which follow very closely the proposal of the Postal Service 

Consider minimum-per-piece machinable flats at the mixed ADC level, 

which have an increase of 4 1.6 percent, a portion of which is due, again, to the 

deaveraging. Otherwise. this increase may be thought of as due to two factors. 

The first is the subclass cost coverage, discussed in section c above. The second 

is the letter-flat passthrough of 95 percent, which, as discussed in sections 

beginning on pages 114 and 156 of my testimony, is significantly above the 

passthrough of  58.4 percent proposed by the Postal Service, at its costing. As 

discussed in my :esiirr,ony. [he passthrough of 95 percent has already been held 

down.  due 10 several considrrarions. 1 understand that if future rate cases are 

vie~ved a\  likely, the c'oiiiiiiission could lower it somewhat. (By changing the 

figure i n  cell Y9 ot the 'Inpuis' sheet of my workpapers, this is easy to do.) 

Tlic qurstimi o l  how quickly or slowly to move toward preferred rate 

positions is an imporrani onc. I I  changes had been made in Docket No. R2005- 

1, as you suggrsr i n  part c ahq)ve, the level in this case could easily be within 

range of 95 percclni wttliout large percentage increases in this docket. As I 

discuss further i n  in! re\ptin\e to USPSIVP-TI-19, I believe the change has 

k e n  needed tor Ion; and Ihar at minimum a substantial step needs to be 



8925 

Origin DBMC 

Response of Valpak Witness Mitchell 
to Interrogatory of USPS 

DSCF 

USPSIVP-T1-21. 

- 
Mixed AADC 1.4% -4.0% 

Please refer to Table USPSIVP-TI-A, below 

-5.8% 

Please confirm that your proposed rates would produce the percentage rate increases shown in 
the table. If you do not confirm, please supply the correct percentage increases implied by your 
proposed rates. 

0.8% 
1 Automation 

S-diTit Automation 
I 

-6.3% -8.8% 

I 
Flats 
hliscd ADC 102 ,6 5 
:\u[onialicin 
5-di;ii Automation 64.95  

111.6% 113.7% 

69.8% 70.8% 

Kcsnonsc: 

Confirmed 
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USPSIVP-Tl-22. 

Please refer to page 161 of your testimony where you discuss your Nonprofit Regular 
rate proposals, and to Table USPSIVP-T1-A, as amended in response to the previous question. 

Please confirm that the disparate rate changes between letters and flats shown in 
the table arise primarily from the way you treated cost differences between 
various categories of mail in your rate design. If you do not confirm, please 
explain fully. 

Please explain why you believe that the disparate rate impacts shown in the table 
are fair. 

a.  

b. 

c. Please explain whether it is your view that the rates produced by the full 
reflection of cost differences are always fair. 

Please explain whether it is appropriate for the Commission to modify the rates 
that would he producxi by full recognition of cost differences in the Standard 
Mail Nonprofit Regular rate categories in order to ensure that the resulting rates 
or rate changes are fair. 

d .  

a .  Not confirriiLd. Thc differrnccs arise from several factors, including the levels 

of the costs themselves, the way the levels are recognized, the levels of 

corresponding costs i n  thc past. and the way they were recognized in the past 

Part of the problem is that tlic costs of the Postal Service of handling flats are 

relatively high and have not hrcn recognized adequately in the past. 

Please see the section o n  Nonprofit rates beginning on page 110 of my 

testimony. where these ISSUVS are discussed at some length. I am not sure what 

you niran by "always lair" in part c.  In  footnote 42 of my testimony. page 11 1 ~ 

b.-c. 
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I discuss a situation where consideration might be given to a different letter-flat 

rate differential for Nonprofit mail. 

In addition, the particulars of this case are informative. For the 

minimum-per-piece rates, Mixed AADC and Mixed ADC levels, automation, 

your table shows an increase for letters of 1.4 percent and for flats of 102.6 

percent. According to the costs shown on the ‘Inputs’ sheet of my workpapers, 

the cost of letters i s  9.703 cents and the cost of flats is 34.073 cents, including 

mail process and delivery costs only. The rate proposed by the Postal Service 

for letters is 16.2 cents and for flats is 24.5 cents. This means that, as proposed 

by the Postal Service. according to the best cost information available. the flats 

are making a negnrive contribution of 9.573 cents (-9.573) and the letters are 

making a posirive contribution of 6.497 cents (+6.497). Even if the cost of the 

llats is sonlewhal lower than this. due lo the effects of weight, something is 

badly out of kilter. On the othrr hand, under the rates I propose, these 

contributions are, in the sanic order. posirive 5.430 cents and posirive 5.297 

cents. Nonprofit letter niailer5. such as the Flute Network, which has 

intervened in this case. have every right 10 ask why their rates are so high, even 

when they are a preterred mailer. 

The page-I10 sectioii of niy testimony referenced above discusses this issue, 

mentioning in panicular rhr question of whether the NESS decision (or the logic 

of it) applies. As I recall, the Postal Service responded immediately and fully to 

d .  
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the NESS decision when it was issued. It is clear that mailers of Nonprofit 

letters have every right to be concerned about the markup on their mail (as 

discussed above) and about discounts available to Regular mailers that are not 

available to them. I leave ir to the Commission and our community of lawyers 

to decide how much freedom the Commission has and how that freedom should 

be used in this case. 



8 9 2 9  

Mixed AADC 

Response of Valpak Witness Mitchell 
to interrogatory of USPS 

7 .8% 5.3% 4.4% 

USPS/VP-T1-23. 

5-digit Automation 9.0% 6.2% 

Please refer to Table USPS/VP-TI-B, below. Please confirm that your proposed rates 
would produce the percentage rate increases shown in the table. If you do not confirm, please 
supply the correct percentage increases implied by your proposed rates. 

Table USPSIVP-T1-B 
Percentage Rate Increases Proposed by Valpak for 
Selected Minimum-Per-Piece-Rated Regular Categories 

5.2% 

Flats 
hl1scd ADC 

I : \ l l t ~ l n l i l t l o n  

1 i -d ig i t  .Automauon 

Letten I I I I 

56.3% 58.2% 58.5% 

3&5% 39.1 % 39.1% 

Ke\p1111rc 

Conlirnied. For any particular column, nnte that the differences between the two 

1-igures l o r  llats (Mixed ADC and 5-digit .Autoniation) is due largely to the deaveraging being 

proposed by the Postal Service. M i s d  A I K  IS the category that would be expected to benefit 

least hy the deaveraging and 5-digi1 I S  the ca[cgory that would be expected to benefit the most. 

Also. most mailings have pieces in more t11;in one category. making Mixed ADC a residual 

categor!. Only 0.56 perccnt of autoni3tion flats fall into the Mixed ADC category. 
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USPSIVP-T1-24. 

0 
Please refer to Table USPSIVP-TI-B, as amended in response to the previous question. 

a. 

b. 

C .  

Kc\Pollsc. 

;I 

b . 

c .  

Please confirm that the disparate rate changes between letters and flats shown in 
the table arise primarilj from the way you treated cost differences between 
various categories of mail in  your rate design. If you do not confirm, please 
explain fully. 

Please explain why you believe that the disparate rate impacts shown in the table 
are fair. 

Please explain whether i t  IS appropriate for the Commission to modify the rates 
tha[ would be produced h j  full recognition of cost differences in the Standard 
Mail Regular rate categories in order to ensure that the resulting rates or rate 
changes are fair. 

Nor conlirniwl Thr differences arise from several factors, including the levels 

of the cost5 themselves. rhc way the levels are recognized. the levels of 

corrcspoiiding costs in  the past. arid the way they were recognized in the past. 

Part 0 1  the prohlrni IS thar the I’ostal Service costs of handling flats are 

relatively high and have no1 h e m  adequately recognized in the past 

Much 0 1  my tcstinionj I* dirmed to why 1 think the rates I propose are fair and 

should be recomnieiidcd A wctioii on fairness begins on page 67. See also my 

responsr to USI’S;\’I’-Tl- I Y 

The rates I propow arc not based on a process of full recognition of all cost 

differences. M j  wliiiion! discusses each rate, along with its history and the 

relevant cosis. and explains my proposal. Fairness is one consideration. 
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USPSIVP-T1-25. 

Do you agree with witness Sidak’s statement on page 11 of his testimony (NAA-T-1) in 
this case that the efficient component-pricing rule “is not an appropriate concept to use in 
calculating shape-based rates in the same manner that would be used to determine worksharing 
discounts.” If you do not agree, please explain fully. 

Resuonse: 

Yes. 1 discuss this issue ai some length in my testimony, particularly in sections 

beginning on pages 114, 156, and 178, including explaining that the cost basis for the rate 

diflerence between them should be more expansive than just workshare-related costs. See also 

my rcsponse to ADVOIVP-TI-10, when i r  is filed. 
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USPS/VP-T1-26. 

Is it your view that, once the cost coverage has been established for a subclass, rate 
differences within the subclass should only be based on cost differences, assuming that cost 
differences are available and accurately estimated? 

ResDonse: 

Yes, but there are differences in how costs should be recognized, one way being 

appropriate for categories like letters and flats and another way being appropriate for 

categories inherently involving worksharing, as discussed further in my response to 

ADVO!\’P-TI-IO, when i t  is filed These may not be the only distinctions. There are also 

diltcrences i n  the narure of the c0si.s that are appropriate. In my testimony, I discuss a range 

t i t  t x t t i r s ,  including hiswry and notions of fairness. as well as costs. In some cases, matters of 

\ociaI ptjlic! nuy be relevant. In all cases. however, considerable attention to the relevant 0 
c o \ h  should hc paid. The costs s lmld  he known and recognized, and a decision on some 

ddr.risihlc hsis  should be nlade on what to do with them. I realize that opinions may differ on 

what is defensible and what is noi. What is important is that serious, thorough, deliberate 

ctlorts he made 10 gather relevant inlormation. to evaluate how that information should be 

used. and then to make recomniendzions consistent with that process. 
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USPSIVP-TI-27. 

0 
Is it your view that it is inappropriate for the Commission to apply the non-cost factors 

of the Postal Reorganization Act to develop rate differences between categories within a 
subclass assuming that cost differences between the categories are available and accurately 
estimated? 

ResDonse: 

No. I t  may be decided that some of the non-cost factors are not relevant to some such 

rate differences, or that some shouid not be given much weight or do not point in well-defined 

directions, bur all of the non-cost factors relate to potentially important matters. I think most 

o r  a11 o l  them would be on a list of meaningful things to consider, even if they were not 

spccificd expressly in  the Ac! 
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USPSIVP-T1-28. 

0 
Please refer page 97 of your testimony where you discuss your proposed cost coverages and 
rate increases for Standard Mail. 

Please confirm that your proposed rate increase for Standard Mail Regular is 
17.6 percent, approximarely 6.8 percentage points higher than the Postal 
Service's proposed rate increase for Standard Mail Regular and your proposed 
rate decrease for ECR is 8.5 percent, approximately 16.3 percentage points 
lower than the Postal Service's proposed rate change for ECR. 
Please confirm that your testimony proposes no changes to cost coverages or 
rates proposed by the Postal Service for mail subclasses outside of Standard 
Mail. 
Please confirm that under your proposals Standard Mail Regular and Nonprofit 
Regular will geneiat; S18.6 billion in revenue in the test year, and Standard 
Mail ECR and Nonprofit ECR will generate $5.7 billion in revenue, for a total 
Standard Mail revenue of S24.2 billion, and that this total revenue is 
approximately 30 percent of the Postal Service's revenue requirement in the test 
year. 
Please state whether you considered how your proposed Standard Mail pricing 
should affect the pricing of mail classes and subclasses outside of Standard 
Mail. giving particular a~~ciirion to First-class Mail in your response. 
If  your responsc LO parr (d )  is  [hat there should be no impact on prices outside of 
Swndard Mail, plcase explain your rationale fully.  
I f  p u r  resptmsc LO par[ (d)  is Lhar there should be an impact, please explain why 
you did not propose alternate u)s r  coverages and rate designs for other mail 
classes and subclasses. giving particular attention to First-class Mail in your 
response. 

Confirmed 

Confirmed. 

Confirmed 

I considered First-Clasb. io some degree, as discussed in the section beginning 

on page 94 of my testimony. It is not easy to summarize the evolution of the 
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Commission’s preference for a cost coverage on Standard mail that is somewhat 

below the coverage on First-class, and opinions might differ on how to do it 

Remembering that Standard was thirdclass before Docket No. MC95-1, 1 

believe it is fair to summarize it as follows: “It is understood that emphasis on 

economic efficiency would bring a coverage on third class that is considerably 

lower than the coverage on First-class, because of the high elasticity of third 

class. However, First-class is most strongly affected by the Private Express 

Statutes and by requirements that some materials must be sent First-class. For 

reasons of nationai policy, including recognition of the Private Express Statutes, 

the Conmission believes i t  best to set the cost coverage on third class only a 

little lower than the coverage on First-class, not a lot lower.” If this is a fair 

summary. i l  needs to bc recognized ha t ,  since Dmket No. R95-1, third class 

has been deaveraged and h e  elasticity of Standard Regular is just slightly belok 

thc elasticity of First-class as eslirnated by Postal Service witness Thress 

M y  view is that 

third class into Regular and ECK. to the point of creating two separate 

subclasses, and h a 1  an irriplication of deaveraging is rhat one coverage should 

increase and the other should decrease. In its simplest form, no other subclasses 

are necessarily involved. T h i s  general issue is discussed at some length in my 

testimony. See seaions beginning on pages 26, 30, and 91, as well as the entire 

Introduction, beginnins on page 6 

le) reCoiiiiiieiidittioii i n  Docket No. MC9.5-1 was to deaverage 
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(f) My testimony is based on two presumptions: (1 )  that it is possible and 

reasonable to present testimony that analyzes the cost coverage of a subclass or 

a pair of subclasses and conies to conclusions on their cost coverage, without 

reviewing every other subclass and providing an overall analysis of financial 

breakeven for the Postal Service; and (2) that the Commission is highly 

proficient at assessing such testimony, along with testimony on other subclasses, 

and dealing in detail with the question of overall breakeven. The number of 

witnesses who have don? just this in the past is very large. Also, I have not 

analyzed other subclasses 
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USPSIVP-TI-29. 

0 
Please confirm that your testimony and workpapers do not estimate the impacts of your pricing 
proposals on Standard Mail volumes or test year after rates revenues. 

Response: 

Confirmed. Note, however, that the difference between before-rates and after-rates 

cost coverage is usually very small. 
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USPSIVP-T1-30. 

Please refer page Charts 1 and 2 in your testimony where you show the percentage rate 
increases you are proposing for mailers of Standard Mail Regular and Nonprofit Regular flats. 

Is it your view that at their current rates, Standard Mail Regular and Nonprofit 
Regular cover their volume variable costs? Please explain in detail any failure to 
confirm that these pieces cover their costs. 
Please confirm that your proposals would require some commercial mailers of 
minimum-per-piece-rated flats to experience rate increases exceeding 50 
percent? 
Please confirm that your proposals would require some nonprofit mailers of 
minimum-per-piece-rared flats to experience rate increases exceeding 100 
percent? 
Please explain whether you examined the impacts that such large rate increases 
would have on mailers of lightweight flats and explain why you believe that 
rhesr rate increases are appropriate regardless of their impact on mailers. 

(a) 

(b) 

(c) 

(d) 

Ke~plrllrr 

( a )  0 A s  I read the Don1esf.i.: Mail Classification Schedule, “Standard Mail Regular” 

and ., Nonprofir Regular” xe separate subclasses. However, since separate 

costs are not availahle for hm. we have no way of estimating whether they 

cover their costs. If combined and viewed as one subclass, of course, they do 

cover thcir costs, which. given the 60-percent rule, assures that “Standard Mail 

Regular.” at least. doc3 cover its costs 

One way to look further ai [his question is to examine some of the costs for 

specific categories. A s  shown on the ‘Inputs’ sheet of my workpapers, the cost 

of a non-automaiion flat ai the mixed ADC level is estimated to be 35.497 cents 

8938 

in  the test year. including only mail processing and delivery costs. The current 
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Nonprofit rate for such a piece is 19.5 cents. A similar result exists for the 

category of automation flats. Even at the 5-digit level, a misalignment exists. 

The suggestion is that, at least for flats, the current Nonprofit rates are pretty 

far below cnsts. 

See my response to USPSIVP-TI-23. The two percentages that are marginally 

over 50 percent are due in part to deaveraging, consistent with that proposed by 

the Postal Service. The extent to which some mailers may send all of their mail 

in one category is unknown, but it is likely rather low. 

According to Chart L in my testimony, page 194, one category, automation flats 

at the mixed ADC level. would be over 100 percent, at 102.6 percent. I do not 

know i l  any mailers send all of their pieces in this category, but such would not 

generally hc expecied. These are pieces that are now being rated substantially 

belou their costs. Sce my response to part (a) of this question. 

I understand the size 0 1  rhe increases. Questions of appropriateness are 

discussed in the secti(iii beginning on page 110 of my testimony. Issues of 

fairness are discussed in [he section beginning on page 71. As discussed several 

places in my testimony, rliesc changes have been needed for some time. 

(b) 

( c )  

td) 

8939 
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USPSIVP-T1-31. 

(a) Please confirm that under your rate proposals an origin-entered 
minimum-per-piece rated Standard Mail Regular automation 5-digit letter would 
pay a rate of 21.8 cents per piece and that the same letter, if it qualified as an 
ECR Basic letter would pay 18.5 cents, a difference of 3.3 cents. Explain any 
failure to confirm. 
Please explain how your revenue, volume and contribution projections treat the 
impacts that are likely to arise from Regular automation 5-digit letters migrating 
to ECR in response to the 3.3 cent lower rates in ECR. 

(b) 

Response: 

(a) Confirmed 

(b)  See my response to IISPS/VP-Tl-I(d-e) 
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USPSIVP-T1-32. 

Please consider the following pricing hypothetical. The Postal Service proposes to 
de-average a mail category with two rate tiers (Basic and 3 4  into one with four tiers 
(Mixed ADC, ADC, 3-digit and %digit). Suppose that, based on available cost 
information, the Commission finds that, with 100 percent passthrough of worksharing 
costs, the rate change (i.e. push-up) for the 3digit mail is unacceptably high and 
warrants rate mitigation consideration. All of the other rates resulting from the 
application of 100 percent passthroughs are deemed acceptable. 

(a) Please confrm that, if the Commission decided not to decrease or 
increase the other rates (Mixed ADC, ADC and 5digit), mitigating the 
3-digit rate increase would lead to passing through more than 100 
percent of the ADC to 3-digit worksharing cost savings and less than 100 
perceni o i  the 3-digit to 5-digit worksharing cost savings. 
Please state whether it  is your view that, if the Commission deemed that 
rate changs mitifation was appropriate in the above case, deviating from 
100 percent passthroughs of some worksharing cost savings is an 
acceptable approach I f  this is not your view, please explain fully why 
this approacli is not acceptable. If you accept this view conditionally, 
please clarify all conditions you would impose to accept this view. 
Please state whether it  is your view that it  is better for the Commission 
to Iowrr all the other rairs in the category (Mixed ADC, ADC and 
5-disir) LO achieve rate change mitigation for 3-digit mail while 
prcsrrving IO0 percent passthroughs of all worksharing cost savings. If 
ihis is your vie\\ ,  please explain fully why this approach is preferable to 
allowiiig sonic worksharing passthroughs to deviate from 100 percent. If 
you accept this v i e u  conditionally, please clarify all conditions you 
would impose 111 accepi this view. 
Please state wlictlicr i t  is your view that the most desirable approach for 
the Commission t I r  iakc in the above hypothetical situation would be not 
to change any 0 1  the ntcs that result from applying 100 percent 
passthroughs LO worksharing cost savings, allowing the rates for 3-digit 
mail io risc to \\h;itevcr lrvels the cost information dictate. If  this is your 
view, plcare csplain lully why this approach is preferable to either of the 
two approaches descrihed in parts (b) and (c), respectively. If you accept 
this view conditionally. please clarify all conditions you would impose to 
accept this v ie \ \ .  

(h)  

(s) 

(d) 
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Resuonse: 

(a) Confirmed. However, keep in mind that ( I )  few mailers would be 

expected to have all of their mail in the 3-digit category, (2) if the 3-digit 

category in question has a workshare variant, such as an automation 

category. the (horizontal) discount for automation compatibility might be 

affected also and need adjustment, and (3) the rate increase experienced 

by 3-digit mailers IS affected by more than just the passthrough 

associated wi!h the 3-digit discount in question; i . e . ,  it is also affected by 

the letter-lldt differential and the costs found for various associated 

caregorics 

Scr m y  response to part a of this question. I agree that mitigation could 

he found appropriate arid that i t  would probably involve deviating from 

pas~tIir~iu~$~s 0 1  100 percent. However. please note that my testimony 

discussch a [  great length the setting of this case and the reasons why a 

significani srrp toward recognizing costs should be made. 

GCllKrall!. I agree w i t l i  the view you state. Taking this view, however. 

should I M I I  p r d u d c  l u l l  review of the situation surrounding the rates in 

question. Soiitctinic~ the particulars surrounding a resulting rate suggest 

lactors thai uia! no[ align with a rule or a principle 

I t  is  dilliculi t o  apply judgment to a hypothetical situation where some 

aspects arc hriown and some are not. The situation you posit focuses 

( h i  

(c) 

(d) 
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narrowly on four categories and specifies the Commission’s view. 

Under these conditions. the approach you outline in part a could be 

warranted 
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USPSNP-T1-33. 

Please refer to page 174 of your testimony where you describe how you “transferred to 
the saturation discount” 1.4 cents of the estimated 4.43 cent cost difference between 
Standard Mail ECR Basic and High Density flats. Please state whether this transferal 
represents your attempt to disaggregate or de-average the combined mail processing 
cost data for ECR High Density and Saturation flats. If this was not the case, please 
explain fully why these costs should move between High Density and Saturation flats. 

Response: 

Nothing has been disaggregated or deaveraged, and no costs have been moved. 

Based on the costs shown in the presort tree on page 169 of my testimony, as well as 

on the ‘Inputs’ sheet of my wsrkpapers. it can be viewed quite simply as a process of 

sclccting a lower passthrough lor high-density and then setting the saturation rate 

relatite to the basic rate. See also my response to NAA/VP-T1-37 and 38. 

8944 
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USPSIVP-T1-34. 

Please refer to your response to USPS/VP-TI-2, part (d), where you say “[wlhether the 
Postal Service would assume the migrating pieces have the average cost of their 
categories, as it has done in some NSAs, is open to question, but the costs available for 
ECR flats are much lower than the costs for 5-digit automation flats.” 

Do you believe that the cost per piece for the Postal Service to handle ECR flats in 
10-piece bundles is likely to be higher on average than the cost per piece of handling 
the same pieces in 20-piece, or larger, bundles, all other things being equal? If your 
answer is anything other than an unqualified yes, please explain fully. 

Response: 

Interrogatory USPSIVP-TI -2(d) asked about a matter that my response called 

X o t t i i t i R  the system. Your question here is somewhat more general, but not entirely 

clew Assunie t h a t  by “haqdling” costs you nxan bundle handling and sorting. bundle 

~ipcning. and piece s o r h g .  Assunie also that the ECR bundles are formed by 

ru~.~rnstiiuting a series of 5-digit hundlcs widl at least 20 pieces in them. 1 agree that 

thc cost of getting the ECR bundles 10 the carriers might be a little higher than the cost 

of getling the output of an incoming secondary sort to the carriers. I agree also that 

niorc bundles would have to bc opencd when ECR bundles are used. On the other 

hand. the justification for carrier-route presortation has always been primarily that the 

incoming secondary is avoided enlircly, with attendant savings. My assumption would 

he that when expressed on a per-piece basis, these savings are larger than any 

additional costs of handling the bundles 

With regard to ratemaking. however, your question is not aligned well with the 

classification scheme and how rates are set. Mailpieces pay rates that are developed in 
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defensible ways within the classifications of which they are members. The rates for the 

categories in the classifications are set on average costs for the categories, not on costs 

at a margin like the 10-piece limit. Averaging always occurs within categories, but 

does not provide a basis for excluding mail from a category or a rate for which it 

qualifies. 
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Response of Valpak Witness Mitchell 
to Interrogatory of the United States Postal Service 

USPSNP-TI-35. 

Please refer to your response to USPSIVP-TI-2, part (e). In your view, is it 
appropriate ratemaking for the Postal Service and the Commission to develop rates 
designed to have, among other goals, the goal of keeping mail with similar cost 
characteristics together within a particular mail category? If your answer is other than 
an unqualified yes. please explain fully why taking this factor into consideration when 
ratemaking is not appropriate. 

Response: 

The stcps inherent in your quesrion are not altogether clear, and may be 

troublesome. I agree thai it is reasonable to estzblish classifications, such as 

suhclasses. and that siniilaity in cost and other factors should be considered when this 

is done. I a h  a y c e  that it is reasonable to establish categories and rate elements 

\ i i t I i i t i  suhclassm to recognize costs and other factors. Much of my testimony is about 

1 1 6 ~  rates l o r  such categories and elcmcnts should be set. But once established, the 

r;iic\ lor tlirse subclasses and cate~orics sliould be set on defensible bases that 

rcco:nizr costs and ratesetting principlcs, pursuant to the Act. It is not reasonable, 

whrti all is said and donc. IO return and argue that the rates thus established should be 

niowd in  onc direction or another hccausc some pieces have been identified that are 

iirpahl! similar to sonic pieces i n  aruither subclass. Your question challenges existing 

classifications, nor my proposcd raw design. 
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to Ir 

USPSIVP-T1-36. 

Response of Valpak Witness Mitchell 
rrogatory of the United States Postal Service 

Please refer to your response to USPSIVP-T1-8. Please confirm that, when you say 
that "trucks loaded with printed matter such as Standard mail generally weigh out 
before they cube out" you are basing your assertion on your general knowledge and not 
on any study of how the Postal Service, in particular, containerizes, moves, loads and 
trucks mail, that  may include Standard Mail, between its plants. 

Resnonse: 

Confirmed. Howewr. interrogatory USPSIVP-T1-8 cites a section of my 

tesriniony dealing with whether tho cost of 1.9-ounce flats might be higher than the cost 

of O.R-ounce letters. 1rans;)ortation beins one cost component, and suggests that the 

tlxs i i i i ~ h t  f i l l  two trucks and the letters night fill  one truck. I did not mean to suggest 

r1i:ir ni;iiIcr\ arc con\traincd tri suliiiiit mail in truck-load lots or that the Postal Service 

,lcdliaicz q ~ c i t i i  trucks !(I spccilic mailers. although the latter can occur under plant 

111;di i i ;  'I ( I  iii;ike i t  easy. ; i~sunic  oiic niailer submits 80,000 pounds of flats and 

;in$itIicr inailcr suhinirh JO.000 pounds 0 1  lerrers. The Postal Service's own analysis of 

i t \  tr;1nsportatioii systerns. ic1 presentcd m proceedings before the Commission, finds 

that ;I high proprtion of lorig I i m l  [r.iii\porution costs are variable and distributes these 

costs on pound-miles. ' I 'hu~ ,  11 IIK m t i l  IS  going the same distance. carrying 80,ooO 

pounds costs twice as much ;I\ carr! iris 40.000 pounds 
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CHAIRMAN OMAS: This now brings us to oral 

cross-examination. Four participants have requested 

oral cross-examination: Advo, Inc.; Mail Order 

Association of America; Newspaper Association of 

America; and the United States Postal Service. 

Mr. McLaughlin, would you introduce yourself 

and begin. 

MR. McLAUGHLIN: Thank you, Mr. Chairman. 

Tom McLaughlin representing Advo. 

CROSS-EXAMINATION 

BY NR. McLAUGHLIN: 

Q Good morning, Mr. Mitchell. 

A Good morning, Mr. McLaughlin. 

Q I would like to start off talking with you 

about your concept of separate products. Could you 

turn to page 178 of your testimony? 

A 117? 

Q 1 7 8 .  There, down on, I believe, around line 

16, you take the posit;on that UCR saturation letters 

and flats are, for a l l  practical purposes, separate 

products. Do you see that? 

A Yes, I do. 

Q Does that view apply as well, and with equal 

force, at the saturation level? In other words, is it 

your view that saturation letters and saturation flats 

Heritage Reporting Corporation 
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are, for all practical purposes, separate products? 

A Yes. I have not really discussed a 

separation between saturation and high-density flats, 

for example, so you're singling out saturation, and 

I'm saying yes because it's part of a category of 

flats. 

Q Is it fair to say that you base that 

conclusion, that they are separate products, on 

differences in postal handling and physical 

characteristics rather than differences in market 

characteristics? 

A I've ciscussed that a number of places in my 

testimony, and I think a number of factors have been 

discussed, and those factors that you list are some of 

the factors. I think there is a range of differences, 

and, altogether, I think they are very consistent with 

almost any definition of separate products. 

Q And because you believe that saturation 

letters and flats are separate products, you take the 

position that, ideally, as a default position, the 

saturation letter-flat cost differential should be 

marked up by the ECR cost coverage factor? 

A Yes. 

Q In determining whether two categories are 

separate products, are differences in market 

Heritage Reporting Corporation 
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characteristics relevant? 

A Yes. They are an input. They are part of 

the situation that welre facing. 

Q Now, Val-Pak is a saturation letter mailer. 

A That's my understanding, yes. 

Q Does Val-Pak compete with saturation flat 

mailers? 

A In some sense, there is a wide range of 

competition tha-c occurs in all advertising avenues, 

and so, in a general sort of way, yes, but in other 

contexts, you might be able to describe a context in 

which they don't view themselves as direct 

competitors. 

so it's a little bit risky to define these 

things as a general statement without knowing how they 

are going to be used, but I think they do, in fact, 

compete, to some extent. 

Q Well, in a very broad sense, billboard 

advertising competes with saturation mail, competes 

with TV. Every kind of advertising at some broad, 

broad level competes in some minute way, don't they? 

Is that what you're referring to about - -  

A It might not be minute, but, basically, yes. 

Q I'm talking now about a more specific form 

of competition, and let's define it more precisely. 

Heritage Reporting Corporation 
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Are there Val-Pak customers that are approached by 

salesmen for both Val-Pak and by salesmen for 

saturation flat mailers for advertising business? 

A Well, in terms of my own personal 

experience, I can't speak as an expert on that because 

I've never really functioned in that area, but it 

certainly wouldn't surprise me if that were the case. 

Q Can you give examples of saturation flat 

mailers that ccmpete with Val-Pak for advertising? 

A Well, I can give examples of saturation flat 

mailers. 1 can't specify in any particular sense the 

way in which the;, would compete with Val-Pak. 

Q Do you know whether Advo competes with Val- 

Pak for advertisers? 

A I would guess that they do. 

Q Do ysu know whether shopper publications 

compete with Val-Pak for advertisers? 

A Well, there are obviously some differences 

in format. I think Val-Pak is largely coupons, and 

some of these others have different formats and 

different printing arrangements, and they put them 

together in different sorts of ways. 

So if one decided to point out difference 

between these various ways of advertising, I think one 

could point out differences, but I think there is also 

Heritage Reporting Corporation 
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a sense in which, as you suggest, they compete with 

each other. 

Q Does Val-Pak compete with ECR basic, 

presort, letter mailers? 

A My understanding is that there are certainly 

cases where people consider solo mailings that are 

saturation and that are less than saturation. There 

are some high-density materials, for example, so I'm 

sure there are cases where an advertiser considers 

saturation letters of one kind or another and also 

consider some nor,saturation options that would be high 

density and tries to make a decision. So there is 

some competition there. 

Q Are there any mailers that Val-Pak competes 

with who are basic, presort, letter mailers? 

A I doc't know that I can name any 

Q I was having difficulty myself. 

MR. OLSON: Mr. Chairman, I ask to move to 

strike counsel's comment on the evidence since counsel 

is not testifying. 

CHAIRMAN Oms: Without objection. 

BY M4.  McLAUGHLIN: 

Q Do saturation shoppers and shared-mail 

programs compete with ECR basic, presort, flat 

mailers, such as catalogs? 

Heritage Reporting Corporation 
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A Well, I think, in line with some of my 

previous answers, we would have to say that there are 

degrees of competition, and there are situations where 

they don't view themselves as direct competitors. But 

I think that we've been going on for some time here as 

though I were an expert that operated at the 

operations level in some of these markets, and I don't 

present myself as someone who has a great deal of 

expertise in the everyday details of how these markets 

play themselves out. 

Q So, in other words, you don't know. 

A I forget the question. 

Q Do saturation shoppers and shared-mail 

programs compete with ECR basic, presort, flat 

mailers. such as catalogs? 

A I can't describe the extent to which they 

are competitors. 

Q Would you agree that the degree of 

competition among and between saturation mailers, and 

I'm talking about letter mailers and flat mailers, is 

far more direct and intense than any competition 

between saturation mailers and basic, presort mailers? 

A My qaess would be that, in most highly 

developed, urban markets - -  I'm thinking, in part, of 

what I get at home. In other words, I get Advo pieces 

Heritage Reporting Corporation 
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which are, in effect, a wrap, and I get other 

saturation flats that some are run of press instead of 

individual pieces put together. So there are 

differences between those two, but I would think that 

they compete with each other rather strongly. 

Q So, in terms of marketplace characteristics, 

would it be fair to say that this far stronger product 

differentiation is not letters versus flats but 

saturation versus basic presort density, 

market differentiation? 

in terms of 

A So yGd mean the two different kinds of 

saturation flats are in the same market, one product, 

and the letters are another? 

Q No. Let me rephrase this. In terms of 

marketplace characteristics, would you agree that the 

far stronger product differentiation is not between 

letters versus flats but is, instead, between 

saturation versus basic presort density? 

A I don't think I understand what that means. 

You've got two categories that compete very strongly, 

and it sounds like you want them to be different 

markets - -  they are very similar - -  have them in the 

same category. 

Q You are talking about differences in 

products, and I'm now talking about market 

Heritage Reporting Corporation 
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characteristics of those product differences. Isn't 

it true, or would you agree, that in terms of 

differences between products, the greater marketplace 

differences between products are saturation versus 

low-density, basic, presort mail rather than letters 

versus flats? 

A I guess I'm going to decline to agree on the 

grounds that I don't quite understand how we're 

putting all of these words together and what it means. 

We've agreed that the two saturation flat mailers 

compete very strongly with each other. 

Q I'm talking now about a saturation letter 

and a saturaticm flat. They compete as well, don't 

they? 

A In some degree, we have agreed that they do. 

Q And that degree of competition, would you 

agree, is greater than between saturation-level 

mailers and basic, presort, low-density mailers? 

A Well, it might be, but I'm not quite sure 

where this leads. I'm sure, if you talked to Val-Pak, 

who produce letter-sized pieces, and asked them about 

changing to a flat or something, they would say, gee 

whiz, that's a lot different market. That's a lot 

different vehicle. That's a lot different product 

that you're talking about, but they might still 

Heritage Reporting Corporation 
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compete for some of the same customers. 

I don't want to sound disoriented, but I 

think we're trying to draw strong distinctions here 

and strong relations here when it's not quite that 

simple. 

Q well, is it quite as simple as saturation 

letters and saturation flats being products, for all 

practical purposes, as you stated? 

A Well, I put in "for all practical purposes" 

on purpose. We don't have to decide whether or not 

two things are separate products. I mean, the whole 

nation and the dictionaries might have definitions of 

products. We eon't have to use that definition or 

make a definite decision. What we have to do is 

operate in the postal arena and decide how we're going 

to set rates 

For our present purposes, I think we've 

given all kinds of reasons. It's reasonable to view 

letters as one category and flats as another, and one 

aspect of it is competition. I think the cross- 

elasticity between the two is generally rather small 

instead of rather large. We've indicated some other 

reasons as well. 

Q In your response to Advo Interrogatories 7 

and 8, we asked you, in number seven, whether all ECR 

Heritage Reporting Corporation 
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letters are one product and then, in eight, whether 

all ECR flats are one product, and then we 

specifically - -  

MR. OLSON: Can you wait until we get to 

that, Mr. McLaughlin? 

THE WITNESS: Okay. I have Advo I ,  which 

focuses on letters. 

BY MK. McLAUGHLIN: 

Q Right, and Advo 8 is flats. 

A Yes. 

Q And asked you about whether, in terms of 

degree of densitj.~, saturation versus basic presort, 

whether there were product differentiations there. 

Didn't you agree that a case could be made for giving 

separate rate recognition to saturation flats compared 

to basic density flats and the same for saturation 

letters compared to basic density letters? 

A Right. I said that that case could be made 

for both interrogatories. 

Q Right. So, from that standpoint, saturation 

letters versus basic letters and saturation flats 

versus basic flats could also be considered separate 

products in some sense. 

A I think we could agree that they are, in 

some sense, separate categories, and I have testified 

Heritage Reporting Corporation 
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that we should treat them in a certain way. 

So, in view of all that you're saying about 

the similarities and differences and the competition 

and the markets, I think we're at the point today 

where I have proposed that the rates be set in a 

specific way. Now, if someone else wants to propose 

something different, they are free to do that. 

Q Turn to page 82 of your testimony. 

A 82? 

Q 8 2 .  

A Okay. 

Q And, particularly, I think, starting on line 

2 2 ,  you're talking about private delivery there, and 

::ou indicate that much of private delivery volume 

weighs more than 3 . 3  ounces. Would you agree that the 

level of saturation of postal rates for flats is an 

important factor in the choice of whether to use mail 

or private delivery? 

A Would I agree that the rates for saturation 

flats, including the pound rates? 

Q Yes. 

A I missed a little bit of it. If you could 

try to enunciate just a little bit more clearly. 

Q Would you agree that the postal rates for 

saturation flats are an important factor in the choice 

Heritage Reporting Corporation 
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of private delivery versus mail distribution? 

A Are an important factor in - -  

Q - -  the choice of distribution between 

private delivery and mail? 

A This is a choice being made by an 

advertiser? 

Q Or by a shopper publication 

A I wc,uld think that they would look at postal 

rates, and that would be a very important factor, yes. 

Q Now, your response to Advo 15. 

A Okay. 

Q In Tart 15(b), we asked you whether you are 

aware of any ECR saturation letter mail programs that 

are mailed in a market on a regularly weekly basis, 

and yoxr answer was no. Right? 

A Yes. 

Q In your response to Part A, down about 

toward the bottom of the first page, you have a 

sentence which says: "I believe most weekly mailings 

that are saturation tend to be flats." Didn't you 

just state that you're unaware of any that are 

letters? 

A Yes. I said that I was unaware of any. 

That doesn't mean there aren't any. 

Q Do you think there might be some regular, 

Heritage Reporting Corporation 
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weekly, saturation letter mail programs that are 

mailed through the U.S. Postal Service? 

A This probably sounds a little bit evasive, 

but it's a big nation here. I really don't know. I 

said a few minutes ago that I don't operate normally 

at the operations level in various markets in the 

country. I'm somewhat influenced by what I receive at 

home which brought it to my attention. 

Q There are a large number of flat mailings 

that are mailed on a regular weekly basis. 

A I believe there are. 

Q In your view, and you may not have an 

opinion or any knowledge about this, would it be 

easier, in general, to set up a private delivery 

operation that delivers a product only once a month or 

even less frequently, or it delivers a program every 

week, 52  times a year? Which would be easier to set 

up, in your view? 

A Well, fro% direct experience, I can't give 

you an answer, but this issue has been discussed in 

the past in rate proceedings, and I have discussed it 

with other people, and some people tend to point out 

that hiring a person who only works one or two days a 

month is more difficult than hiring a person that 

works one or two days a week. Regularity is kind of 
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important. 

So if that's what you're concerned about, 

whether or not regularity helps you hire employees, 

you know, that's one issue, but monthly could be 

easier, too, if you printed some of the things ahead 

of time, in your down time on your equipment, and 

tried to have it ready by a certain time to mail. 

It's just not an area that I have direct experience 

in. 

Q Now, ot the shopper publications that use 

private delivery, do you know what their typical 

frequency is? 

A Well, as a practical matter, the ones that 

I've talked to the most that use private delivery were 

local community newspapers, and I think a lot of them 

were weekly, but we've also had - -  I was going to say 

we've had testimony, but I can't remember anything 

specific right now 

Q Now, saturation letters today pay a lower 

postal rate than saturation flats. Is that right? 

A Well, we could check the actual schedule, 

but I think that's right. 

Q There is a letter-flat rate differential 

today for saturation mail. 

A I think there is. 

Heritage Reporting Corporation 
(202) 628- 4888  



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

1; 

15 

16 

1 7  

1 8  

1 9  

20 

2 1  

2 2  

23 

24 

25  

8963  

Q Does that lower rate, by itself, make 

saturation letters a less likely candidate for private 

delivery than saturation flats? 

A I was going to check the rates here on my 

computer screen. It just went to the bottom instead 

of the top. 

But the rate difference is pretty small 

origin entered - -  well, saturation origin entry 

letters are 16, and flats are 16.9 under current 

rates. So thac's a pretty small difference, I th 

for 

nk , 

in the scheme c.f things to allow you to say, "Gee, one 

is a lot more likely to be delivered privately because 

of rate differences." But to the extent to which . 9  

cents is important, then, yes, it has an influence. 

Q You don't believe . 9 ,  nine-tenths of a cent, 

is important to a saturation flat mailer? Do you know 

what that is when you multiply it by millions and 

millions of pieces of mail? 

A Yes, I do, and I'm probably on record as 

saying that mailers respond mightily to rate 

differences of a tenth of a cent or two, particularly 

in the area of presort and in some of their mailing 

decisions. When you talk about a tenth of a cent or 

two-tenths of a cent between presort levels, that's 

a13 inside the Postal Service, and your question goes 
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to postal versus nonpostal, which is a little bigger 

decision. But I don't want to downplay at all the 

significance of nine-tenths of a cent. 

We're talking about two different formats as 

well, so I agree that it's part of the - -  we're 

talking about 16 versus 16.9. If we were talking 

about 1 versus 1.9, it would probably even be a bigger 

influence. 

Q Now, the 16 versus 16.9; that's the rate for 

nondrop-shipped mail, isn't it? 

A That's true. 

Q Woul?r.'t the more appropriate comparison be 

the rate for DDU drop-shipped mail, which almost all 

saturation flat, shared mailers and shopper programs 

use? 

A We could look at DDU, and I'm trying to pull 

up my DDU rates. I have a 13.6 for flats, and I think 

my letter, I had 1 3 . 3 .  Maybe I left DDU blank because 

of the current proposal. 

But we have the same drop-shipped discounts 

for letters and flats, as I understand it, so the 

comparison doesn't change a whole lot when you talk 

about DDU instead of origin entry. 

Q Now. in addition to that nine-tenths-of-a- 

cent rate differential between saturation letters and 
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saturation flats, if the flat weighs more than 3.3 

ounces, it also pays a pound rate on top of that. Is 

that correct? 

A That's also true for letters between 3.3 and 

3.5. I think there is a proposal to raise it up to 

four. The Postal Service may have something to say 

about that, but there is also something to be said for 

it. 

Q How nany of Val-Pak's saturation letters 

weigh more than 3.3 ounces? Didn't Val-Pak provide a 

response to that? I think that's in an institutional 

interrogatory. 

A I don't have that. That was a corporate 

response, and I don't have it with me. 

Q It's quite a small percentage, isn't it? 

A I'm told that they have some and that it's 

not large. 

Q Compared to saturation flats, such as 

shoppers and shared-mail programs, would you agree 

that saturation letter mail programs, in general, are 

distributed on a much less frequent schedule, they are 

substantially lighter weight, on average, and they pay 

a lower postage rate? 

A I can't testify as to whether they are 

substantially lighter in weight. I think quite a 
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number of them - -  I have seen figures in rate cases 

before on the average weight for Advo, and my 

recollection is that it’s not impressibly [sic] high. 

Some of the letter pieces are well into the three- 

ounce range. 

There is a format difference. If you’re 

taking a piece that’s 11 inches’ wide and 14 inches‘ 

high, 

you‘re taking a piece that‘s, you know, four inches- 

by-eight inches and also understand that people pay a 

lot of attention to the weight of the paper that they 

use in puttinq these pieces together. 

it‘s a Lot easier to come up with weight than if 

I thir.k your question went to whether or not 

the flats tend to be a lot heavier than the letters 

azd use the paund rate a lot more. I’m not sure that 

that’s the case. 

Q I was talking about on average. I think 

that’s the way I phrased it. On average, saturation 

letter mail prograxs are distributed on a much less 

frequent schedule, are substantially lighter weight, 

on average, and pay a lower postage rate. Now, if you 

want to take out the word “substantially“ and just say 

“lighter weight on average and pay a lower postage 

rate,“ would :hat be acceptable with you? 

A Well, it’s clear that the postage rate is 
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somewhat smaller. I do object to the word 

"substantial." I can't back that up at all. I 

wouldn't be surprised if they are slightly heavier. I 

don't know that to be the case. 

In terms of the frequency, I think the 

conventional wisdom is that more of the flats are 

weekly than letter-sized pieces. 

Q Now, if under your preferred approach for 

pricing of what you call "separate products," if the 

PRC were to apply a subclass markup to the letter-flat 

cost differential, that alone would substantially 

widen the rate gap between letters and flats, would it 

not? 

A We might have trouble with the word 

"substantial" again, but it's certainly significant. 

Q If you're applying an ECR cost-coverage 

factor to the letter-flat cost difference, you don't 

believe that would be a substantial increase. 

A Well, the cost difference that we have right 

now - -  did my mouse stop working here? The cost 

difference that we have is not impressively large 

right now. We can see what it is. We do have 7.1 for 

flats and 4.4 for letters, so those costs are coming 

out now. There is a pretty reasonable difference, so 

it's under three cents, and the coverage would put it 
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up to in the range of seven. 

of 70 percent on that difference, it would spread the 

rates further. 

So if there was a markup 

What was the question? I was looking to see 

how big it was. 

Q Okay. We're talking now about the 

saturation 1ett.er-flat cost differential. Let's just 

start with thac. What is the saturation letter-flat 

cost differential? 

A Well, the letters, under PRC costing, that I 

show in my pressrt tree were 4.4 cents, and the flats 

are 7.1 cents. So that's 2 . 7 .  

Q You're saying that there is a 2.7 cent 

letter-flat cost differential. 

A Yes, at the saturation level. That's the 

level that you specified in your question. 

Q And if you mark that up by the ECR cost 

coverage, what would the increase be? 

A We had 3 . 8  times - -  I thought I had 

everything working here, and my mouse isn't moving too 

fast. But if we took 3.8 times - -  and what is the 

coverage that I recommended, 1.9? 

Q You're asking me? 

A Well, I can look it up. I can look it up 

here, but if it's 1.8, then we would get 6.8 cents 
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Q And what would the increase in the letter- 

flat rate differential be? 

A From what? 

Q From current. 

MR. OLSON: Mr. Chairman, I believe that 

counsel has now changed from cost to rates. I’m not 

sure if he meant to do that. 

MR. YcI.,AUGHLIN: Well, we are going from 

cost to rates because the witness, I believe, is 

talking about marking up the cost differential to get 

a rate differential. So we are talking about rates. 

BY MR. MCLAUGHLIN: 

Q What is the increase in the rate if you 

applied your proposed cost coverage markup to the 

letter-flat cost difference? 

A Well, the current rate difference - -  didn’t 

we just go through this? - -  at origin entry, it was 

16.0 and 16.9, so there’s .9 cents now. In the 

scenario that you created, you asked me to create - -  

Q No, no, no. I didn’t ask you to create 

this. 

A I didn’t propose that. 

Q I understand you did not propose that rate, 

but you proposed this concept, and if you applied the 

concept - -  
Heritage Reporting Corporation 
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A As a reference point, I think we used the 

word "default. 'I 

Q Do you have the answer to the question about 

what the increase would be? 

A Well, it's now .9, and the figure that we 

just came up with was 6 . 8 .  

Q So it goes from . 9  to 6 . 8 .  

A Yes, under the conditions that you 

specified. 

Q And then, in addition to that, you would 

apply a pound rate on top of that 6 . 8  cent-per-piece 

increase 

A Both minimum per-piece rates would extend 

upward at the pound rate for pieces that weighed over 

the break point. 

Q How would you characterize a 6 . 8  cent rate 

spread and increase for saturation flat mailers? 

Would you call that huge, substantial? Do you have 

any feeling for that? 

A Well, in this particular case, I might buy 

into your term "substantial." But I think, in the 

scheme of things, you said, how would I characterize 

it, if we looked at this in general, I think letters 

are the cheapest thing around. I think the Postal 

Service is very well positioned to do a terribly 
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effective job of handling letters, both in DPS'ing or 

handling them as a third bundle. 

So I think, in the scheme of things, it 

should not be terribly surprising if letters had a 

lower cost and a lower rate. 

Q We're not opposing letters having a lower 

rate. 

Turn to page 116 of your testimony, please. 

A 116. Okay. 

Q Here, you're talking, again, about the 

letter-flat cost difference and separate product 

notion. I'm looking at the paragraph starting at line 

5. If you look at the sentence starting on line 7, 

you state, and I quote: "One of the most fundamental 

prescriptions for regulation is to seek to emulate 

outcomes that would be generated by a competitive 

process, were such competition feasible." 

Do you see that statement? 

A Yes, I do. 

Q In your view. applying your notion of 

separate product and your notion of a cost coverage 

applied to a rate difference would be substantially 

increasing the rate for the category of saturation 

mail that is most susceptible to private delivery be 

an outcome that emulates the results generated by a 
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competitive process? 

A The way to look at that is not the way you 

just outlined. The way to look at that, we're talking 

about a very general prescription here for regulation 

and emulating a competitive outcome. My general 

feeling is that competitive outcomes tend to have 

markups on costs - -  I don't mean that they would all 

be the same, but they do, in fact, tend to have 

markups. 

So if the competitors in this competitive 

solution had Costs anything like the Postal Service 

does, I think they would have markups on them 

Q Those co,npetitors are shopper publications 

and private delivery companies and even companies like 

Ad.;o that today are operating private delivery, aren't 

they? 

A Yes. 

Q And so, presumably, the rates that they are 

currently charging and the costs that they currently 

have reflect whate'+*e:- markups there are in the 

marketplace toda]. Right? 

A Well, with the exception that persons 

wanting to compete in the letter area can't use the 

mail box, so they don't exist. 

Q How are you defining "letter"? The letter, 
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for purposes of the mailbox rule, doesn't refer to the 

Postal Service six-by-nine letter. It's the 

definition of the private express statutes that 

includes flats as well, isn't it? 

I just wanted to clarify, when you said 

"letter" in relation to the mailbox rule, the 

definition of "letter," under the mailbox rule, is not 

the Postal Service definition of letter versus flat; 

it's the private express definition of "letter," which 

includes flats. Is that right? 

A Thai's right. 

Q Now, I think I interrupted your answer. 

Were you throuqh with your answer? 

A I think I was almost through. My concern 

was, you were looking to actual experience in the 

market to see whether or not there is a substantial 

difference in the rates charged for the delivery of 

flats and letters, and I was just saying that, for one 

reason or another, I don't think very many letter- 

sized pieces are being delivered privately. 

Therefore, we can't learn a whole lot by looking right 

now at the private markets. 

Q Yes, and the reason there are not many, if 

letters delivered privately has nothing to do any, 

with the mailbox or with the private express statutes, 
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does it, because flats have the same rules applicable 

to them as letters in private delivery and the 

mailbox? Isn't that correct? 

A I think that's right. 

Q And in terms of the question about 

competitors having markups, those competitors already 

have their operations in place, and those operations 

already include whatever markups they need to operate. 

Is that correct? 

A One would think. 

Q And s3 if you were then going to 

substantially ixcrease the rate for saturation flats, 

would that, in your view, be an outcome that would 

emulate the results generated by a competitive 

process? 

MR. OLSON: Mr. Chairman, I wouldn't want 

there to be any assumption that that's what this 

witness is proposing, that there be an increase in the 

rates for ECR saturation flats, since it's not what's 

being proposed. Just to clarify, that's not what the 

proposal is. 

MR. McLAUGHLIN: Mr. Chairman, we're fully 

aware that Val-Pak, as a part of its proposal, has 

proposed a substantial reduction in ECR cost coverage, 

which would, in fact, result in a rate reduction for 
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all ECR mail. However, our questions here relate to 

the witness's proposal that flats and letters should 

be treated and priced conceptually on this basis, and 

since we have no assurance that the Commission will go 

along with a reduction in cost coverage that Val-Pak 

has proposed, the letter-flat rate differential does 

become a significant issue. 

CHAIRMAN OMAS: I think that's a fair 

question. Continue, Mr. McLaughlin. 

MR. McLAUGHLIN: Mr. Chairman, actually, I 

think I ' l l  just end it right there. Thank you very 

much. 

CHAIRMAN OMAS: Thank you. 

Our next participant to cross-examine is Mr. 

Todd. 

MR. T3DD: I may have follow-up cross- 

examination. 

CHAIWAN OMAS: Mr. Todd, would you please 

introduce yourself? 

MR. TODD: I'm David Todd representing the 

Mail Order Association. 

CHAIRMAN OMAS: Thank you. That's for the 

record. 

Mr. Baker, the floor is yours. 

MR. BAKER: Thank you, Mr. Chairman 
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William Baker appearing on behalf of the Newspaper 

Association of America. 

CROSS-EXAMINATION 

BY MR. BAKER: 

Q Good morning, Mr. Mitchell. 

A Good morning, Mr. Baker. 

Q I wanted to start by just following up on 

one line of cross that Mr. McLaughlin asked. He asked 

your understanding of products. Particularly, he was 

talking about basic and saturation flats and whether 

they are different products or not. 

Do y3u have a view as to whether high- 

density and saturation flats are different products or 

not? 

A Well, I haven’t called them, in any sense, 

different products anywhere. It’s certainly true that 

a high-density mailer can’t convert himself easily 

into a saturation mailer unless he is close to a 

borderline. 

You know. if I say they are separate 

products, where does that lead? If I say they are not 

separate products, where does that lead? I don‘t 

think it changes the rates that we‘re proposing or how 

I view them within the framework of the rate 

structure 
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Q Well, if an advertiser wants to distribute a 

preprint advertisement, and the advertiser looks at 

Advo and considers whether to participate in that 

shared-mail packs-ge or looks at a newspaper TMC 

program that might mail using high-density rates to 

its nonsubscribers, do you think the advertiser sees 

any real difference in product? 

A Sure. 

Q Because of the characteristics of the 

newspaper delivery, 

mailed product, 01- do you think the advertisers 

realize that both of them are routes to achieve the 

same result? 

it's party newspaper and partly 

A The advertiser - -  are you talking about a 

person that wants total market coverage and has one ad 

in the newspaper and another one in high density, and 

that's an alternative to using Val-Pak or using Advo 

for the entire mailing? 

Q Yes. 

A I mean, those are alternatives, and there 

are differences in the different avenues, certainly. 

Q All right. I want to move to - -  much of 

your testimony, you use the terms "low rates" and 

"high rates," and I want to focus on what you mean by 

that. 
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Would you agree that a rate that covers is 

equal to attrihuta5le costs and no more are not likely 

to be regarded as too high? 

A Would I agree that a rate that covers 

attributable costs and then some more? 

Q NO, no more. Set equal to attributable 

costs is not likely to be too high, is it? 

A I don't Know the definition of "too high," 

but that's certainly not, in any reasonable way, a 

high markup. 

Q Well, you use the terms "highs" and "low" 

when referring to rates, and I'm just trying to get a 

sense of what that. means. 

A Do we have a sentence? You had a question 

or two about high and low markups or high and low 

distance from rate to cost. 

Q When we're talking about high and low, then 

you're really talking about the institutional costs 

that a particular piece will charge by a particular 

rate, are you not? 

A Well, I think, in many cases, we did talk 

about the contribution, but I think context is a 

little important. I tried hard not to use those terms 

in places where it couldn't be understood. 

Q Well, under the Postal Service's proposed 
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rates for ECR mail, the unit contribution is, on 

average, about 10 cents. Is that correct? 

A It may be. That sounds in the ball park. I 

don't know that I have a reference here that shows 

that contribution. 

Q And is it your testimony that that is too 

large a unit contribution for ECR mail? 

A Well, if the cost is seven or eight cents, 

and we've got a. 10 cent contribution, I would say 

that's pretty substantial. Absolute contributions 

are, at best, difficult things to look at. I think we 

usually think hi terms of proportions. There is 

nobody alive, when you tell them an absolute 

contribution, they don't say "relative to what," so 

proportions are pretty much a part of our thinking. 

Q Under the Postal Service's proposal in thin 

case, the unit contribution for presorted first-class 

mail is slightly above 23 cents. Are you aware of 

that? 

A I wouldn't be surprised if that's right. 

Q Do you have an opinion whether that is too 

high? 

MR. OLSON: Mr. Chairman, I think we're 

getting beyond the scope of the testimony, which is 

limited to standard mail. Commenting on first-class 
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mail may be interesting, but it has nothing to do with 

the testimony. 

M R .  RAKER: Well, Mr. Chairman, the witness 

is using the terms "high" and "low" and nexcessive 

unit contributions" and "institutional costs," so I'm 

trying to get a sense of how those terms apply when 

used on a different subclass of mail. 

MR. OLSON: But when counsel asked a 

question about high and low rates, and the witness 

asked him to provide a single reference as to where 

those terms were used so they could be explained, he 

didn't come up wit.h a single reference. 

BY M R .  BAKER: 

Q Mr. Mitchell, can you answer the question, 

please? 

A Well, when you start taking absolute 

contributions and moving between subclasses and asking 

me if they are high or low, I just said that I usually 

view these things in a relative sense and that 

absolute contributions are usually very difficult to 

think about. 

so outside of a context, our job here is to 

design rates that recognize a large number of things. 

Somebody did that in first class, and I haven't 

criticized that or even commented much on it. I have 
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said a few things, a few pages' worth of things, here 

about standard. 

Q So the bottom line is you really do not have 

an opinion. 

A I don't see how I can outline an opinion for 

you on that. 

Q All right. Let's turn to your testimony, 

starting on page 73, when you talk about value of 

service. 

A Yes. 

Q You devote a fair number of pages to this, 

and I want to u2derstand how you're using the term. 

You mention, on page 74, the own price elasticity of 

demand, and am I correct that you regard that as an 

important measure of the value of service? 

A Absolutely. 

Q Is it the only measure of the value of 

service? 

A I don't know of another measure that goes to 

relative value of service between one situation and 

another. 

Q A few pages later, on page 77, you address 

notions of intrinsic value of service, and you state 

there that you did not see that any notions of 

intrinsic value of service are relevant to determining 
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costs coverages for, I think, any class of mail. Is 

that correct? 

A Yes, it is. 

Q And Postal Service Interrogatory - -  I 

believe it was I--umber 17 - -  asked you some questions 
about intrinsic value, and if you could turn to that, 

I would appreciate it. 

A I have number 17. 

Q Okay. As you use the term here, is an 

intrinsic value of a product something to do with its 

physical characteristics or the costs of handling it? 

A I don't know about cost of handling. The 

phrase here was "intrinsic value of service." 

Q How would you define "intrinsic Value of 

service 'I ? 

A Well, I don't have a way of defining it. 

What I have done is I have watched, for a considerable 

number of years, how that concept has been discussed 

by various parties in rate proceedings, and the only 

thing that I have seen or read is that some people 

look at product characteristics, and I listed those 

several places in my testimony. 

They point out that one of its 

characteristics is that it receives a high level of 

service, or one of its characteristics is that it gets 
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free forwarding, or one of its characteristics is that 

it has a red envelope. I don't mean to make fun of 

the process here, but, you know, one of the 

characteristics is that you can use a special service 

with it. 

These are all product characteristics, and 

that's all that I have ever seen, and what I'm saying 

is that whether or not a product has product 

characteristics and whether or not you can list them 

and whether they are impressive has nothing to do with 

whether or not there is value that can be drawn on to 

increase the rate. 

Q So the fact that a class of mail may receive 

free forwarding is irrelevant to its value of service, 

in your testimony. Is that correct? 

A What I have described in several places is 

that once you define that product, which may have free 

forwarding, as you suggest, and when we say "free 

forwarding," we understand that the cost of that 

forwarding is included in the base rate, so it's not 

entirely free, but within a certain context, we call 

it free. 

Once you define this product, and it may 

have free forwarding, and it may have a lot of other 

things, then you have to put it out in the market and 
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give it a price, and once that price is set, some 

number of pieces are going to be bought. There might 

be a million bought, there might be a billion bought, 

there might be 10 billion bought, but some number of 

purchase. Now, all of those people that bought it are 

perfectly happy, or they wouldn't have bought it. 

So they made a decision to buy it, and there 

is a lot of them being purchased, but now, if you want 

to know s0methir.g about the value of service that's 

available to increase the rate, you have to ask 

yourself the question, if we increase this rate, how 

many of the peogle would go away? And if there is a 

lo t  of excess value there; in other words, if it's 

inelastic, then we know that not many of the people 

will go away, and the volume will stay, and the value 

will continue tc be received. 

So you can't say that the product 

characteristics have nothing to do with value, but you 

have to say that you specify the product 

characteristics, you allow the market to decide how 

much it will purchase, but then you have to proceed to 

ask the value-of-service question, and that is, how 

much value is out there that is available to be used 

to increase the rate, and that's what elasticity 

points to. 
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Q So is it an accurate summary of your 

testimony that once you know the own price elasticity 

of demand of ‘a. subclass of mail, the Commission need 

not take the time to review the intrinsic 

characteristics of that mail because they are all 

subsumed in thej-r own price elasticity? 

A Basically, yes, but I don’t wish to preclude 

an exercise that. looks backwards and says, “Gee, we 

have found out that this has this level of elasticity. 

Is that believable?” 

At that point, it‘s kind of a 

rationalization or kind of a learning process. At 

that point, you might review the characteristics of 

the product and talk to yourself about how people view 

those characteristics, but that doesn’t lead you to 

the elasticity. It might explain the elasticity. 

Q Are service standards relevant to the value 

of service? 

A They are part of the definition of the 

product that people look at when they decide how much 

to buy. 

Q Service performance; i.s the Postal Service‘s 

performance against the service standards relevant? 

A Yes. I think we all now that every time you 

go to a reception, that somebody tells you about the 
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performance that they have received recently on their 

mail, so people think about this quite a bit. 

Q Is that completely subsumed in the own price 

elasticity of demand, or is that something that the 

Commission should consider? 

A It's completely subsumed. 

Q Completely subsumed. Okay. 

A It's part of the way people behave. It's 

their perceptim of the product and how they behave. 

Q Is the value of the mail to the recipient 

relevant? 

A I have had a little bit of trouble over the 

years understaxding what "value to the recipient" 

means because, to a very large extent, someone else is 

paying the postage and making the decision, but I 

think there is a very substantial extent to which the 

behavior and value to the recipient is reflected in 

the decision of the mailer to send the mail. 

In other words, if people don't respond, 

you're not going to send ads, and if people to 

respond, then they must view the mail favorably, and 

you'll send advertising to them. A similar thing 

could be said about banking. 

Q We're not talking about banking. 

So the value to the recipient; it's listed 
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in the statute as a consideration. 

A Yes, it is. 

Q Okay. And what I think you just told me was 

that you can infer a value to the recipient from the 

own price elasticity of demand. 

A Yes. I think it's subsumed to a 

considerable degree. 

Q When you're using price elasticity of demand 

in this context, the value of service, are you looking 

at the price elasticity to the marginal user, or is it 

sum or total faccor? 

A Am I looking - -  

Q Is it ?ne marginal user you're looking at, 

the marginal mailer, the mailer on the margin who is 

deciding whether to mail the next incremental unit, or 

are you using sum or total? 

A Well, if the price is 10 cents, and you're 

selling 100, and you raise it to 11 cents, a small 

amount of the volume is going to go away. Those are 

people who value it at over 10 cents but not over 11. 

I mean, they are at a margin. There is a margin 

there. People would use the margin to - -  as long as 

we're clear about what kind of a margin we're talking 

about, I think the answer is yes. 

Q Do you consider the volume at all when 
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you're evaluating value of service? 

A Do I consider the volume? 

Q The volume. 

A There is always a volume, but I can't tell 

anything about value of service by looking at the 

level of the volume. I mean, I just explained, if the 

rate is 10 cents, and people buy a billion of them, 

obviously, there is a lot of value there, but that 

doesn't mean that there is a lot of value that can be 

used to raise the rate. 

Q Are you familiar with Val-Pak's contracts 

with its advert.isers? 

A No, I ' m  not. Did you say contracts, plural 

or singular? 

Q Contract or contracts. It has more than one 

advertiser in a Val-Pak envelope, so I used plural. 

A No. 

Q Okay. Ultimately, you propose cost 

coverages for standard ECR and for standard regular 

mail. You use Witness Tress's estimated price 

elasticities of demand in doing so, I think, and you 

recommend a markup of ECR that's below the system-wide 

average and lower than for commercial regular. Am I 

correct so far? 

A Yes. 
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recommend, the markup for 

be somewhat above the 

system-wide average or below? I think it's above, 

isn't it, commercial regular, standard regular? 

A At some point, I'm going to have to look at 

what I actually said and what numbers I used. I'm 

having a little trouble getting everything to register 

here systematically. 

Q All right. Under your recommendation to the 

Commission, is the markup for commercial regular mail 

higher or lower than the system-wide average? 

A You know, right now, I would have to look 

and see what the system-wide average is. 

Q Okay. Take the time to do that, please. 

A Well, let's see here. For regular, I have 

proposed 1 8 0  percent, and for ECR, 177 percent. Now, 

the system-wide average is a matter of record. For 

some reason, I can't get my mind to come up with 

exactly what it is, but I'm sure we can find it. 

System-wide average is 1 7 8 . 4 .  

Q So you're recommending - -  

A So my ECR is very slightly below the system- 

wide average, and my regular is slightly above the 

system-wide average. 

Q Do you have any recommendation at all as to 
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whether the markup for standard regular should have 

any particular relationship to that of first-class 

mail? 

A I agree that that is an interesting 

question, and I think I have pointed out that the 

elasticities that we have now for regular are not 

substantially different from the elasticities that we 

have for first class, but I haven't gotten to the 

point where I make a Fecommendation for first class; 

neither have I Totten to the point where I'm willing 

to say that first class is too high or too low. 

Q And then I suppose, then, we ask you, in 

NAA-26, if your rxommendations would be affected if 

Dr. Clifton's alternative calculations for first-class 

mail, price elasticity were adopted instead of Mr. 

Tress's, and your answer there was you really didn't 

get into that. You stay away from first-class mail, 

in your testimony. Is that right? 

A I think that's right. I missed some of 

that, and I think you were talking about 26. 

Q NAA-26. We asked you what the implications 

on your proposal would be if it turns out Dr. Clifton 

is correct and not Mr. Tress, and your answer is your 

testimony stands independent of that issue. 

A That's right. 
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Q Okay. Could you turn now to pages - -  well, 

the beginning oi-' page 173 of your testimony? 

Actually, I'm going to ask you first about Table 10 

that's on page 174. 

A I have 173. 

Q All right. And this is where you are 

designing ratez. for high-density flats in ECR mail. 

Correct? 

A Yes .  

Q All right. Could you now turn to Table 10 

on page 174? 

A Okay. 

Q In Table 10, under the column "USPS Proposed 

Cost," and the docket numbers are 2006-1, and I see 

the figure, 4.43 cents. Do you see that? 

A 4.43? 

Q Yes. 

A Yes. 

Q And can you tell me what that 4.43 cents 

represents? 

A It represents the cost of record as 

developed by the Postal Service. It includes both 

mail processing and delivery. 

Q For city carriers and rural carriers and all 

mail processing. 
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A Yes. 

Q Is it a base year cost or a test year cost? 

A It's test year. 

Q Test year. And further down that page, you 

rejected that 4 . 4 3  cents cost savings as excessive for 

high-density flats. Is that correct? 

A Basically. 

Q And that is because you thought it's an 

unrealistic nunoer. Is that right? 

A It's because what? 

Q You believe it to be an unrealistic number. 

A I pointed out some reasons for raising the 

questions that I did. 

Q And you have done no independent measure of 

the costs of high-density flats beyond what the Postal 

Service presented, have you? 

A That would be quite an undertaking. No, I 

don't have independent measures of costs. 

Q And is it your understanding that some of 

the high-density flats mailers may be members of my 

client who compete with saturation mailers? Is that 

your understanding of who might mail at those rates? 

A Do I understand that your clients might use 

high density to compete with saturation? 

Q Yes. 
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A There is a relationship there, yes. 

Q Is it a competitive relationship? 

A Well, I think, if your clients are sending 

out total market coverage, that the competition 

includes more than just high density. It also 

includes the associated newspaper and the ones that go 

out that way as well. So it's a little more complex 

relationship than you outlined. 

Q Can you agree with me that the rate for 

high-density flats has some competitive significance 

in the market between newspapers and saturation 

mailers ? 

A Certainly. 

Q Okay. Finally, could you turn to your 

response to NAA-37? It wasn't finally, but almost 

finally. 

A Yes. 

Q There you state you know of no way to 

project the portion of saturation flats that will use 

DALs in the test year. Is that correct? 

A Yes. 

Q Have you thought of any way - -  anything the 

Commission could look at to get some estimate of the 

number of flats that will use DALs  in the test year? 

A These things are very difficult issues, as 

Heritage Reporting Corporation 
(202) 628-4888 



0 1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

2 5  

8994 

you probably know. The thing that jumps out in my 

mind is the experience I had with the Postal Service 

in Docket No. R-90, when we created the letter-flat 

differential. I think we spent $1.1 million on 

quantitative marketing research in order to try to 

estimate how the market would respond, and, even then, 

our estimate probably wasn't highly accurate. 

so the only agency that's really capable of 

putting together estimates like this is the Postal 

Service, and I think this one is extremely difficult, 

and I think, if y3u look at the next interrogatory, 

which is 38 - -  we've been looking at 37 - -  I think, if 

you look at the next interrogatory, which is 38, I lay 

out a pretty plausible explanation of why what the 

Postal Service is doing here makes a lot of sense. 

Q Well, sure, but let me ask you another 

approach. Should the Commission consider record 

evidence in this proceeding as to what's found on 

statements in the record by saturation mailers as to 

what they are likely to do in response to the proposed 

DAL surcharge? 

A Well, you will never find me suggesting that 

the Commission can't consider record evidence. 

Q Okay. So that's something that the 

Commission might well want to consider, if they are 
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projecting how many DALs will convert. 

A Well, when I say the Commission considers 

record evidence, it does so quite thoughtfully. Just 

because somebody said something on the record doesn't 

mean it gets an awful lot of weight, but the answer 

is, yes, they will consider that very carefully. 

Q Okay. My final, and truly my final, 

question, is, you are proposing to reduce the cost 

coverage of ECR mail and to increase it for standard 

regular. Correct? 

A Yes. 

Q Have you calculated the changes to 

institutional cost contributions on a subclass basis? 

A Sure. It's shown in my workpapers. 

Q Okay. When I looked at your workpapers, it 

looked to me that essentially - -  have I read it 

correctly? - -  the ECR contribution would be about a 

billion dollars less than the Postal Service's 

proposal? 

A I ' m  sorry. I couldn't hear everything you 

said. 

Q Comparing the ECR institutional cost 

contribution under your proposal to that of the Postal 

Service, if I'm reading your workpapers correctly, is 

the figure about one billion dollars less under your 
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proposal? 

A Well, under “Proposed Rates, ‘I the 

contribution of proposed rates of ECR is $3.5 billion, 

and under the rates that I propose, it’s 2 . 4 .  

Q So a little bit more than one billion 

dollars. 

A Yes. 

Q Okay. And the contribution fo r  standard 

regular increases undcr your proposal by - -  is it 
about the same amount? 

A Approximately. 

Q All right. So the net result of your 

proposal is to take $1 billion of 

off of standard ECR and have that 

standard regular mail. Correct? 

A That can be said, yes. 

institutional costs 

paid instead by 

MR. BAKER: No more questions, Mr. Chairman. 

CHAIRMAN OMAS: Thank you, Mr. Baker. 

Ms. McKenzie? 

MS. McKENZIE: Mr. Chairman, I‘m probably 

going to have more than a half-hour of questioning but 

maybe not much more. I didn‘t know if you wanted to 

take the mid-morning break at this time or to just see 

where we are at eleven-thirty. 

CHAIRMAN OMAS: Why don‘t we take a mid- 
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morning break right now? We'll come back at 10-after- 

11. Okay? 

MS. McKENZIE: Thank you, Mr. Chairman. 

(Whereupon, a short recess was taken.) 

CHAIrcMAN OMAS: Ms. McKenzie? 

CROSS-EXAMINATION 

BY MS. McKENZIE: 

Q Nan NcKenzie for the Postal Service, Mr. 

Mitchell. I woLld like you to turn to page 190, which 

is your Schedule 4 ,  "Val-Pak Recommended Rates, 

Commercial ECR." I wanted to understand some of the 

impacts of your rates a little bit better. 

Now, if I'm reading this correctly, you have 

a per-piece rate for auto-basic letters of 16.5 cents. 

Correct? 

A Let's see. We're in the ECR. Okay. I'm 

getting myself reoriented here. Schedule 4 .  Go 

ahead. 

Q Okay. So auto-basic letters is 16.5 cents. 

Correct ? 

A Yes. 

Q And then the plain, basic letter rate would 

be 18.5 cents. 

A Yes. 

Q And the per-piece rate for flat basic at 
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20.8 cents. Correct? 

A Yes. 

Q Now, are you aware that the Postal Service 

requires high-density, letter-rated pieces to be 

automation compatible? 

A Higli-density letters are required to be 

automation compatible, yes. 

Q Righr. That's true also for saturation 

letter rate of pieces. 

A Yes. 

Q Now, f3r your auto-basic letter rate of 16.5 

cents, will that be available everywhere or only at 

limited post offices? 

A Only at limited post offices, as now. 

Q As now. So it would be the same. 

A I have not proposed any change in that. 

Q Okay. Now, will pieces that are eligible 

for the basic letter rate of 18.5 cents need to be 

automation compatible? 

A I don't think that they need to be, no. 

Q Okay. 

A There is no change from the existing 

situation. 

Q From the existing requirements of the Postal 

Service. 
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A Yes. 

Q Okay. Then I wanted to look at some of the 

possible effec%s on volumes that this might have. 

Please take a look at Schedule 2 on page 163. 

A Schedule 2, page 163; we have changed from 

ECR back to regular. 

Q Correct . 

A Yes. 

Q Okay. Now, under commercial regular, the 

rate for five-digit auto is 21.8 cents. Correct? 

A Yes. 

Q So a letter mailer will have the option of 

sending a five-digit auto for 21.8 cents, or a 

nonauto, carrier-route, basic piece at 18.5 cents, 

assuming they have 10 pieces per route. 

A Yes. 

Q So the five-digit, auto-mail volume would 

likely migrate to the nonauto basic rate. Correct? 

A Yes. I think there were some 

interrogatories on that. 

Q Okay. And under your scenario, they would 

no longer have to be automation compatible. 

A That’s true. I have, in fact, suggested 

that the structure of relationships that now exists in 

ECR surrounding the basic rate is not all that maybe 
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it should be. It raises a lot of questions. It's a 

rather cumbersome relationship, but, yes, I think, as 

it exists right now, everything you said is right. 

Q Okay. And you haven't recommended changes, 

then, to the characteristics or the mail-preparation 

requirements. 

A No, I haven't. Now, I think that some of 

those requirements are fully under the control of the 

Postal Service and are not in the DMCS. So if the 

Postal Service found that some changes would be 

helpful, I think they can be made, and that's not 

something which is out of the realm of possibility. 

Q Would you please turn to page 63 of your 

testimony? 

A 63. Okay. 

Q You got there before I did. Now, the title 

of the section, Section I, is that the markup on ECR 

is too high. Correct? This begins a new section. 

A Yes. 

Q Then you proceed, in this section, to 

discuss the noncost factors of Section 3622. Is that 

correct? 

A Yes. 

Q Would it be a fair characterization of this 

part of your testimony, Section I, that this supports 
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your argument as shown, the heading that ECR coverage 

is too high? 

A Yes. 

Q And in Section I, and I ’ m  focusing just on 

Section I, you‘re not really arguing that standard 

regular coverage is too low, are you? 

A I hac? d lawyer explain to me once the role 

that headings of sections shculd play in testimony, 

and I think they are not the same level of evidence as 

the content of the section. That may be immaterial to 

my answer. 

Without re-reading this, I can’t tell you 

how much in that section I talk about regular as 

opposed to ECR, but I think it‘s that the heading is 

there because “ECR” stands out as the principal 

problem. But I think that because it was a de- 

averaging process, that regular is associated with it. 

P And, frankly, that’s the way I was reading 

the first about 100 pages of your testimony. Your 

focus really is on ECR being too high, and when you 

discuss the noncost factors, that’s really what your 

focus was. Your focus wasn’t so much as standard 

regular is too low, although that does seem to come up 

as part of your de-averaging argument. 

I was looking at the two of them sort of 
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separately in terms of if you're justifying the rates 

you proposed, you're really justifying that the markup 

on ECR is too high, is how I was reading it, and I was 

wondering if that was accurate. 

A Well, I think my testimony is oriented 

extensively toward the de-averaging that, in effect, 

occurred in MC95-1, but if you look at the adjustments 

that I made, for regular, the Postal Service proposed 

176.5 percent, and I popgsed 180. So it's four 

percentage p0int.s higher, but the reduction for ECR is 

quite a bit mo.re. 

So just in terms of the sizes involved, the 

ECR discussion plays a bigger role. I can see 

basically what you're saying, but I don't want to read 

too much into it. 

Q Okay. If you could please turn to NAA's - -  

your Answer No. 7, NAA-Val-Pak-T-1-7. 

A "4-7, yes. 

Q Now. in that question, NAA asked: "Please 

state whether you believe the rates for standard ECR 

mail recommended by the Postal Rate Commission in the 

following cases 'were lawful," and they listed R97, 

R2000, R2001, R2005. And the answer you gave is, "I 

have not taken a position on whether any of the rates 

recommended by the Commission are lawful, nor are you 
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qualified to do so." 

I wantea to move out of the realm of the 

lawyer and move more into the realm of the pricing 

witness. What would your answer be if the question 

had been asked, were the rates in those cases 

consistent with the policies of the act? 

A Well, the issue becomes a little more 

complex than t1ia.t because the Commission makes a 

decision on the record, and the record is influenced 

by what the Postal Service proposed. It's influenced 

by what the Intervenor has put on the record and the 

analysis that's available. A couple of those cases 

had special characteristics in terms of settlements. 

So I haven't gotten to the point where I 

really criticize in any sense what the Commission did 

in those cases. I mean, when I say the Commission 

makes a decision on the record, I emphasize the 

importance of the record, but I don't mean to preclude 

the Cornmission having thoughts of its own. You know, 

they, as POIRs, they have a lot of insight. 

But the question becomes much more difficult 

when you ask whether or not I aoree with everything 

that happened in previous cases, and whether or not it 

should have beer. different, or whether or not I think, 

at this point, it should have been different. 

Heritage Reporting Corporation 
( 2 0 2 )  6 2 8 - 4 8 8 8  



0 1 

2 

3 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

9004 

So, really, I think the emphasis of my 

testimony is what we should do at this point and not 

whether or not I want to take positions on all of 

these things that happened in the past. 

Q Well, my question wasn't whether you agreed 

or disagreed. My question was, were those decisions 

consistent with the policies of the act? 

A Well, that's a legal question again. 

Consistency. I keep getting told by attorneys that a 

lot of rates are consistent with the act, and I keep 

responding by saying that the rate commission has a 

responsibility to do what it thinks is best under the 

act and not just define something that's consistent. 

So the whole thing gets a little messy, but 

you asked consistent with the act, and I haven't 

argued that any of these are inconsistent with the 

act. 

Q So can I take from that answer that you 

agree they were consistent with the act? 

A You know. to reach a judgment and say, "My 

opinion is these were consistent with the act," seems 

to me to be a little bit of a strong statement for a 

technical witness. It still seems to have a lot of 

legal content. 

All I have said is that I have not found 
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reason to believe that it's inconsistent, and I think 

that's probably as far as I really want to go. 

Q Okay. I'll take the double negative. 

A Some people have pointed out that I love 

negatives, including double ones, but I think they are 

useful at times. 

Q Could you turn to page 96 of your testimony? 

A 96. Okay. 

0 Okay. Page 96 is in a section of your 

testimony entitled "Recommendations," but the title 

isn't relevant here. On page 96, at line 10, you are 

discussing a dilemma, and you had just been discussing 

cost coverages and that you believe that cost 

coverages were out of alignment. 

You then say that "while the dilemma is 

presented, under number of circumstances, five or 10 

percentage points of movement could be made in one 

case and another five or 10 in another." But then you 

state, "The first problem with this approach is that 

the mailers chose against a gradual change by settling 

two consecutive omnibus rate cases," and that's the 

part that I wanted to focus on. 

Now, if I understand your position, then 

because mailers signed the agreement, they have, in 

effect, given up their opportunity for gradual 
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changes. Is that a fair characterization of your 

testimony? 

A 

Q To argue for gradual changes. 

A Well, basically, I think mailers should be 

That they have given up their opportunity? 

allowed to argue whatever they wish, but the situation 

clearly is that they did not argue for any change at 

all in the previous case, even though it was apparent 

that there were some misalignments and that testimony 

could be presented on a number of these issues. 

Q I wanted to focus a little bit more on 

R2001-1, start with that one, because you mentioned 

that, in the last two cases, they have been settled. 

A Okay. 

Q I'm interpreting your gradual changes to 

mean basically that mailers really shouldn't be able 

to claim rate shock. Is that an inappropriate 

characterization? 

A Basically, yes. 

Q And tha,t would be for mailers who are facing 

price increases. Correct? I'm sure everybody would 

be delighted if the Postal Service could cut 8 percent 

of all of its rates. They might be shocked, but 

that's not the kind of shock we're talking about. 

A I prefer the word "effect" to the word 

Heritage Reporting Corporation 
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"shock," but maybe that's because I worked on auto 

crashes for a while, on energy-absorption 

characteristics, where there was a real event that 

justified the word "shock." But I think the answer is 

yes. 

Your introduction had something to do with 

R2001. 

Q Right. 

A And tLen we fizzled toward the end, and I 

don't know what the point was on R2001. 

Q well, 1 was quoting in your testimony saying 

that there have been two consecutive omnibus rate 

cases that have been settled, and, therefore, you're 

saying that mailers, by settling, have chosen against 

gradual changes, and you mentioned - -  

A Well, I think that the risk was not as 

spelled out in R2001, and certainly the Commission 

didn't say as much about that issue in R2001, but the 

Postal Service made a full proposal in R2001. The 

Postal Service didn't know that it was going to be 

settled or that any of the events of that year would 

occur. But mailers did not proceed to develop 

testimony and present it, for the most part, so the 

record was limited in that case. 

Q So let me see if I understand you. With 

Heritage Reporting Corporation 
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respect to your discussion of rate effect or rate 

shock, that's really limited more to R2005-1, just in 

terms of the fact that, by settling, the mailers, in 

effect, gave up their opportunity to argue for gradual 

changes. 

A Well, it's apparent that they gave up that 

opportunity in 2001, but I think the issue was a lot 

clearer in R2005, and, in fact, the Commission 

commented on it. t.0 a considerable extent, in R2005, 

and that didn't occur in R2001. 

Q I thouqht I heard you testify just shortly 

ago that in R2031 it wasn't apparent. 

A At the time it was filed, it was not 

apparent that it would be settled, but at the time 

that mailers signed a settlement agreement, they were 

certainly aware that they had given up their 

opportunity to argue for change. The difference 

between the two cases was that I think there was a lot 

more recognition in R2005 that adjustments were not 

being made. 

Certainly, in R2001, we had the adjustments 

that the Postal Service thought should be made, so 

there was some limited input for change, but I don't 

think the adjustments were very significant. 

What have I left out? I hope I've dealt 
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Q I thought I heard you making a distinction 

between the tsrc cases, and I wanted make sure I 

understood that. So the need for adjustment in R2001- 

1 wasn't as great as the need in R2005-1. 

A Well, there were some time period 

differences as well. R2001 wasn't very long after 

R2000. One could argue that it was approximately a 

year between them. But R2005 was several years later, 

so I think that, you know, if you presume, and I think 

it's a safe presumption, if you presume that the 

Postal Service is making changes all along - -  there 
were some mechanization changes, operations changes, 

changes in the DMM that the Postal Service works 

regularly with mailers - -  we could go on and on. 
If you presume that, over the period of at 

least four years between R2001 and R2005, that more 

and more changes occurred, then the need for 

adjustment itself was probably more pronounced in 

R2005 than it was in R2001. 

Q So, summing up, at least what I ' m  taking 

away from your discussion was that, at least on the 

rate shock issue, that in R-2005-1 mailers were more 

aware basically of the potential of changes that might 

be more significant in the next rate case than they 
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would have been in R2001-1. 

A I think there was more awareness because of 

the nature of t.he process and also because of 

observations the Commission made during the case, as 

well as arguments that Val-Pak made during R2005 

because, as I recall, Val-Pak pointed out some of 

these issues during the case, so there was a very 

great deal of awareness. 

Q Now, in your proposal, and I think we had a 

discxssion a little bit earlier today, I believe, 

perhaps when Mr. Baker was cross-examining you, would 

Advo benefit under your proposal, just in general, 

with respect to what happens with the rates under your 

proposal? 

A Advo, as I understand it, would certainly 

benefit from the lower coverage for ECR. They would 

not be overjoyed at the letter-flat differential 

problem, but, you know, I don't have a percentage 

increase right here at my fingertips for Advo mail, 

but I think it's clear that they like parts of the 

proposal, and some parts, they probably aren't too 

happy about. 

Q And would it be a fair statement that other 

ECR mailers would benefit from your proposal, such as 

those that are members of the Saturation Mailer 
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Council? 

A Well, I think it follows pretty directly 

that if you lower the cost coverage, unless there is 

some offset, it would tend to benefit the entire 

subclass. 

Q Now, in looking at R2001-1, both Advo and 

Saturation Mailer Coalition signed the stipulation 

agreement. Do vou accept that, subject to check? 

A Yes. 

Q Yet you're making an argument that I haven't 

heard you totally back away from, that even the R2001 

settlement, in effect, was a mailer choice against 

gradual rate changes. Do you agree with that 

statement? 

A It was certainly a mailer choice, and I 

think that it's clear that if you don't make any small 

changes, there won't be any gradual rate adjustments. 

I'm not sure of exactly the importance of your 

question. I don't know the distinction you're trying 

to make. 

Q Well, it just struck me that they are going 

to reap some tremendous benefits because they signed 

the agreement. It's almost as if you're trying to use 

the status of the settlement agreement as a shield 

against an argument for rate shock or consideration of 
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the rate shock factor. 

A It turns out, I think, and this is very 

general reaction, but I think, in general, that the 

proposal that the Postal Service filed in R2001 was a 

rather passive proposal in the sense that it did not 

suggest very many significant adjustments. 

So, given that, I think it added to the 

comfort that mailers found in signing onto the 

agreement at that time. 

It's ais0 true, as I recall,' and I think the 

Commission pointed this out in its opinion, I think 

it's also true chat - -  let me back away from the way I 

wanted to finish that sentence. I'm not sure. I 

might be mixing up two cases. 

But there were also some timing issues 

involved in R2001. You know, mailers felt like they 

were agreeing to put something in place a little 

earlier that was really needed. I'm not an expert on 

all of the thoughts that mailers had. That was 

obviously a very difficult time for all of us, and 

it's been some years ago, and I think, at the time, I 

was on the Commission staff, so my perspective on the 

whole process was limited by what was presented to the 

Commission. I wasn't a member of the outside world, 

so there were limitations. 
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I think I've come to an end here, unless you 

want to remind me. I don't mean to ramble, but you're 

asking very complex questions about history here. 

Q Okay. But with respect to, at least, R2005, 

by mailers signing on to that settlement, if I 

understand your position, they have chosen against 

gradual changes. Correct? 

A Yes. 

Q Okay. And I'm interpreting that, at least, 

with respect to 2305, that basically your 

recommendation is that the Commission not consider the 

factor of rate shock. 

A Not consider it when? I lost - -  

Q Well, it just has to do with sort of the 

status of settlement. I'm interpreting it as you're 

using the settlement, and let's just do the R2005-1 

settlement, as a shield against the argument of rate 

shock, that your rates should be supported, and you 

talk at length about it. You do discuss Factor 4, but 

you say, you know, mailers signed onto it, basically, 

the fact that there would be rate shock. So you're 

using the settlement as a shield against rate shock, 

is the way I'm interpreting it. Is that correct or 

incorrect? 

A I'm not sure how you get to the settlement 

Heritage Reporting Corporation 
(202) 628-4888 



9014 

being a shield against rate shock. I think what we 

have said is that. when mailers signed the settlement, 

they understood that there could be a truing up 

process later that would involve some effects. That's 

all. 

Q Okay. I want to move on to another topic. 

In your testimony, you argue that ECP, 

efficient component pricing, does not apply to shape- 

based cost differences. Is that correct? 

A Yes. 

Q And the implication of your position is that 

the unit contribution for letters and flats does not 

necessarily have to be the same. Is that correct? 

A Yes. 

Q So, in your view, then, should the unit 

contribution be the same between flats and parcels? 

A No, I don't think so. I think the same 

argument that applies between letters and flats would 

apply between fiats and parcels. I realize we're not 

as far along there because there are some new 

proposals in the Postal Service's case, and we need to 

improve the costing a little bit in the future to get 

a handle on this. 

So we'ze dealing here with a first step, and 

I haven't raised any questions about that step. It 
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appears to me to be a step that needs to be made, 

I haven't provi3ed any specific evaluation of the 

advocacy of that step or whether or not it should 
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but 

be 

different. I dor,'t think you can argue that there is 

any specific rea.son in efficient component pricing 

that the contribution per piece on parcels should be 

the same as foz flats. 

Q Well, if the unit contribution differed 

between flats and parcels, would that be de facto 

evidence of price discrimination? 

A No, it wouldn't. There is a cost 

difference. 

Q Okay. Can you turn to page 110, please, of 

your testimony? 

A Okay. 

Q This is where you're discussing your rates 

for the nonprofit categories of standard regular mail. 

Now, at line 3 ,  you're talking about the 60-percent 

rule, and that's for nonprofit, the pricing of 

nonprofit categories, and you say, "But this rule only 

goes so far. It specifies average revenue per piece 

but doesn't specify any of the rate relationships 

between and among the various rate cells and does not 

specify the relationship between these rates and their 

corresponding costs." 
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Now, if you go down on the same page, 

starting at line 14, the sentence starting there, it 

states: 

categories into alignment with commercial categories." 

I was wondering what you meant by that statement 

"The potential exists now to bring nonprofit 

A What I meant was, very simply, that they 

should have the same discounts and the same cost 

recognition for their categories as regular. In fact, 

I think that my workpapers show very clearly that I 

have the same $resort tree for nonprofit that I do for 

regular and thac I found it very difficult to argue 

that it should be different. 

Q Okay. So is the alignment, then, having to 

do with cost and cost issues, in that line of your 

testimony? 

A Y e s .  It has to do with how costs are 

recognized in the rate differences, and the signal is 

sent, therefore, in the rates. I think it centers 

very much on the Ness argument, where I pointed out 

the kinds of things that the court said in that case, 

and those things seem very applicable, to me, to 

nonprofit today. 

Q Okay. Could you go to your answer to Val- 

Pak 22, please? 

A Val-Pak-22. 

Heritage Reporting Corporation 
(202) 628-4888 

0 1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 



9017 

0 1 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

0 

Q Yes. 

A We didn’t ask ourselves interrogatories. 

Q Excuse me. You wouldn‘t have that, would 

you? Okay. How about our 22 to Val-Pak, USPS, yes, 

Postal Service. 

A USPS-22? 

Q Yes. 

A Okay. 

Q Speciflcally, the question asked about 

nonprofit regular rates, as shown in Table USPS/VP-T- 

1-A, and that table is immediately preceding. I 

direct your attention to your response to Subparts (b) 

and (c). 

A To (b) and (c). 

Q Yes. 

A Okay. 

Q You did a combined answer there, and you‘re 

discussing whether the rate impacts are fair. Now, I 

wanted to actually direct your attention to the second 

paragraph of that combined response for (b) and (c). 

A Yes. 

Q And there you state that your table, being 

the Postal Service’s table, shows an increase of 

letters of 1.4 percent and for flats of 102.6 percent. 

Correct? 
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A Yes. 

Q What are your conclusions about the costs of 

nonprofit regular and flats and nonprofit regular 

letters in your answer there? 

A Well, I think that that answer, as you 

suggest, goes on to talk a little bit about the costs, 

and these include simply the mail-processing and 

delivery costs, which are 90-some percent of the 

costs, and it says: “According to the costs shown on 

my workpapers. cost of letters is 9.703 cents - - ‘ I  I 

apologize for the accuracy, but I just follow through 

for consistency purposes. But 9.703 is the only cost 

of record for letters, and there is not really a 

weight problem here because letters can’t be 12 

ounces. They wouldn’t be paying the letter rate. 

So we got a cost for these of 9.703, and, as 

proposed by the Postal Service, the rate for letters 

is 16.2. So, for nonprofit, under the 60-percent 

rule, you know, if you have a cost coverage for 

regular in the neighborhood of  160 to 170 percent or 

so, and you give a 40-percent discount, your rates 

inherently are going to be somewhere close to costs, 

and we’ve got a situation here were the cost is 9.7, 

and the rate is 16.2. 

I think that this kind of jumps off the page 
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and causes you to ask some rather serious questions, 

and I think I went on here to talk about some implied 

contribution figures, based on the costs that we have, 

and also talked about flats. 

Q Right. I think what your conclusion there 

was, for flats, you calculate a negative contribution 

of 9.573. Correct? 

A Yes. 

Q And t.nen your letters make a positive 

contribution of 6.497 under your calculations. 

A Yes. 

Q Now, the Postal Service doesn't provide 

separate costs for commercial regular and nonprofit 

regular. Correct? 

A That's right. It doesn't. 

Q Okay. And you allow for this, though, or, 

at least, I was interpreting that you're allowing for 

this, when you say, even if the cost of flat is 

somewhat lower than this due to the effects of weight, 

something is badly out of kilter. Correct? 

A Yes. 

Q Then you go on: "On the other hand, under 

the rates I propose, these contributions are in the 

same order, positive 5.430 and positive 5.297. 

Correct? 
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A Yes. 

Q So are you saying that your proposal brings 

the contribution of nonprofit back into kilter? 

A Yes. Are you thinking that one is letters 

and one is flats, and I proposed that there should be 

markup on the difference? That's an issue that we can 

talk about, but: you didn't quite go that far, so I 

agreed with what you said. 

MS. McKF:NZIE: That's all I have, Mr. 

Chairman. 

CHAIRMAN OMAS: Thank you, Ms. McKenzie. 

Is there anyone else who wishes to cross- 

examine? Mr. Todd? 

MR. TODD: Just a fOllOW-Up. 

CHAIRMAN OMAS: Yes, sir. 

CROSS-EXAMINATION 

BY MR. TODD: 

Q Mr. Mitchell, if I may quickly summarize 

what (mike off) as well as your testimony, it is that 

because mailers signed off on settlements in a couple 

of cases or, at least, the last one, in R2005, with 

the knowledge that the rate relationships were out of 

kilter, it should reduce, if not entirely eliminate, 

and argument in Lhis case where you're proposing a 

major realignment between standard mail, regular, and 
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ECR rates, that they should not be heard to complain 

about rate shocks; that is, the regular mailer facing 

very large rate increases. Is that a correct summary 

of your testimony? 

A I think that's basically correct, but there 

is another dimension or two to the situation; in other 

words, the prospective future, as far as the 

legislation, wds also a matter that I brought into the 

equation. 

I even went so far as to say that if it's 

clear to the Commission, at the end of this case, that 

further steps are going to be able to be made - -  in 

other words, I pointed out that price caps pretty much 

prevent you from doing good things in rates. So if 

it's clear that that constraint is gone, I suggested a 

slightly different coverage as a first step in this 

case. 

Q Well, I'm glad you said that because that's 

exactly where I was going. You've been around this 

game a long time. You don't care to share your 

prognostication as to what the Congress is going to do 

with the Commission, do you? Are they going to 

approve postal reform legislation or not? 

A I ge:ierally do my best to stay away from 

that. 
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Q That's probably very wise, but then, to go 

on, let me say that we're at briefing time. Congress 

has adjourned, and they are on their way home. They 

are home. Would it be unfair of me, if I were 

briefing this on behalf of the Mail Order Association 

of America, to state in my brief that Mr. Mitchell's 

testimony does not support the rates which have been 

proposed in his tables but, rather, a much more 

gradual change in the rates of standard mail, regular 

and standard mail ECR? Would that be a fair thing for 

me to brief and argue on brief? 

A I have learned never to put constraints on 

what someone can argue in their brief. 

Q Then let me change the question. Would that 

be a fair characterization of your testimony? 

A You did ask me if I thought that would be 

fair, and I think that's a reasonably fair 

characterization. In fact, I have given you a 

spreadsheet where you can go in, and you can change 

the number in two cells, which anybody in the third 

grade should be able to do, and the new rates will 

come out. That's it. Two cells, and you'll have a 

complete set of rates with increases, and I see no 

reason why those wouldn't be defensible. 

Q And you had recommended, in fact, that that 
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be done. 

A Well, whether or not that is my specific 

recommendation, I have certainly said that I would 

understand if that were done, and if that position 

were taken. But I think my recommendation, more 

directly, is that the situation that I address has 

been in place for a number of years, and it’s time to 

fix it. I think a pretty meaningful step in that 

direction ought to be taken. 

Q Let me go back to, again, your testimony 

concerning the foregoing-of-the-rate-shock argument, 

if I may express it that way. Suppose that I’m a 

participant in the R2005 proceeding. I look around. 

I said, “You kncw, ECR rates, standard mail ECR rates, 

are too high, and it’s too bad that we‘re going to go 

along with these, but, for a lot of reasons, we‘ve 

decided to go along with the settlement, and even when 

we realize there may have to be a future rate 

realignment.“ But I conclude that that’s fine. I’m a 

standard mail regular mailer. 

My conclusion here is not that standard mail 

regular rates should be increased drastically in order 

to provide lower standard mail ECR rates but that, in 

fact, first-class mail rates ought to be increased 

drastically in order to provide for lower standard 
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mail ECR rates. Would that have been a reasonable 

conclusion by a mailer, and, in fact, is that perhaps 

a conclusion that some mailers made? 

A I can see why you would consider bringing up 

that issue and you could develop testimony on that. 

My conclusion at this point was that the implications 

of the deaveraging decision in R-1995 did not at this 

point need to irivolve first-class. First-class is a 

difficult subclass with a lot of issues of its own and 

I haven't gottec so far as to make any recommendations 

on that. You cauld raise that question. 

Q Well, and mailers may well have in fact made 

that conclusion that they didn't face because of a 

failure to realign rates in one of those earlier 

proceedings, they weren't in any way concluding that 

well, if I don't do it now I'm never going to be able 

to raise rate shock because they never thought they 

would face rate shock because they thought the 

realignment was going to come between standard mail 

and first-class nail. 

That's certainly a conclusion that mailers 

may well have reached, isn't it? 

A They may have reached that conclusion. I am 

not an expert on what conclusions mailers may have 

reached. 
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MR. TODD: Thank you, Mr. Mitchell. No 

further questions. 

Thank you, Mr. Chairman. 

CHAIRMAN OMAS: Mr. Todd, would you please 

introduce yourself for the record? 

MR. TODD: I'm sorry. I'm David Todd 

representing the Mail Order Association of America. 

CHAIRMAN OMAS: 

Mr. McKeever? 

MR. MCKEEVER: Thank YOU, Mr. Chairman. 

Thank you very much. 

John McKeever for United Parcel Service. 

CROSS-EXAMINATION 

BY MR. MCKEEVER: 

Q Good morning, Mr. Mitchell. 

A Good morning. 

Q Mr. Baker asked you a series of questions 

about the relationship between value of service in 

products or a class of mail's elasticity. Do you 

remember that? 

A Yes. 

Q I belipve you said in response to one of his 

questions that all aspects of value of service are 

completely subsumed in the elasticity for a class of 

mail. Is that correct? 

A I think we essentially reached that 
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don't know of 

are relevant. 

Q Are there factors other than value of 

service that affect the elasticity of a class of mail? 

A The reason I'm pausing is that it may not be 

a nonsequitur, but it's very close to troublesome 

because elasticity is an indicator of value of service 

and you wanted to know if there were any aspects of 

value of service that weren't included in elasticity? 

Would you say it again? 

Q No. Nc, no. I apologize. Are there 

factors other than value of service that affect the 

elasticity for a class of mail? 

A I don't know that value of service is - -  
okay. When you said value of service affects 

elasticity I guess it probably does. It's a 

determinant. It's a characteristic of the situation 

and elasticity is a measure of how people respond in 

that situation, so we point out that the area under 

the demand curve is measured in dollars and we point 

to that as value. 

We don't point to it as anything else, so I 

think by implication I'm pretty close to agreeing with 

your statement, but it's just a little bit awkward. 

Q Well, I wasn't making a statement, I was 
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(202)  6 2 8- 4 8 8 8  



9027 

asking a question because I'm not sure you and I agree 

on this, but what I'm trying to find out from you is 

if - -  let me ask it this way. Is value of service the 

only determinant of the elasticity for a class of 

mail? 

A I haven't heard it said that way, but it 

might very well he the case because I'm trying to 

think of what other things people would think of when 

they decide how much more or less to buy than the 

value they're receiving from the product, so there's 

certainly a very close relationship there. In fact 

there was one pretty long interrogatory where somebody 

asked me about utility and at some point we have to 

agree that there's producer surplus involved here, 

too, and it's not entirely utility of consumers. 

The markets, some of the buyers are firm, so 

it might make it a little bit different, but what else 

would somebody look at when they decide how much of 

something to buy than the value that they're receiving 

and the price that's being charged? It might be 

locked into a contract, but it seems to me like that's 

about all you would consider. 

Q So your answer is yes? 

A I thirk so. If I understand it, yes. 

Q Okay. Do you know whether it is the view of 

Heritage Reporting Corporation 
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the Commission that all aspects of value of service 

are completely subsumed in a product's elasticity as 

expressed in its decisions? 

A Well, it's always difficult when you begin a 

question by asking me whether or not I know if it's 

the view of the Commission which is a collective body. 

I know that the Commission has struggled 

with this over the years, and I know that in some 

cases it has pointed, and I point this out in my 

testimony, to the fact that intrinsic notions often 

lead  yo^ in a completely different direction from the 

elasticity and they have proceeded I think in that 

case to recognize the elasticity, so I'd like to 

believe that the record on that is a little better in 

this case than it has been in the past, but I don't 

want to characterize the Commission's view at this 

point. 

MR. MCKEEVER: That's all I have. Thank 

you. 

CHAIRMAN OMAS: Thank you, Mr. McKeever. 

Mr. McLaughlin? 

MR. MCLAUGHLIN: Just Some brief follow-ups 

on Mr. Baker's cross-examination, Mr. Chairman. 

/ /  

/ /  
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FURTHER CROSS-EXAMINATION 

BY MR. MCLAUGHLIN: 

Q Mr. Raker asked you some questions about 

conversion frorn DALs for saturation flats asking about 

the percentage of conversion that you expected. Is it 

your understanding that the extra costs of DALs are 

included in the Postal Service's base year costs for 

saturation flats? 

A Yes. 

Q Would it also be fair to say that the 

greater the conversion away from DALs in the test year 

the lower the average cost will be for saturation 

flats? 

A Well, the revenue would go down, too, but I 

would think that the costs would go down. I don't 

know how much. I discussed some of that in one 

interrogatory response. I don't remember which one, 

but - -  

Q Well, the short answer is that whatever the 

savings are from eliminating DALs the more DALs that 

are eliminated the greater the reduction in the 

average costs for saturation flats? 

A As well as revenue. Yes. 
.' 

CHAIRMAN OMAS: Mr. McLaughlin, your 

microphone, please. 
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MR. MCLAUGHLIN: Sorry. 

BY MR. MCLAUGHLIN: 

Q Mr. Baker asked you some questions about 

newspaper TMC programs that use high-density mail and 

that compete with saturation mailers. 

that? 

Do you recall 

A Yes. 

Q Are you aware that saturation mailers have 

also entered into arrangements where they use and have 

converted their saturation mailings to TMC mailings 

with newspaper partners? 

A Not to the point where I can testify about 

it, but I have heard in general some indication that 

Advo and the newspapers were working together on some 

things, but I can't specify exactly what they are. 

Q Do you recall whether that information was 

provided in R-2005 in Advo discovery responses? 

A No, I don't. 

Q If it's there in the record it would be 

there in the record, right? 

A I think that's a safe statement. 

Q Now, let's assume that when a mailer like 

Advo that has a saturation mail program decides that 

it wants to enter into a partnership with a newspaper 

in a market and convert that saturation program into a 

Heritage Reporting Corporation 
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TMC program taking the portion that goes to newspaper 

subscribers and having that delivered through the 

newspaper let's assume that one of the reasons for 

doing that is that the cost of distributing the 

subscriber portion through the newspaper is lower than 

the postage cost. Can you take that as an assumption? 

A I understand that because I had a paper 

route for five years and every time they put an insert 

in they didn't pay me any more. 

Q So that sounds reasonable to you that the 

mailer would save costs when it converts from a 

saturation program to a TMC program? 

A I think that's possible. I'm assuming that 

these would have to be addressed pieces for you to 

discriminate between the recipients. 

Q Yes. On piece addressed pieces. 

A Okay. I just want to make sure I 

understood. 

Q Right. So the mailer might be better off in 

terms of reducing its postage costs and its overall 

distribution costs. Is the Postal Service better off 

when the mailer converts from saturation to a TMC 

program originally going from 100 percent of the 

residents to only 5 0  percent? Does the Postal Service 

benefit when that happens? 
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( 202 )  628- 4888  

2 

3 

4 

5 

6 

7 

8 

9 

1 0  

11 

12 

13  

14  

15 

16 

17 

18 

1 9  

2 0  

2 1  

22 

23 

24 

2 5  



2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 . 14 
15 

16 

17 

18 

19 

20 

2 1  

2 2  

2 3  

2 4  

2 5  

9032 

A It might be possible for an analyst to put 

together some figures and say when this change occurs 

it has the following affects, but I'm not sure that 

the Postal Service should be in the business of saying 

gee, that made us better off or that made us worse 

off. They should rather be in the business of saying 

we set the rates fairly, and mailers use them to their 

best advantage and we hope they're all extremely 

happy. 

Q To the extent that they've lost half of 

their saturatiun mail volume they may have lost 

revenue. Is that right? 

A As well as costs. I mean, if you want to 

know if the Postal Service lost half of its volume and 

its economies of scale were lower might be that 

everybody's rate would be higher. That doesn't mean 

it was wrong to lose the volume. 

Q Let me just ask you a final question. If 

you either raise the saturation rate or reduce the 

high-density rate to narrow the difference between 

those two would that increase a mailer's incentive to 

convert from saturation to high-density through a 

newspaper program? 

A Well, it might, but I don't believe that's a 

goal in -~ 
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Q I wasn't asking where that was a goal. Your 

answer is that it might? 

A Yeah. 

MR. MCLAUGHLIN: Okay. I'll take that 

answer. 

CHAIRMAN OMAS: Thank you, Mr. McLaughlin. 

Is there any other participant who wishes to 

cross-examine Witness Mitchell? 

(No response. 

CHAIRMAN OMAS: Are there any questions from 

the bench? 

(No response.) 

CHAIWAN OMAS: There being none, Mr. Olson, 

would you like some time with your witness to 

determine if you need to redirect? 

MR. OLSON: Please. I th 

would be fine. 

CHAIRMAN OMAS: Very good 

at 12:20. 

nk 10 minutes 

We'll come back 

(Whereupon, a short recess was taken.) 

CHAIRMAN OMAS: Mr. Olson? 

MR. OLSON: Thank you, Mr. Chairman. We do 

have a few questions. 

/ /  

/ /  
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REDIRECT EXAMINATION 

BY MR. OLSON: 

Q Mr. McLaughlin - -  I ’ m  sorry. Before I get 

to him let me - -  no. Mr. McLaughlin did raise this 

one. He discussed with you some numbers as to the 

cost difference between ECR saturation letters and 

flats and a number was cited that I want to see if you 

can confirm if it was right or wrong. The numbers 

that I had written down was that the cost of flats of 

7.1 and the cost of letters was 4.4 for a difference 

of 2.7. Do you recall that? 

A Yes 

Q Then applying ECR coverage to that cost 

differential I believe the record will reflect the 

number that was discussed between you and Mr. 

McLaughlin somehow became 6.8 cents, according to my 

notes anyway. Is that the correct number? 

A I have looked back at these numbers. We did 

a very quick calculation while I was talking with Mr. 

McLaughlin. The 7.13 cent figure that I had for 

saturation flats was the cost of record at the 

Commission costing and the 4.4 was for saturation 

letters. The difference between those was 2.69 cents. 

We may have subtracted wrong the last time we did it. 

If we put a pass-through of 177 percent what 
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we get is a rate difference of 

little lower than the 6.8 that 

before. I would like to point 

the rates weren’t set directly 

kind of a pass-through. 

9035 

4.76 cents which is a 

I think we came up with 

out in addition that 

by focusing on this 

The rates were set within a little larger 

context which had to do with a presort tree, and the 

overall treatment of letters and flats and the various 

differences involved, so you don’t get a complete 

picture of the rate design process by focusing on this 

one difference, but at the very least we should 

recognize that it was 4.7 instead of 6.8. 

Q Focusing on what rates you actually are 

recommending in this case what rates are you 

recommending for DDU entered saturation letters and 

saturation flats? 

A Well, of course the saturation flats get the 

benefit of DDU entry at this point which wouldn’t 

occur for the letters which would have to go to the 

DSCF, but if you look at page 190 in my testimony, 

Schedule 4 ,  I show 10.0 cents for saturation letters 

at a DSCF and 2 show 11.4 for saturation flats at a 

DDU, so at least in terms of this particular case the 

order of magnitude of rate difference that we’re 

talking about is 1.4 cents which is not anywhere near 
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as high as some of these other figures that we were 

throwing around. 

Q Just to confirm is it your understanding of 

the Postal Service's proposal that although there 

would not be a &iscount for entering saturation 

letters at a DDU that mailers could enter it there as 

long as they paid the D S C F  rate? 

A Well, I think there was a statement in the 

Postal Service's case to that effect. I'm trying to 

think of the right word to describe it. I don't think 

it's a viable cr an attractive option for mailers. In 

fact if there's back haul involved it seems to me like 

you'd want to discourage it. 

Q 

Postal Service was discouraging it by not providing an 

incentive, but is it your understanding that they will 

still accept the mail at the DDU for churches and such 

that have saturation mailings so that they don't get 

inconvenienced by bringing it to an S C F  as long as 

they pay the D S C F  rate? 

Clearly the question presumed that the 

A Yeah. I think as long as the facility is 

set up to accept bulk mailings, an adequate acceptance 

process, that they would do it. 

Q Let me turn to two questions that Ms. 

McKenzie from the Postal Service asked you. One had 
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to do with Section I of your testimony beginning at 

page 63 .  This is the section that's entitled the mark 

up on ECR is too high. The thrust of the questioning 

that Ms. McKenzie posited to you was that this was a 

discussion pretty much about how ECR is too high, not 

that regular is too low and I believe you said that 

you didn't know to what extent regular was discussed 

in here 

Have you now had a chance to identify 

references to regular mail in this section? 

A Well, because of the question that was 

raised we did a visual scan. I can't claim that I 

used my computer for this, but we did a visual scan of 

Section I which begins on page 63 and we found that 

the word regular was used in there 20 times, so I just 

want to avoid a situation where a heading or some 

other reason is used to limit what I considered. 

I think if you look at the first of my 

testimony clear back toward page 1 and then the few 

pages after that I emphasize very clearly the nature 

of the deaveraging process that occurred and I 

emphasized that I don't know any other way to look at 

that process. So at least in my own mind I don't 

think that I forgot that regular was part of the 

situation we were dealing with. 
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Q My last question also the issue was begun I 

think by Ms. McKenzie having to do with whether 

mailers would be persuasive in making arguments about 

rate shock after having settled R-2001-1 and R-2005-1 

and you mentioned that the Commission had addressed 

this in its opinion, recommended decision, in R-2005- 

1. What did the Commission say at that time? 

A Well., I think I did emphasize that the 

Commission had pointed some of these things out. In 

fact the Commission pointed them out rather strongly. 

If you look at page 7 of my testimony I have three 

quotations there, actually four quotations there - -  it 

goes on to page 8 - -  from the Commission that pertain 

to that. 

In one of them the Commission says that this 

will probably result in unusual disproportionate 

increases and decreases in different rates in the next 

case, and then the Commission observed that the Postal 

Service and mailers seem prepared for that possibility 

as they, too, recognize that proper cost based rates 

should be something that we pursue. 

Not all of that was word for word, but most 

of those words are directly from the quote on page 7. 

So my conclusion is that the Commission made some 

pretty important observations on that point. 
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MR. OLSON: Okay. That's all I have. Thank 

you, Mr. Chairman. 

CHAIRMAN OMAS: Is there anyone who wishes 

to re-cross Witness Mitchell? 

(No response. ) 

CHAIRMAN OMAS: There being none, Mr. 

Mitchell, that zompletes your appearance here today. 

We thank you for your testimony and your contribution 

to our record. You are now excused. 

THE WIm?ESS: Thank you. 

(Witness excused.) 

CHAIWN O W :  

break now before we begin 

don't we come back around 

much. 

I think we'll take our lunch 

with our next witness. Why 

1:30, okay? Thank you very 

(Whereupon, at 12:30 p.m., the hearing was 

recessed, to reconvene at 1:30 p.m. this same day, 

Tuesday, October 31, 2006.) 

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  

/ /  
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B E T E R N Q Q N  S E S S I Q N  
(1:35 p.m.) 

CHAIRMU7 OMAS: Mr. Todd, would you identify 

our next witness so that I can swear him in? 

MR. TODD: The next witness testifying on 

behalf of the Mailer Order Association of America is 

Roger C. Prescott. 

Whereupon, 

ROGER C. PRESCOTT 

having been duly sworn, was called as a 

witness and was examined and testified as follows: 

CHAIRMAN OMAS: Be seated. 

Mr. Todd? 

(The document referred to was 

marked for identification as 

Exhibit No. MOAA-T-1.) 

DIRECT EXAMINATION 

BY MR. TODD: 

Q Mr. Prescott, I have shown you two copies of 

a document entitled direct testimony of Roger C. 

Prescott submitted on behalf of the Mail Order 

Association of America and identified as Exhibit No. 

MOM-T-1. Have you examined those copies to determine 

whether they are in fact your testimony? 

A Yes, I have. 
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Q Would your testimony be the same if it were 

to have been delivered today before this Commission? 

A Yes, it would. 

MR. TODD: Mr. Chairman, I'm going to 

provide two copies of the afore identified testimony 

to the reporter and ask that it be admitted into 

evidence at this time. 

CHAIWN OMAS: Is there objection? 

(No response.) 

CHAIRMAN OMAS: Hearing none, Mr. Todd, 

would you please provide to the reporter two copies of 

the corrected direct: testimony of Roger C. Prescott? 

That testimony is received into evidence. However, as 

is our practice it will not be transcribed. 

(The document referred to, 

previously identified as 

Exhibit No. MOAI-T-1, was 

received in evidence.) 

CHAIRMAN O W :  Mr. Prescott, have you had 

an opportunity to review the packet of information 

handed to you today? 

THE WITNESS: ~y disk interrogatories? 

CHAIRMAN OMAS: Yes. Your cross- 

examination. 

THE WITNESS: Yes, I have. 
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CHAIRMAN OMAS: If those questions contained 

in that packet were posed to you orally today would 

they be the same as those answers you provided 

previously in writing to the Commission? 

THE WITNESS: Yes, they would. 

CHAIRMAN OMAS: Are there any corrections or 

additions you would like to make to those answers? 

THE WITNESS: No, sir. 

CHAIRMAN OMAS: Counsel, would you please 

provide two copies of the corrected designated written 

cross-examination of Witness Prescott? That material 

is received into evidence and is to be transcribed 

Heritage Reporting Corporation 0 (202) 628-4888 

into the record. 

MR. TOSD: Yes. Mr. Chairman, I would also 

like to note for the record that this morning the 

Postal Service has designated a few additional 

interrogatories aad the responses thereto. 

Specifically they have designated in addition to the 

designations made by other parties as shown on the 

notice distributed this morning USPS Nos. 6 through 8 

and USPS Nos. 10 through 1 3 .  

Those interrogatories and responses are also 

in the packet which I will hand to the reporter. 

/ /  

/ /  
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(The document referred to was 

marked for identification as 

Exhibit No. MOM-T-1 and was 

received in evidence.) 

15 / /  
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INTERROGATORY RESPONSES OF 
MAIL ORDER ASSOCIATION OF AMERICA 

WITNESS ROGER C. PRESCOTT (T-I) 
DESIGNATED AS WRITTEN CROSS-EXAMINATION 

I nterroaatov Desiqnatinq Parties 

NAAIMOAA-TI-2 NAA 
NANMOAA-TI-3 
NAAIMOAA-T1-4 
NAAIMOAA-TI-5 
USPSIMOAA-TI-1 
USPSIMOAA-TI-2 
USPSIMOAA-TI -3 
USPSIMOAA-TI -4 

USPSIMOAA-TI-5 
USPSIMOAA-T1-9 
USPSIMOAA-T1-14 
USPSIMOAA-TI -1 6 
USPSIMOAA-TI -1 7 
USPSIMOAA-T1-18 

NAA, UPS 
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NAA 
NAA 
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NAA 
NAA 
NAA 
NAA 
NAA 
NAA 
NAA 
NAA 
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Page 2 of 5 

RESPONSE OF MQAA WITNESS ROGER C. PRESCOTT TO 
INTERROGATORIES OF NEWSPAPER ASSOCIATION OF AMERICA 

Q: NANMOAA-TI-2: Pleaserefcrto page 12, lines 9 to 12 ofyour testimony. Is it your testimony 
that “contribution per piece” has no relevance to postal ratemaking? If you believe that 
“contribution per piece” hzs relevance to postal ratemaking, please describe what you believe 
that relevance is. 

Resnonse: 

Contribution per piece will naturally result €room thevolumes, revenues generated and thecosts 
associated \hith a particular subclass of mail. However, I do not believe that rates for a particular 
subclass should be established based on the goal of a particular level of contribution per piece. In 
other words. I do not believe that seaing the rates should start with the objective of determining the 
contribution per piece for the subclass. 
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Page 3 of 5 

RESPONSE OF MOAA WITNESS ROGER C. PRESCOTT TO 
INTERROGATORIES OF NEWSPAPER ASSOCIATION OF AMERICA 

Q: NANMOM-T1-3: Please refer to page 13, line 10, of your testimony where you state: 
“Historically, the PRC has not relied on unit contribution per piece to validate rates.” Please 
confirm that in itsopinion and Recommended Decisionin Docket No. R97-1, the Commission 
stated (at paragraph 4084): 

In past cases, the Cummission has commented that allocating institutional 
costs on the basis ofmarkup alone could fail to give adequate recognition to 
the benefit that subclasses with low attributable cost derive from the 
existence of a national integrated postal system. The Commission has 
reviewed the unit contribution of such subclasses and adjusted markups, 
where appropriate, to cssure that the factors of the Act are fairly and 
equitably reflected. 

Resnonse: 

Conlirmcd. 
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Page 4 of 5 

RESPONSE OF MOAA WITNESS ROGER C. PRESCOTT TO 
INTERROGATORIES OF NEWSPAPER ASSOCIATION OF AMERICA 

Q: NANMOAA-TI 4: Please refer to page 14, lines 7 through 10 of your testimony. In this passage, 
are you making an implicit assumption that the average unit contribution ofall mail to institutional 
costs to attributable costs has remained constant since 1997?Ifso, please explain the basis for that 
assumption. If not, please explain what implicit assumptions, if any, you have made regarding the 
avcrage unit contribution of a!l mail since 1997. 

Response: 

The phrase “the average unit contribution of all mail to institutional costs to attributable costs” 
in the question is  unclear to me. If the question intends to ask if1 believe that the unit contribution for 
a l l  mail hasbeenconstanrsince 199?,theanswerisno. Asexplainedinmytestimny,thecontribution 
oTX.6 ccnis per piece reflects the simple average of the annual contribution per piece for ECR mail for 
the 1997 through 2005 time period. The basis for my calculation is shown in Witness O’Hara’s 
response to NAhJSPS-T31-9 (Tr. 17/5125). 

0 
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Page 5 of 5 

RESPONSE OF MOAA WITNESS ROGER C. PRESCOTT TO 
INTERROGATORIES OF NEWSPAPER ASSOCIATION OF AMERICA 

Q: NANMOAA-T1-5: Please refer to pages 19-20 of your testimony. Do you believe that Standard 
ECR mail volumes were affected by any changes in the general condition of the U.S. economy 
during the period from 1998 to 2006? If so, please state your understanding of the effect of 
economic conditions on ECR mail volumes. If  not, why not? 

Rcsmnse: 

I bclievc all parties recognize tliat changes in  ECR volumesresult from a host of factors, including 
changes in the general condition ofthe U. S. economy. The USPS, in this proceeding has estimated 
volumesfor ECRmail based on the elasticitiescalculated by WitnessThress(USPS-T-7). At page 117 
of his testimoriy, Witness Thress states that “ECR mail volume was primarily affected ...” by 1) retail 
sales, 2) investment, 3) price of newspaper advcrtising, 4) price of direct mail advertising, 5) internet 
advcrtising expenditures. 6 )  the time trend and 7) price ofECR mail. Witness Thress’ statement that 
the sevcn factors shown above are the factors that “primarily” affect ECRmail volume is an indication 
that other factors exist. 

0 
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Page 1 of 19 

INTERROGATORIES FROM THE UNITED STATES POSTAL SERVICE 
TO MAIL ORDER ASSOCIATION OF AMERICA WITNESS PRESCOTT 

Q. USPS/MOAA-TI-1.Please rcferto your testimonyat page 2, lines 7-9, where you quote Postal 
SeMce witness O’Hara with regard to contribution per piece and cost coverages for ECR and 
Standard Regular. 

a. Plcase confirm that the TYAR markup index for ECR (the ratio ofthe markup for ECR 
to the markup for the system as a whole) in the Postal Service’sproposal in this docket 
i s  1.14 (pleaserefertoTR. 17/5123). Ifyoudonotconfirm,pleasepro~dethecorrect 
markup index. 
Plcasc confirm that !he TYAR markup index for Standard Regular in the Postal 
Service’s proposal in this docket is 0.94. If you do not confirm, please provide the 
correct markup index. 
Please confirm that tlle markup index for ECR recommended by the Postal Rate 
Commission in R2005-1 was 1.79. If you do not confirm, please provide the correct 
markup index. 
Plcasc confirm that the markup index for Standard Regular recommended by the 
Postal Rate Commission in Docket No. R.2005-1 was 0.67. If you do not confirm, 
plcasc provide the cnrrect markup index. 

b. 

c. 

d. 

a. Not confirmed. The table referenced at TR. 17/5123 shows the cost coverages for First 
Class and Standard mail. Then, as rcqucsted in the interrogatory, the table “includes a 
comparison to thc system-wide average”. As discussed at page 145 of the PRC’s Opinion 
and Kccommended Decision i n  R2005-I, datcd November 1,2005 (“WOOS-1 Decision”), 
the markup is “defined as contribution divided by attributable cost” while cost coverage is 
“defined as adjusted revenue divided by attributable cost.” As shown in Appendix G, 
Schedule 3 of the MOOS-1 Decision. the markup index is the index of the markup for a 
panicularsubclassto the overall markup. Library ReferenceUSPS-LR-Ll14 inDocketNo. 
R?006-1 also presents the markup index following the same procedure as the EOOS-1 
Decision. Based on Library ReferenccUSPS-LR-LI74 inDocketNo. R2006-1, themarkup 
for ECK equals I .  14 ar‘d the system markup equals 0.89. The markup index equals 1.28 
( I ,  14 divided by 0.89). 

h. Not confirmed. As discussed in pan (a)  to this interrogatory, the markup index is the ratio 
ofthe markup for ECR to the system markup. Based on Library Reference 174 in R2006-1, 
thc markup for Standard Regular equals 0.76 and the system markup equals 0.89. The 
markup index equals 0.85 (0.76 divided by 0.89). 
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c. Confirmed. 

d. Confirmed. 
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Q. USPSIMOAA-TI-2. Pleas2 refer to your testimony at page 4, lines 16-1 8, where you state, 
“The USPS’s analysis of the own-price elasticityhas shown that the elasticityofECRmai1 has 
increased over time. This means that increased rates for ECR are having a more substantial 
impact on volumes today than in past years.” Please confirm that, when developing the Test 
Year Aficr Rates volume forecast for ECR (the estimatedvolume that will result after the rates 
proposed by the Postal Service are implemented), witness Thress already incorporated into the 
WAR estimate the impact ofthe fact that his own-price elasticity estimate is higher in this case 
than i t  was in Docket No. R97-1. If you do not confirm, pleasedescribe the changes to witness 
Thress’s forecast that you would recommend. 

Resnonse: 

Confirmed 
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Q. USPSIMOAA-TI-3, Please refer to your testimony at page 4, lines 19-25 where you discuss 
the coverage ratio implicit in the TYAR rates recommended in Docket Nos. R97-1, R2000-1 
and R2001-1. You state, “ln thcse proceedings, the PRC envisioned that coverage ratios for 
ECR mail would range between 195 percent and 201 percent. The actual coverage ratios for 
ECR mail ranged between 233 percent and 263 percent.” 

a. Please confirm that the coverage ratios “envisioned” by the PRC were calculated on 
the basis of“PRC Version”of CRA costing. If you cannot confirm,please identify the 
basis upon which those coverage ratios were calculated. 
Plcasc confirm that the actual coverage ratios for ECR that you cited as falling 
bctween 233 percent and 263 percent were calculated on the basis of“USPS Version” 
of CRA costing. If you cannot confirm, please identify the basis upon which those 
coverage ratios were calculated. 
Please confirm that there are several reasons that the actual coverage ratios might end 
up higher than projections, including: 

b. 

c. 

1. Unanticipated improvements in efficiency in postal operations 
2. Unanticipated changes in mail mix resulting in a higher proportion of 

Lower cost mail 
3. Changes to costing methodology 

Please explain each response that does not confirm. 

Response: 

a. Confirmed. 

h. Confirmed. as shown in USPS’s Witness O’Hara’s sources at TR. 1715123. 

c. Confirmed “that actual coverage ratios might end up higher than projections”. The specific 
rcason(s) for those differences has not been identified and may include the reasons listed in 
this interrogatory or other reasons. 
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Q. USPSIMOAA-Tl-4. Please refer to your testimony at page 4, lines 26-29, where you project 
the coverage ratio for ECR in TYAR 2008. Please clarify whether your projections are based 
on PRC Version or USPS Version CRA costing methodology. 

Rcsoonse: 

Thc dcvclopment ofthe values sliown at page 4, lines 26 to 29 is shown at pages 16 to 18 ofmy 
tcstimony. The values in column (3) ofTable 2 on page 17 of my testimony are based on Appendix 
G of [he PRC’s Opinion and Recor,iinended Decision in R97-1 and R2001-1. The actual coverage 
ratios in  column (4) of Table 2 of iny testimony are taken &om W h e s s  O’Ham’s response to 
VP;USPS-T3 1-9, which he sources to the USPS’s CRA. 
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Q. USPSIMOAA-Tl-5. Please refer to your testimony at page 7, line 22. Please define “market- 
based pricing” as you have used the term. 

Resnonse: 

As 1 have used the term, “market-based” pricing should reflect pricing that is responsive to the 
needs ofthe markct for ECR mail and is responsive to the signals sent bythe market so that prices 
are set efficiently for h e  mailers arid the USPS. “Market-based” pricing would allow mailers to 
make decisions related to the postdl product purchased (e&, which subclass to utilize and to what 
extent to utilize worksbaring discounts). “Market-based” pricing would promote the setting of rates 
so that the USPS would be able to enhance i ts  ability to fulfill its obligation to all mailers and also 
meet its obligations to ECR mailers i i i  a dynamic marketplace. 
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Q. USPS/MOAA-Tl-6. Please refer to your testimony at page 7, lines 23-24. Please provide the 
basis of your statement that the establishment of the ECR subclass was to “help preserve or 
increase mail volumesfor the Third Class Bulk Rate Regular carrier route mail that became the 
ECR subclass.” 

Rcswnsc: 
l h c  PKC’s Opinion and Recommended Decision in R2005-1 (“R2005-1 Decision”) recognized 

thc Icgitiniacy of the policy goal of“main!aining and increasing mail volumes” as presented by the 
L’SI’S in Dockct No. 94-1 (R2005-1 Gecision, page 93). Since the Postal Service’s policy goal 
rclatcd to all mail categories, I believc that this goal encompasses the ECR subclass. 

In Docket No. MC95-1, the USPS’s WitnessCharlesC. McBridestatedthe following regarding 
cxwblishing the ECR subclass as a way to respond to competition for advertising mail: 

As thc Postal Service is faced with increasing competition for hard copy 
duli\ery. thc most likely incursions into the existing customer and volume 
base will occur in those areas wher: the unit cost for delivety is less than the 
avenge but is not adeqiiately reflected in price, giving competitors an 
opportunity to price their senices to attract the lower cost Postal Service 
productsout ofthc mailstream. The Enhanced CarrierRoute subclass isa first 
stcp to counter that competitive strategy. (Docket No. MC95-1, USPS-T-1, 
page 29) 

Funhamorc. the PRC stated in the Docket No. MC95-I Opinion and Recornmended 
Dccision that: 

The Commission agrees that a more equitable rate schedule will result from the 
cstablishrnent ofan Enhanced Carrier Route subclass within Standard Mail. The 
driving factor for the definition of the subclass, however, is the perceived 
diffcrcnces in dcmand as well as costs. and the corroborating evidence of Postal 
Senice and mailer support. (MC95-I Decision, page V-197) 

I t  is thc dcmand that generates the volumc for ECR mail. It is illogical to think that the USPS 
(or the PRC) sought to establish the ECR subclass so that it would promote the use of the 
subclass. Therefore, the objective wodd be to keep the volume or, hopefully, increase the volume 
of mail i n  the subclass. 
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Q. USPSIMOAA-TI-7. Please referto your testimonyat page 8, lines 15-17. Please explain the 
relevance of this quote to the ECR subclass. 

ResDonse: 

Thc quotc indicatcs that compe:ition tor dclivcry services has increased and the USPS needs 
to be rcsponsivc to market forces if it is to maintain volumes. 



9 0 5 8  

Page 9 of 19 

lNTERROGATORlES FROM THE UNITED STATES POSTAL SERVICE 
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Q. USPSIMOAA-T1-8. Please refer to page 10, lines 4-8, of your testimony where you quote 
Postal Service witness Bernstein’s R2001- 1 testimony regarding the relationships between 
markups and elasticities. 

a. 

b. 

c. 

Please confirm that in that paragraph, witness Bernstein was describing the 
implications of the constrdct of Ramsey Pricing. If you do not confirm, please explain. 
Please confirm that h e  Postal Service did not propose Ramsey prices in Docket No. 
R2001-I. If  you do not confirm, please explain. 
Pleasc confirm that tlie Postal Service is not proposing Ramsey prices in this current 
docket. If you do not confirm, please explain. 

Reswnsc: 

a. Not confimcd. Witness Bernstein referred to “Demand-based pricing, or Ramsey 
pricing ...“( R2001-11 USPS-T-10, page 67). The quote i s  applicable to general economic theoryas 
wcll as rhc theory of Ramscy Pricing. 

b. Confirmed 

c. Confirmed 
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TO MAIL ORDER ASSOCIATION OF AMERICA WITNESS PRESCOTT 

Q. USPS/MOAA-TI-9. Please referto your testimonyatpage 11, lines 1-4, where you state, “The 
increasing elasticity means that rate increases in R2006-1 will create a greater decline in 
volume than caused by the increased rates in R97-1. This increased sensitivity should caution 
the PRC to avoid an increase in rates for ECR rnail.”[emphasis added] 

a. Please confirm that the impact of the proposed rates as reflected in the higher own- 
price elasticity for ECR i s  already incorporated into the volume forecast for ECR in 
TYAR by USPS wimess Thress. If you do not confirm, please explain. 
Is i t  your testimony that the PRC should not raise ECR rates at all? Please explain b. 
fully. 

Rcsrwnse: 

a. Confirmed. 

b. My tcslimony is not that the PRC should not approve rates that increase the overall prices 
to ECR mail. The point of the sentence quoted was to suggest that the PRC should exercise caution 

0 
-~ 

in approving increases in rates for a subclass where competition is increasing and profitable mail 
may bc drivcn away from USPS setvice 
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Q. USPWMOAA-TI-10. Please refer to your testimonyat page 13, lines 1-8. Please explain the 
source of your understanding that wirness O’Harafirstset the contribution per piece target for 
ECR and then raised the contribution per piece for Standard Regular to meet the contribution 
per piece for ECR. 

Kcsnonse: 

M y  testimony docs not propose the two steps postulated in this interrogatory. My testimony 
rcsponds to Witness O’Hara‘s statement that he has equalized the contribution per piece for 
Standard Kcgular and ECK mail. 1 did not suggest a methodology as put forth in this interrogatory. 
‘fhc point of my tcstimony was that: I ;  the cqual contribution mctric was not utilized for any other 
subclass and 2 )  that the results of the equalization were unfair to both the Standard Regular and 
1:C.K subclasses. 
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Q. USPS/MOAA-TI-11. Please refer to your testimony at page 13, lines 1-8. Is it your testimony 
that the cost coverage for Standard Regular was inflated in order to meet the ECR goal of 
contribution per piece? Please explain hl ly .  

Rcsoonsc: 

The question seems to ask whcthcr thc coverage ratio was set to meet the contribution perpiece 
objcctivc or whether thc rcsulting contribution per piece determined the coverage ratio. 1 do not 
suggcst which mcthodology was followed by the USPS because my testimonyaddresses the results 
otthc USPS's proposcd raw structure. I do not know the motivation ofthe USPS regarding which 
c;rlc'ulation \vas perfomicd first. The cost covcragc and contribution per piece for Standard Regular 
mail arc hoth d c r i d  from thc iatc l:vels and costs associated with the Standard Regular mail 
\ uhc las~  >I! icsiinion! dcmons'ratcs that Witness O'Hara attempts to give the appearance of 
h.il.incc h a 4  tin hi5 usc d t h c  c o n t r i h i m  pcrpiccc mctric. This metric can't be justified because 
I: I. h.i<J on T.IIC\ that arc too hi& for FCR m i l  and thcn increasing Standard Regular mail to the 
l L , \ L l  ,!I 1 . C . R  0 

0 
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Q. USPS/MOAA-TI-12. Please refer to your testimonyat page 13, lines 10-1 1, and explain the 
relevance of the reference to the PRC statement that ‘(no attention was given to the implicit 
contribution of any individual piece.” Please explain how this quote, refemng to implicit 
contribution of individual pieces, should be understood to support your testimony regarding the 
cost coverage for a subclass. 

Resoonse: 

In the Docket No. R94- I Opinionand Rccommcnded Decision, the sentence immediatelyprior 
to the one quoted in my tcstirnony reads “Rates are then designed to generate an appropriate amount 
of subclass rcvenue” (Docket No. P.94-1 Dccision, page V-95). The PRC’s decision Docket No. 
R91- I did not rcly on the contribution per piece for the subclass as the basis for showing that the 
rate IcvcIs arc rcasonablc. Regarding the phrase “...of any individual piece” in the quote on page 
I .3 of rny tcstirnony, i t  is the rates and thc costs for all off the individual pieces that make-up the 
conlribulion for the subclass. Therefore. in my opinion, the PRC does not rely on the contribution 
pur piucc for thc individual pieces ot.mai1. or the aggregated contribution per piece for all of the 
mail in thc subclass as the basis for sctting thc rate levels. 0 

0 
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TO MAIL ORDER ASSOCIATION OF AMERICA WITNESS PRESCOTT 

Q. USPSIMOAA-TI-13. Please referto your testimonyat page 13, lines 12-i3, where you state, 
“In R200 1 - 1, the PRC stated that the measure of the institutional burden for any subclass should 
be determined based on the coverage ratios and mark-up indexes.” 

a. Please confirm that the ECR markup index based on the Postal Service’s proposed 
rates in this docket is 1 .I4 for TYAR 2008. If you do not confirm, please provide the 
correct markup index. 
Please confirm that the markup index projected for TYAR 2008 is lower than all 
markup indices since 1994, as shown at Tr. 1715123. 

b. 

Kcsponsc: 

a Sol Contimicd. Thcmarkupindcx forECRcquals 1.28. SeemyresponsetoUSPS/MOAA- 
‘1~ I . ! 

h hot contirmcd. For thc rcasons cxplaincd in my rcsponse to USPSIMOAA-TI -1, the tablc 
\ I i ~ \ \ n  v n  TK. I7 512.3 docs not prcscn[ markup indcxes. 0 

0 
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Q.  USPS/MOAA-Tl-14. Please refer to your testimony at page 14, footnote 22, where you note 
that the coverage ratio for ECR mail was 204 percent. 

a. 

b. 

Please confirm that the coverage ratio ciied is developed based on USPS Version of 
CRA costing. If you do not confirm, please explain. 
Please confimi that the 204 coverage ratio shown for FY 2005 is the lowest coverage 
ratio for ECR since FY 1994, with the exception of FY 1999. If you do not confirm, 
please explain. 
Please confirm that the coverage ratio of 214 shown as the anticipated coverage ratio 
for ECR in TYAR 2008 is the lowest coverage ratio for ECR since FY 1994 with the 
cxcepions of  FY !999, FY 2005 and TYBR 2006. If you do not confirm, please 
explain. 

c. 

11 ('ontinned 

c. ('ontimicd 
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Q. USPSMOAA-TI-16. Please refer to your testimony at page 17. Please confirm that the 
coverage ratios cited in your column (3) of Table 2 were developed using PRC Version CRA 
costing, whereas the coverages shown in your column (4) were developed using USPS Version 
CRA costing. If not confirmed, please explain. 

Reswnse: 

Confirmed. See my response to USI’SIMOAA-T1-4. 
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Q. USPSIMOAA-T1-17. Please refer to your testimony at page 18, lines 5-7. 

a. Please confirm that the calculations that were used to develop your estimated range of 
projected coverage ratios in TYAR wereperformed bydividingaUSPS Versionactual 
cost coverage by a PRC Version target coverage in each case. Ifnot confirmed, please 
explain. 
Please explain how any other factors - such as changes in mail mix, changes in use of 
dropship, etc. -that might affect the average revenue per piece could have influenced 
the actual cost coverages resulting from the three dockets to which you refer, and 
whether the effects that you describe will also be expected to present the same impact 
on TYAR revcnue per piece estimates in this docket. 

b. 

h 1.Iicrc ;arc nuiiicrous rcasons for [tic diffcrcnces between the projected and actual coverage 
t . t : i t i%  Ttic  \lw.ci t ic c;tiiccs hnr,c not  h e n  idcnulicd or presented in this proceeding and are outside 
ihc -Lope o t ' i n y  icstiniony. My tcsliniony is only prescnting the results that have occurred. As to 
i t i ~ .  pt t2ycci ion 0 1 t h ~  (iiturc diffcrcnccs. I h a w  prcsentcd a simple extrapolation based on historical 
i i 4 1 ~  \\'hilt ~ h c  actuil d31;i cannot hc k n i w n  t i m i l  the time period has passed, the historical trend 
. d i ~ ~ u t t I  pnrvidc reason to cscruisc caution i n  dcwrtiiining future rates. 
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Q. USPS/MOAA-Tl-l8. Please refer to your testimony at page 19 where you note that ECR 
volume in 2005 was 6 percent lower than ECR volume in 1998. Please describe anynon-postal 
rate facton that would have contributed to the decline in ECR volume, for example, the impact 
of the Internet. 

Resnonse: 

The use of the temi "non-postal rate factors" in this question is unclear. For example, I do see 
thc "impac[ of the internet" as a "rate factor." However, I believe all parties recognize that changes 
in IiCR \.oIunics result from a hoit of factors, both postal and non-postal. The USPS, in this 
proc.tujiiig Ii;is cslimiicd \.~~lui:ics fur IfCK mail based on the elasticities calculated by Witness 
l - l irccz rl:SI'S-T-71. At  p;yc ! 17 ofhis  tcstiniony, Witness Thress states that "ECR mail volume 
N:I\ primirily al l~ccicd ..." by 1 J retail sales. 21 investment, 3) price of newspaper advertising, 4) 
pri i 'c  tijdircci mail ;id\cnising. 5 )  intcnic! ;itlvcnising expenditures, 6 )  the time trend and 7) price 

1 ('R 111;iil \\'iliio\ Thruss' staicmcn~ that  [he scvcn factors shown above arc the factors that 
";I: I I I ~ . I I  I I ~ "  ;11'Ici1 I..Cl< m i 1 1  uiliinic is iiri indication that other factors exist. 
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CHAIRMAN OMAS: Thank you. Is there anyone 

else who wishes to cross-examine Witness Prescott? 

(No response. ) 

CHAIRMAN OMAS: That then brings us to oral 

cross-examination. Two participants have requested 

oral cross-examination, the Newspaper Association of 

America and the United Parcel Service. 

Mr. Baker, would you please begin? 

MR. BAKER: Thank you, Mr. Chairman. For 

the record William Baker appearing on behalf of the 

Newspaper Assoclation of America. 

CROSS-EXAMINATION 

BY MR. BAKER: 

Q Good afternoon, Mr. Prescott. 

A Good afternoon. 

Q Mr. Prescott, could you turn to your 

response to Postal Service Interrogatory No. 9 to you? 

A I have it. 

Q In this question the Postal Service asked 

you about language appearing on page 11 of your 

prepared testimony where you stated that the increased 

price elasticity of ECR as measured by the Postal 

Service, "should caution the PRC to avoid an increase 

in rates for ECR mail". That was their quotation of 

your testimony. 

Heritage Reporting Corporation 
( 2 0 2 )  628- 4888  
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They went on to ask in Part B of that, is it 

your testimony that the PRC should not raise ECR rates 

at all? Your answer appears there in B and I wanted 

to focus on your answer to B .  Your first sentence 

says my testimony is not that the PRC should not 

approve rates that increase the overall prices to ECR 

mail, so that sounds like kind of a no answer to the 

question they ask in Part B, but you elaborate in the 

second senterce. Is that fairly accurate so far? 

A Yes 

Q Okav. Then you say the point of the 

sentence was to suggest that the PRC should exercise 

caution in imprcving increases and rates for the ECR 

subclass for the reasons you state here. I want to 

focus on what you would really recommend the 

Commission do, so maybe let me put it to you this way. 

If the Commission were to write an opinion 

to say we acknowledge your observations presented in 

your testimony, Mr. Prescott, but after thinking about 

it thoroughly and carefully we have decided to approve 

the Postal Service's proposals in this case, would 

that be a use of caution on their part if they've done 

it thoughtfully and with consideration, but 

nonetheless proceed to recommend the rates requested 

by the Postal Service? 

Heritage Reporting Corporation 
(202) 628-4888 
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A Well, no, I would not say that would be 

exercising caution. 

Q Okay. 

A The problem is that this is a subclass 

that's highly competitive, has been losing volume and 

thus a rate increase is going to further drive volume 

away. 

Q Okay. So your testimony then is the 

Commission should not adopt the proposed rates of the 

Postal Service for ECR mail. Is that correct? They 

should not apprwre the Postal Service's request for 

ECR rates. Is that correct? 

A I believe that the rates proposed by the 

Postal Service would be damaging to the subclass. 

From the perspective that something damaging to the 

subclass shouldn't be done then, yes, I would be 

recommending that they not approve these rates. 

Q Do you have a specific recommendation for 

what the Commission should do with respect to ECR 

prices? 

A I've not made a specific recommendation as 

to specific rate levels. No. 

Q Are you recommending that the Commission not 

change ECR rates at all? 

A I think that is one alternative that they 

Heritage Reporting Corporation 
(202) 628-4888 
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could consider. 

Q Okay. So if the Commission were to 

recommend a change in ECR rates less than the Postal 

Service has requested as your testimony seems to 

encourage them to do is it your understanding that the 

institutional cost contributions from ECR would be 

less than under the Postal Service's proposal? 

A It would depend on what the ultimate 

determination of the costs were. 

Q A s s u n c  with me that the institutional cost 

contributions from ECR would be less than under the 

Postal Service's proposal because of those factors do 

you have a recommendation as to what classes of mail 

should make up the difference? 

A I don't think that because one subclass is 

overpriced should prevent increasing another subclass 

that's perhaps underpriced or due to elasticities can 

stand a higher price. 

Q Do you have a recommendation for this 

Commission as to what subclasses may be underpriced or 

have such an elasticity that could absorb it? 

A I've not made a specific recommendation to 

that. 

Q That's your testimony? You're not going to 

make one now, are you? 

Heritage Reporting Corporation 
( 2 0 2 )  628-4888 
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A No. 

MR. BAKER: Okay. Mr. Chairman, I have no 

more questions. 

CHAIRMAN OMAS: Thank you, Mr. Baker. 

Mr . McKeever? 

MR. MCKEEVER: Thank you, Mr. Chairman. 

John McKeever for United Parcel Service. 

CROSS-EXAMINATION 

BY MX. MCKEEVER: 

Q Mr. Prescott, as I think you've indicated in 

response to Mr. Baker you take issue with the Postal 
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Service's proposed rates for ECR because they do not 

preserve or incrsase volumes. Is that correct? 

A That's one of the issues that I raise. Yes 

Q k product's own price elasticity measures 

how much its volume changes in response to a rate 

change. Is that correct? 

E, Yes. In slmple terms. 

Q Well, do you have any qualifications or 

concerns about that s:atement? 

A It measures the change in demand for a 

product related to the change in price of that 

product. 

Q Right, and therefore it measures the extent 

to which demand or volume will change as a result of 

Heritage Reporting Corporation 
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the rate change. Is that correct? 

A The way it's applied here, yes. 

Q Okay. The lower the elasticity the more 

volume the Postal Service keeps. Is that correct? 

A No. 

Q It's not? 

A No. 

Q The lower the elasticity the more volume the 

Postal Service loses? Is that your testimony? 

A With a price increase, yes. 

Q Wel?., it loses volume with any price 

increase. Is that right? 

A Well, it depends on the elasticity. If it's 

practically inelastic you don't lose any volume with 

price increase, 

Q It is true that as the elasticity moves 

lower then the Postal Service will not lose as much 

volume. Is that correct? 

A No. 1: w:?:  lose more. 

Q If the elasticity moves lower the Postal 

Service - -  

A Perhaps we're miscommunicating on what 

diversion or W.ldt lower means. In this case the 

elasticity presented by the Postal Service for ECR 

mail is negative 1.08. In prior cases the elasticity 

Heritage Reporting Corporation 
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was roughly negative . 5 .  I consider 1.08 to be lower 

than . 5  - -  

Q Okay. We are miscornmunicating. Let's just 

focus on the absolute. The elasticity is normally a 

negative number. Is that correct? 

A That's true. 

Q As price goes up volume goes down? 

A That's correct. 

Q All right. Let's focus on the absolute 

value and asstme negative elasticities, but just look 

at the absolute value of the number, okay, so we can 

communicate. Then will you agree that the lower the 

number as you testified then the less the volume 

impact. Is that correct? Go ahead. 

A Yes. 

Q Okay. Thank you. In your view if a 

product's elasticity or the elasticity of a class of 

mail is lower in that absolute sense then the cost 

coverage that users pay should be higher. Is that 

right? 

A Well, I think that's one consideration. 

That's a general concept. If you look at the concept 

of differential pricing it says that products that are 

more elastic should be responsible for less of the 

fixed or institutional costs. 

Heritage Reporting Corporation 
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Q That's probably how we should say it, so let 

me go back one question just so we're clear on the 

record here. The less elastic a service is the less 

volume the Postal Service loses and the more it keeps. 

Is that correct? 

A Yes. 

Q Okay. In your view if a class of mail is 

less elastic t.heri the cost coverage its users pay 

should go up. Is that right? As it becomes less 

elastic the cost coverage should move up? 

A All other things being equal. Yes. 

Q Correct. Okay. The elasticity for a class 

of mail with all other things being equal would be 

less if there are no or fewer competitive alternatives 

to the class. Is that correct? 

A Generally speaking, yes. 

Q Okay. Conversely the more elastic a class 

of mail becomes then it should in your view have lower 

cost coverages. That's the essence of your testimony. 

Is that right? 

A All other things being equal, yes, that's 

correct. 

Q Yes. A class of mail will be more elastic 

if there are more competitive alternatives to it. Is 

that correct? 

Heritage Reporting Corporation 
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A Generally speaking, It depends on the 

degree of the conpetition and the effectiveness of the 

competition, but as a basic concept I would agree. 

Q Okay. Now, that principle that the more 

elastic a class is the lower the cost coverage should 

be and the less elastic a class is the higher the cost 

coverage should be, that general principle, that's a 

classic statement of the Ramsey pricing principles, 

isn't it? 

A Well, it's a statement of the concept of 

differential pricing. Ramsey pricing is a theory 

based on a paper that relates to differential pricing 

but I think it's broader than just Ramsey pricing. 

Q Well, but isn't it the case that the Ramsey 

pricing principle states that the more elastic 

services should have lower cost coverages and the less 

elastic services should have higher cost coverages? 

A Well, I don't know that Ramsey deals with 

cost coverages. It really deals with the allocation 

of the fixed or institutional costs. 

Q Isn't that what cost coverages deal with? 

How to allocate the fixed or institutional costs? 

A That's what you get out of it once you have 

allocated the fixed costs. Yes. 

Q Okay. So with that understanding let me try 

Heritage Reporting Corporation 
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once more to see if we're on the same wavelength. 

Under Ramsey pricing the more elastic the demand for a 

class of service is then the lower proportion of the 

fixed or institutional costs it should bear and 

conversely the less elastic the demand for a class is 

the higher portion of fixed costs it should bear. Is 

that correct? 

A As a $enera1 rule, yes. 

Q Do you know whether the Commission has 

explicitly rejected calls to use Ramsey pricing? 

A Yes, I do. 

Q What has it said? 

A They've rejected it as a criteria for 

determining the rates, but I don't believe that 

they've rejected differential pricing as a concept. 

Q No. I think we can agree on that, that the 

Commission has to price the classes of mail 

differently. The question is how you do that. Is 

that correct? What principles you use? 

A That's correct. 

MR. MCKEEVEP.: Okay. That's all I have, Mr. 

Chairman. Thank you. 

CHAIRMiiN OMAS: Thank you, Mr. McKeever. 

Is there anyone else who wishes to cross- 

examine Witness Prescott? 
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(No response. ) 

CHAIRMAN OMAS: Mr. Todd, would you like 

some time with your witness? 

MR. TODD: Yes, but I think it will Only 

take a short time if we can just do this in place. 

CHAIRMAN OMAS: Okay. Fine. 

MR. TODD: MI. Chairman, I have no further 

questions. 

CHAIPdW OMAS: Thank you, Mr. Todd. 

However, I would like one thing. I was caught off 

guard and did not ask the bench if there were any 

questions. I think Commissioner Goldway has one or 

was anticipating one. 

COMMISSIONER GOLDWAY: Well, thank YOU, 

Chairman. I just wanted to ask the witness in your 

testimony you indicate that the Postal Service when it 

established the ECR class did that as a way to counter 

competition and establish rates that would increase 

volume. 

THE WITNESS: Yes. 

COMMISSIONER GOLDWAY: I believe that’s what 

you said. So what would your general approach be €or 

the Postal Service to develop rates that increased 

volume at this point? 

THE WITNESS: Well, I think you have to look 

Heritage Reporting Corporation 
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at the overall impact of the pricing since MC-95 when 

the subclass was established and you have to look at 

the competitive alternatives for the subclass and the 

fact that there is a market out there that seems to be 

sapping the volume away, that there is a lot of 

competition in the subclass and that a great deal of 

caution needs to be exercised before you increase 

rates over the level that they are at. 

COMMISSIONER GOLDWAY: So other than slowing 

the rate of increase or not increasing the rate you 

don't have any other proposals that might adjust the 

relationships that would increase volume? 

THE WITNESS: I did not make specific rate 

F r q m s a l s  in terms of what base rates should be. 

COMMISSIONEP GOLDWAY: Other than a cheaper 

:-ate is there anything else that.might work to 

increase volume? 

THE KITNESS: From the perspective of what 

we have in this proceeding, no. I would say that the 

way to protect -..3lumez in the subclass is through the 

rate. 

COMMISSIONER GOLDWAY: Thank you. 

CHAIFd%3X OMAS: Thank you, Commissioner 

Goldway, and thank you, Mr. Prescott. 

MR. MCKEEVER: Mr. Chairman? 
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CHAIRMAN OMAS: Yes? 

MR. MCKEEVER: May I briefly follow-up on 

Commissioner Goldway's questions? 

CHAIRMAN OMAS: Certainly. I'm sorry. 

FURTHER CROSS-EXAMINATION 

BY MR. MCKEEVER: 

Q Mr. Prescott, if the Postal Service were to 

improve service might that increase volumes? 

A It might. I have not done the analysis to 

be able to definitively say yes or no on that. 

Q As a general principle though as the service 

of a product gets better the more likely it is that 

its volume is going to increase. Is that correct? 

A Well, it creates more value for the consumer 

theoretically and that makes the product more 

appealable. I'm not sure whether that does more to 

keep volume or to draw new volume. 

Q Well, at the very least it might help stave 

off a volume loss .  Is that correct? 

A Yes. 

MR. MCKEEVER: Okay. Thank you. That's 

all. 

CHAIRMAN OMAS: Thank you, Mr. McKeever. 

Mr. Todd? 

MR. TODD: Sorry, Mr. Chairman. 

Heritage Reporting Corporation 
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REDIRECT EXAMINATION 

BY MR. TODD: 

Q Mr. Prescott, in preparing your testimony 

did you do any examination of the quality of service 

that is offered to ECR measured by either speed, or 

reliability of delivery, or any other examination of 

how good the service might or might not be for 

standard mail X R ?  

A No, I have not. 

MR. TODD: That's all the questions I have. 

CHAIR" OMAS: Thank you, Mr. Todd. 

MS. MCKENZIE: Mr. Chairman? 

CHAIRMAN OMAS: Excuse me. 

MS. MCKENZIE: Can we chime in? 

C ~ I R M A N  OMAS: I'm really not trying to 

force this. I looked around, but now everybody - -  

that's fine. We've all had lunch. MS. McKenzie? 

RE-CROSS-EXAMINATION 

BY MS. MCKENZIE: 

Q Mr. Prescott, if the Postal Service were to 

increase service, but by doing so would increase costs 

and the increased costs would lead to higher rates 

what impact on volume would that be? 

A That would probably lead to decreased 

volumes. 
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MS. MCKENZIE: Okay. Thank you. 

MR. MCKEEVER: Mr . Chairman? 

CHAIRMAN OMAS: Is there anyone else? This 

is great 

Mr. McKeever? 

RE-CROSS-EXAMINATION 

BY MR. MCKEEVER: 

Q Doesn't that really depend on how much the 

service improves and how much the costs go up? 

A Yes. 

Q Sometimes it might be better for a service 

if its service level went up even at the expense of 

somewhat higher costs. Is that correct? 

A Well, now you get into what the consumer 

prefers. I mean, does the consumer prefer speed or 

rate level? I haven't studied as to how that would 

impact the ECR subclass. 

Q As a general principle if a consumer has two 

services available to him, one with a high service 

level and one with a low service level, wouldn't you 

expect that the consumer would be willing to pay more 

for the class of service with the high service level? 

A It depends. It depends on how they value 

the product. For example I rarely use overnight mail. 

Because of the cost I would use something else instead 

Heritage Reporting Corporation 
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Q Because you don't particularly care if it 

gets there overni.ght when you send something. Is that 

right? 

A Well, if I am overly concerned with the 

speed I might consider a competitive alternative like 

scanning a document and sending it electronically. I 

mean, there's a .multitude of considerations that would 

go into the choice of price versus service. 

Q Weli, J understand that, but I was just 

trying to get :{ou to agree with what I thought was, 

and I guess it's aot a self-evident, proposition and 

that is if you have two services one that has a higher 

service level and another that is otherwise identical 

but has a lower service level, that a consumer who at 

least cares about service would be willing to pay more 

for the service with the higher service level. 

A You get into a demand curve and how much 

they value that vex-sus the cost. I don't think 

there's a 100 percent rule on that. 

Q I agree, but that's where we started. It 

depends on how much the service improves compared to 

how much the cost increases and the only way to find 

out I guess is to really do it. Is that right? Is to 

really try it? 

Heritage Reporting Corporation 
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A That would be one way. Yes. 

MR. MCKEEVER: Okay. Thank you. 

COMMISSIONER GOLDWAY: Mr. Chairman? 

I'm very glad that you brought up the issue 

of service. To yet again follow-up in the ECR class 

isn't it true that if not speed accuracy of time of 

delivery is very important with regard to advertising 

information that goes out and that's a highly valuable 

aspect of the Froduct? 

THE WITNESS: Yes, yes. Having the product 

delivered on time. 

COMPIISSIONER GOLDWAY: SO a service that 

ensures really high accuracy of delivery at a 

particular time may be quite valuable to a customer? 

THE WITNESS: It might be. Yes. 

COMMISSIONER GOLDWAY: One could agree 

tha:'s a valuable part of the ECR product? 

THE WITNESS: Yes. I think for all 

advertising mail that is a consideration. Yes. 

COMMISSIONER GOLDWAY: Okay. Thank you. I 

just wanted to clarify the discussion. 

CHAIRMAN OMAS: Mr. Baker? Anyone else? 

Going once. 

MR. BAKER: I do have one m o r e .  

/ /  
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FURTHER RE-CROSS-EXAMINATION 

BY MR. BAKER: 

Q Is it true as a general principle that when 

mail is drop shipped into the destination delivery 

unit the reliability or accuracy of delivery will 

probably improve? 

A I don’t know. 

MR. BAKER: Okay. Thank you. 

CHAIRMAN OMAS: Going once. Mr. Todd? 

MR. TODD: Just proving that lawyers can do 

almost anythirq to prolong things. 

FURTHER REDIRECT EXAMINATION 

BY Mk. TODD: 

Q Assume, M r .  Prescott, that the level of 

.. Fer..’l ce for- standard mail ECR is such that customers 

really don’t worry about it. That is to say they are 

perfectly satisfied with the speed and the reliability 

of the deliver:: whether through drop shipping or 

whatever they ma:: be doing. At that point is it not 

clear that the cnl;: ching that will influence the 

demand for the ser’:ice is the price? 

A Yes. I believe so. 

MR. :3D3: Thank you. 

CHAIPJlAN OMAS: Again, is there anyone else? 

Going once. Going twice. 
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(No response.) 

CHAIRMAN OMAS: Mr. Prescott, we thank you 

for your contribution to our record here today and for 

your testimony. We appreciate it, and thank you very 

much. I think you're now excused. 

THE WITNESS: Thank you. 

CHAIRMAN OMAS: Thank you. 

(Witn.ess excused. ) 

CHAIRMAN OMAS: Our next witness today has 

already been smrn in under oath. I ask Mr. 

Richardson, wocld you please introduce our next 

witness? 

MR. RICHARDSON: Thank you, Mr. Chairman. 

I ' m  Ken Richardson, the Office of the Consumer 

Advocate. OCA calls our next witness, J. Edward 

Smith. 

Whereupon, 

J. EDWARD SMITH 

having been previously duly sworn, was 

recalled as a witness herein and was examined and 

testified further a s  follows: 

(The document referred to was 

marked for identification as 

Exhibit No. OCA-T-2.) 

/ /  
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DIRECT EXAMINATION 

BY MR. RICHARDSON: 

Q Dr. Smith, do you have before you two copies 

of your direct testimony filed in this proceeding 

styled direct testimony of J. Edward Smith on behalf 

of the Office of the Consumer Advocate revised 

October 30, 2006, and designated Exhibit No. OCA-T-2? 

A I dG have it. Yes. 

Q Was that prepared by you or under your 

direction? 

A Yes, it was. 

Q Do I I C ~  have any changes to this particular 

document as revised? 

k No, I don't. 

MR. RICHRRDSON: Mr. Chairman, I would move 

the testimony of J. Edward Smith into the record at 

this time. 

CHAIFmAN OMAS: Is there any objection? 

(No response. ) 

C H A i R M N J  OMAS: Hearing none I will direct 

counsel to provide the reporter with two copies of the 

corrected direct testimony of J. Edward Smith. That 

testimony is received into evidence. However, as is 

our practice it will not be transcribed. 

/ /  

Heritage Reporting Corporation 
( 2 0 2 )  6 2 8 - 4 8 8 8  



9 0 8 8  

(The document referred to, 

previously identified as 

Exhibit No. OCA-T-2, was 

received in evidence.) 

CHAIRMAN OMAS: Mr. Smith, have you had an 

opportunity to examine the packet of designated 

written cross-examination that was provided to YOU 

today? 

THE WITNESS: I have. 

CHAIRMAN OMAS: If those questions were 

posed to you oI3lly today would your answers be the 

same as those you provided previously in writing? 

THE WITNESS: They would be. 

CHAIRMAN OMAS: Are there any additions or 

corrections you would like to make? 

THE WITNESS: NO. 

CHAIRMAN OMAS: Therefore, counsel, would 

you please provlde two copies of the corrected 

designated written cross-examination of Witness Smith 

to the reporter. That material is received into 

evidence and is to be transcribed into the record. 

(The document referred to was 

marked for identification as 

Exhibit No. OCA-T-2 and was 

received in evidence.) 
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RESPONSE OF OCA WITNESS J. EDWARD SMITH 
TO INTERROGATORIES USPS/OCA-T2-1-8 

USPSIOCA-T2-1 

Please refer to your testimony at page 1, entitled "Statement of Qualifications": 

(a) Have you written any articles in the area of econometric analysis which 
have been published? If yes, please provide citations for all articles. 

(b) Have you submitted any articles concerning econometric analysis for 
publication? If  yes, please provide copies of all such articles. 

(c) Please provide copies of, or citations to, every piece of testimony 
concerning econometric stujies which you have sponsored in front of 
any court, administrative agency, or regulatory agency. 

RESPONSE TO USPSIOCA-T2 1 

(a) No 

(b )  No 

IC 1 The following reports surnmerized corporate modeling efforts, including the 

application of econometric analyses developed by me or under my direction 

Before the Distnct of Columbia Public Service Commission 

F C No. 834. Phase II. Integrated Least Cost Plan, Fifteen Volumes, 1990. 

F.C. No. 834. Phase 111. Integrated Least Cost Plan, Twelve Volumes, 1992 

F.C. No. 921, Integrated Least Cost Plan, Seven Volumes, 1994. Review of 
programs. modeling efforts. and plans. 

F.C. No. 921. Integrated Leas! Cost Plan, 1996. Two Volumes 

Before the Maryland Public Service Ccmmission 

Washington Gas, Marylaid Division. Conservation Status Report, 1994 

Washington Gas, Maryland Division, Conservation Status Report, 1995. 

Before the Virginia State Corporation Commission 

Washington Gas, Virginia Division, Status Report of Washington Gas CLM 
Activities, 1995. 
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RESPONSE OF OCA WITNESS J. EDWARD SMITH 
TO INTERROGATORIES USPSIOCA-T2-1-8 

Washington Gas, Virginia Division, Status Report of Washington Gas CLM 
Activities, 1996. 

Before the Postal Rate Commission 

Docket No. R97-1. Direct Testimony of J. Edward Smith, Jr. (OCA-T-600) on 
Behalf of the Office of the Consumer Advocate, December 30, 1997. 

Docket No. 97-1. Rebuttal Testimony of J. Edward Smith, Jr. (OCA-RT4000) 
on Behalf of the Office of the Consumer Advocate, March 9, 1998. 

Docket No. R2000-1. 
Behalf of the Office of the Consumer Advocate, May 22, 2000. 

Docket No. MC2002-2. Direct Testimony of J. Edward Smith (OCA- 
T-1) on Behalf of the Ofilce of Consumer Advocate, December 20, 2002. 

Docket No. R2006-1. 
Behalf of the Office of the Consumer Advocate. September 6, 2006. 

Docket No. R2006-1. 
Behalf of the Office of the Consumer Advocate, September 6, 2006. 

Direct Testimony of J. Edward Smith (OCA-T-4) on 

Direct Testimony of J. Edward Smith (OCPT- 2) on 

Direct Testimony of J. Edward Smith (OCPT- 3) on 
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RESPONSE OF OCA WITNESS J.  EDWARD SMITH 
TO INTERROGATORIES USPS/OCA-T2-1-8 

USPSIOCA-T2-2 

(a) Please explain how the row entitled "Total Sales" in Table 1 was derived. 

(b) Please provide your analysis, workpapers, and citations supporting the 
entirety of Table 2, the column entitled "Total Time Observed Hours" in 
Table 3, and the entirety of Table 4. If any of the supporting data is in 
spreadsheet form, please provide electronic versions. 

RESPONSE TO USPSIOCA-T.2-2 

(a) "Total Sales" is the product of revenue per site multiplied by number of sites. 

Please see Table1 WindowService.xls in the associated Library Reference being 

filed concurrently with this response (OCA-LR-L-9). 

(b) Table2WrndowService.xls is in the associated Library Reference being filed 

concurrently with this response (OCA-LR-L-9). Table2WindowService.xls is of a 

simulation nature, providing several "What if ...." Scenarios. 
0 

Table3WindowService.xls is iii the associated Library Reference. The column 

"Total Time Observed Hour;," was incorrect and has been corrected; however, no 

conclusions were dependent on the value. and the testimony is unchanged from 

this clerical error. Table 4WindowService.xls is in the associated Library 

Reference. 
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RESPONSE OF OCA WITNESS J. EDWARD SMITH 
TO INTERROGATORIES USPS/OCA-T2-1-8 

0 USPS/OCA-T2-3 

Please refer to page 12 of your testimony. 

(a) Is it your view that total walk-time is proportional to the total transaction 
time, or that total walk-time is proportional to the total number of 
customers? 

(b) Is it your view that total transaction time should be directly proportional to 
the total number of customers? 

RESPONSE TO USPS/OCA-T2-3 

[a) Total walk-time would bc! proportional to total transactions where the time is 

measured. However, the table from which data were obtained in the 

construction of Table 3 (Table3WindowService.xls) did not contain total , 

transactions but, rather contained transaction time, the variable used. 

0 (b)  No 
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RESPONSE OF OCA WITNESS J. EDWARD SMITH 
TO INTERROGATORIES USPSIOCA-T2-1-8 

USPSIOCA-T2-4 

This interrogatory attempts to accurately reproduce the results that you report in 
OCA-LR-3. Please consider the following table: 

Replication of 
Bradley Bradley 

Recommended Recommended 
Model Model with Walk 

(a) Please confirm that first column of the table accurately represents the 
estimated coefficients for the listed variables from your replication of 
witness Bradley's recommended model. If you do not confirm, please 
provide the correct coefficients. 

( b )  Please confirm that second column of the table accurately represents the 
estimated coefficients for the listed variables from your estimation of 
witness Bradley's reconimended model including walk time. If you do not 
confirm. please provide the correct coefficients. 

0 

(c) Please confirm that the third column of the table accurately represents the 
difference in the estimated coefficients for the listed variables from the two 
versions of the estimate equation discussed in parts a. and b. above. If 
you do not confirm, please provide the correct differences. 

(d) Please provide a valid test of whether these differences are statistically 
different from zero. 
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RESPONSE OF OCA WITNESS J. EDWARD SMITH 
TO INTERROGATORIES USPS/OCA-T2-1-8 

RESPONSE TO USPSIOCA-T2-4 

(a) Confirmed. 

(b) Confirmed. 

(c) Confirmed 

(d) In the table below, the HC standard error is reported for each coefficient. A 

simple visual inspection shows that for each case the two coefficients are well 

within one standard error. There is no statistical difference between the two 

coefficients. 

First Class 
Stamps Bulk 
Stams non-Bulk 
Prioirly Mail 
Money Order 
Parcel Post 
Other Weigh 8 Rate 
Express Mail 

0 

Bradley 
Recommended 

Model 
15.50142 
3.51423 
0.57943 
28.27652 
36.17514 
41.33933 
25.90035 
78.88407 

HC Consistent 
Standard Covariance 

Error Estimates 
1221191 1491307 
0807587 06521965 
0 13556 0 0183766 
1 705945 2 9102484 
3976126 15809582 
8 191589 67 102125 
5659228 32026862 
4412701 19471934 

Recommended 
Model 

with Walk 

3.49426 
0.58171 
28.28101 
36.23265 
41.1893 1 
25.91913 
78.77349 

15.4987 
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RESPONSE OF OCA WITNESS J. EDWARD SMITH 
TO INTERROGATORIES USPS/OCA-T2-1-8 

USPSIOCA-T2-5 

In your testimony at page 21 you state: 

Witness Bradley's response to Question 7 of POlR No. 7 provided a list of 
studentized residuals with an absolute value above 2. He concluded that 
observations with a studentized residual above absolute value 3 are likely 
outliers, and that those with a studentized residual above 2 in absolute value 
bear investigation. 

(a) Please confirm that neither your testimony nor your library references 
contain an investigation of the 250 observations with residuals above 2 in 
absolute value. 

(b) If you do not confirm, please provide a citation to where in your testimony 
there is a discussion of 1t.e nature and results of the investigation of the 
250 observations. 

(c) If you do not confirm, please provide a citation to where in your Iibrary 
references the procedu-e to be followed in the investigation are presented 
and where the computcr piograms accomplishing the investigation are 
located 

RESPONSE TO USPS/OCA-T2-5 

( a )  Confirmed 

(b) Not applicable 

( c )  Not applicable 
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RESPONSE OF OCA WITNESS J. EDWARD SMITH 
TO INTERROGATORIES USPS/OCA-T2-1-8 

0 USPSIOCA-T2-6 

Please confirm that program entitled Studentized3 Model in OCA-LR-3 is a 
replication of the econometric model presented by witness Bradley in his 
response to question 7 of POlR #7. 

RESPONSE TO USPSIOCA-T2-6 

Confirmed, 
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RESPONSE OF OCA WITNESS J. EDWARD SMITH 
TO INTERROGATORIES USPSIOCA-T2-1-8 

0 USPSIOCA-T-2-7 

Please refer to the program listing entitled "Studentized3 Output" in OCA-LR-3. 

(a) Please confirm that the regression is estimated on a data set containing 
7,798 observations. 

(b) Please confirm that one of those observations has a value for Stamps 
Non-Bulk of 1,440. If you do not confirm please explain why the value of 
"Maximum" in the Proc Means output for the variable is listed as 1,440. 

(c) Please confirm that this means that 1,440 individual stamps were sold in 
this transaction. If you do not confirm, please provide your interpretation 
of this number. 

(d) Please confirm that the average value for Stamps Non-Bulk is listed in the 
same output as 1.933. If you do not confirm, please provide the average 
value for Stamps Non-Bulk listed in that program. 

RESPONSE TO USPSIOCA-T2-7 e 
(a I Confirmed 

(b)  Confirmed 

(c) Confirmed. 

(d)  Confirmed 
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RESPONSE OF OCA WITNESS J. EDWARD SMITH 
TO INTERROGATORIES USPSIOCA-T2-1-8 

0 USPSIOCA-T2-8 

Please refer to the program listing entitled "Studentized2 Output" in OCA-LR-3. 

(a) Please confirm that the regression is estimated on a data set containing 
7.665 observations. 

(b) Please confirm that one of those observations has a value for Stamps 
Non-Bulk of 800. If you do not confirm please explain why the value of 
"Maximum" in the Proc Means output for the variable is listed as 800. 

(c) Please confirm that this means that 800 individual stamps were sold in this 
transaction. If you do not confirm, please provide your interpretation of 
this number. 

(d) Please confirm that the average value for Stamps Non-Bulk is listed in the 
same output as 1.713. If  you do not confirm, please provide the average 
value for Stamps Non-Bulk listed in that program. 

RESPONSE TO USPSIOCA-T2-8 

(a) Confirmed 

(b)  Confirmed 

( c )  Confirmed 

(d) Confirmed 
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CHAIRMAN OMAS: There are no requests for 

oral cross-examination of Witness Smith. 

Does any participant have any questions they 

would like to pose to Witness Smith at this point? 

Ms. Portonovo? 

MS. PORTONOVO: The Postal Service has no 

questions. 

C H A I W ?  OMAS: I'm just giving you a rough 

time today. 

Mr. Smith, therefore that completes your 

appearance here today. 

and your contribltion to our record. Again, thank 

you, and you are excused. 

We appreciate your testimony 

THE WITNESS: Thank you. 

(Witness excused.) 

CHAIRMAN OMAS: This concludes today's 

hearings. We will reconvene tomorrow morning at 9:30 

when we will receive testimony from Witnesses Geddes, 

Panzar and Sidak. Thank you, and have a nice 

afternoon. 

(Whereupon, at 2 : 0 6  p.m., the hearing in the 

above-entitled matter was adjourned, to reconvene on 

Wednesday, November 1, 2006,  at 9:30 a.m.) 

/ /  

/ /  

Heritage Reporting Corporation 
( 2 0 2 )  628- 4888  
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