Postal Regulatory Commission
Submitted 4/6/2007 2:36:15 pm
Filing ID: 56231

Accepted 4/6/2007

BEFORE THE POSTAL REGULATORY COMMISSION
WASHINGTON, D.C. 20268-0001

Regulations Establishing System Docket No. RM 2007-1

of Ratemaking

INITIAL COMMENTS OF JOHN C. PANZAR
ON BEHALF OF PITNEY BOWESINC.
IN RESPONSE TO ADVANCE NOTICE OF PROPOSED RULEMAKING
ON REGULATIONSESTABLISHING A SYSTEM OF RATEMAKING

DATED: April 6, 2007

DC-905030 v1



TABLE OF CONTENTS

Page
l. INTRODUCTION ....utiiiiiiiisie sttt sttt s et b e b sbe st sae e e e e s e nbeseesbesaeens 3
1. The Quantitative Importance of Worksharing in the United States............ccccoveveveveerennnnne 6
1. Setting Worksharing Discounts To Promote Productive Efficiency .........cccecceveeveeiennnne 7
A. Worksharing asa“Make or Buy” DECISION.........cccceveeiueeeeseeie e e e 7
B. ECPR-Based Discounts Serve to “Decentralize” the Efficient
DiVISION OF LBIDOT. .....eiuiiiiiiiieee sttt 8
IV.  THE CONTINUING ROLE FOR ECPR UNDER PAEA. ..o 10
A. PAEA requires the collection of avoided cost data and does not
permit the use of aglobal PriCe Cap. .....ccoeeiiririieee e 12
B. Worksharing discounts |ess than avoided costs would be
exclusionary and contrary to the spirit of PAEA. ... 13
V. CONCLUSION. ..ottt testestesteebesseeseeseeneensesessessessensenns 16

APPENDIX

l. Journal Publications

. Books

. Publications in Conference Proceedings and other Volumes
IV.  Book Review

V. Work in Progress



Autobiographical Sketch

| am Professor of Economics at Northwestern University (Evanston, Illinois), where |
have taught since 1983. Since 2005, | have aso held a Professorship at the University of
Auckland (New Zedland). | earned my Ph.D. in Economics from Stanford University in 1975.
From 1974-1983, | was employed at Bell Telephone Laboratories (“BTL”).

In addition to teaching at Northwestern University, | have also taught as avisitor at UC
Berkeley (1977), the University of Pennsylvania (1983), and the University of Auckland (1998-
2004). Thus, I have taught graduate and undergraduate coursesin Industrial and Regulatory
Economics for more than 25 years. Many of my former graduate students have gone on to staff
positions at the U. S. Department of Justice, the Federal Trade Commission, the Federal
Communications Commission, and the Illinois Commerce Commission.

From 1974 to 1983 | was a Member of Technical Staff at BTL. | wasthe Head of the
Economic Analysis Research Department at BTL from 1980 to 1983. My dutiesat BTL
involved conducting original research on the fundamental economic principles of regulatory
pricing and costing analysis as well as consulting on regulatory and antitrust issues involving the
Bell System.

My published research includes two books and numerous articles in major professional
journals. Most of my publications are focused on pricing and costing issues facing multi-product
network industries such as telecommunications, electric power, railroads, and postal services. |
am an Associate Editor of the Journal of Regulatory Economics and a member of the Editorial
Board of Information Economics and Policy. These journals publish specialized contributions

on regulatory theory and practice. |1 am also afounding co-editor of the Review of Network

1 A copy of my curriculum vitae is attached as Appendix 1.



Economics, an internet journal that publishes articles of relevance both to academic researchers
and practitioners working in network industries. Finaly, since 1990, | have been an active
participant in more than a dozen international conferences on postal economics.

| have consulted extensively on regulatory policy issues. In addition to consulting for
numerous corporations, over the two past decades | have served as an economic consultant to the
United States Postal Service, Federal Aviation Administration, the World Bank, the U.S. Federd
Trade Commission, the U.S. Postal Rate Commission, the New Zealand Commerce Commission,
Deutsche Telecom, Deutsche Post, Royal Mail, and Senate of the Commonwealth of Puerto
Rico.

| have testified before this Commission on numerous occasions, beginning with Docket
No. R84-1 and most recently in Docket No. R2006-1. Over the years, | have also provided
written or oral testimony before the U.S. Congress, the U.S. Interstate Commerce Commission,
the U.S. Federal Communications Commission, the Pennsylvania Public Utilities Commission,

and the U.S. Department of Justice.



INTRODUCTION

The Postal Accountability and Enhancement Act of 2006 (“PAEA” or “Act”) introduces
anew chapter for the postal sector in the United States. In particular, it provides increased
opportunities for the United States Postal Service (the “Postal Service”) and the postal sector to
achieve greater efficiencies through streamlined regulatory procedures and increased pricing
flexibility. The challenge facing the Postal Regulatory Commission (the “Commission”) isto
design policies that take advantage of the opportunities provided by PAEA without undermining
the outstanding gains made to date in increasing competition and efficiency in the U. S. postal
sector. In my view, the cornerstone of this past success has been the use of cost-based
worksharing discounts.

Over the past quarter century, there has been substantial liberalization of network
infrastructure industries, both in the United States and around the world. For example,
telecommunications, railroads, and electric power generation have all experienced substantial
amounts of privatisation of existing incumbents and the introduction of new competitors in many
markets. By comparison, postal services have been relatively slow to liberalize, and the postal
sector in the United States slower than those of many other developed countries. Not only does
the Postal Service have alegal monopoly on the delivery of most addressed letter mail, it isalso
illegal for competitors to place itemsin customers mail boxes.

The introduction of competition into postal markets has taken different formsin different
countries. New Zealand and Sweden have fully liberalized their postal markets with little
emphasis on unbundling or worksharing. The United Kingdom is proceeding with both
elimination of the monopoly and the introduction of downstream access. However, on avaue
added basis, the United States has had more competition, for alonger time, than any other nation

despite the continuing presence of letter and postal box monopolies. Thisis because of



competition that has been introduced almost entirely through the offering of worksharing
discounts.? Work-sharing discounts give competitive providers of transportation, sortation, and
other non delivery service components access to the Postal Service' s natura monopoly delivery
network.

Public policy toward the terms under which competitors may obtain access to the natural
monopoly or so-called “bottleneck” portions of infrastructure industries has proven to be an
important determinant of the success or failure of liberalization policies. Examplesinclude long
distance telecommunications services and electric power generation. In each case, the success of
liberalization of the more structurally competitive vertical segment (i.e., long distance
transmission, power generation) turned out to depend quite crucially on the ability of would be
competitors to gain access to the “bottleneck” portions of the network (i.e., the local exchange,
transmission and distribution grids). It is somewhat ironic that this crucial issue of access was
addressed in the monopolized postal sector relatively early (i.e., during the 1970s); long before it
became the subject of regulatory and court proceedings in telecommunications and electric

power. As Cohen, et al. (2006) point out, the policy focus of the Commission has been on using

2 The development of worksharing in the U.S. over the past thirty yearsis the subject of a substantial, and growing,
literature. My discussion of worksharing in this testimony draws heavily on the recent paper by R. Cohen, M.
Robinson, J. Waller, and S. Xenakis (2006), “Worksharing: How Much Productive Efficiency, at What Cost and at
What Price?’ in Progress Toward Liberalization of the Postal and Delivery Sector (Springer), edited by M. Crew
and P. Kleindorfer. In addition, this literature includes M. Elcano, R. German, and J. Pickett (2000), “Hiding in
Plain Sight: The Quiet Liberalization of the United States Postal System,” in Current Directionsin Postal Reform,
(Kluwer) edited by M. Crew and P. Kleindorfer; J. Haldi and W. Olson (2003), “An Evaluation of USPS
Worksharing: Postal Revenues and Costs From Workshared Activities,” in Competitive Transformation of the
Postal and Delivery Sector, (Kluwer) edited by M. Crew and P. Kleindorfer; R. Mitchell (1999), “Postal
Worksharing: Technical Efficiency and Pareto Optimality,” in Emerging Competition In Postal and Delivery
Services (Kluwer), edited by M. Crew and P. Kleindorfer; and E. Pearsall (2005), “ The Effects of Worksharing and
Other Product Innovations on U.S. Postal Volumes and Revenues in Regulatory and Economic Challengesin the
Postal and Delivery Sector (Kluwer), edited by M. Crew and P . Kleindorfer.



the pricing of worksharing discounts, and thereby access to the delivery network of the Postal
Service, to promote the productive efficiency of amonopoly letter mail industry.?

The PAEA provides an opportunity to build upon this successful history. However, itis
important for the Commission to design a“modern” regulatory system that takes into account
both the statutory provisions of PAEA and the specia characteristics of the U. S. postal sector.

It ismy view that the resulting regulatory regime will be in large part sui generis: i.e., not one
whose characteristics can be “borrowed” from other network industries or other countries.

However, | do strongly recommend that the Commission’ s regulations establishing a
modern ratemaking system carry over the fundamental principle of cost-based worksharing
discounts established during the PRA regulatory regime. | do not have a crystal ball that allows
me to specify in advance the exact form that the modern rate regulation system mandated by
PAEA will take. Just like the postal rate making process under the Postal Reorganization Act of
1970 (*PRA"), this system will evolve as aresult of the Commission’s regulations. My
comments will attempt to guide that evolution by emphasizing that two important features of any
PAEA-based postal regulatory environment: (1) Postal rates will not be determined under a
textbook-style price cap regime; and (2) The U.S. Postal Service will continue to dominate some
segments. While these observations are perhaps self-evident, keeping them explicitly in mind
helps clarify the continuing role that cost-based, worksharing discounts will continue to havein
the postal sector.

The remainder of these Commentsis organized as follows. Section |1 briefly reviews the

evidence on the importance of work-sharing under the PRA. Section Il presents an example

% R. Cohen, M. Robinson, J. Waller, and S. Xenakis (2006), “Worksharing: How Much Productive Efficiency, at
What Cost and at What Price?’ in Progress Toward Liberalization of the Postal and Delivery Sector (Springer),
edited by M. Crew and P. Kleindorfer, at 2.



illustrating how cost based worksharing discounts promote overall cost efficiency in the postal
sector. Section IV explains the continuing role for cost-based worksharing discounts under the
“price cap”’ system mandate by PAEA. Section V states my conclusions.

. The Quantitative Importance of Worksharing in the United States.

A large portion of the United States mail stream currently qualifies for one form or
another of worksharing discounts under the definition specified in the PAEA. Asshownin Table
1 below - reproduced from Cohen et al. (2006) - of the 206 billion pieces of mail in FY 2004,
150 billion pieces, or 72.8 percent of al mail, received worksharing discounts.

Table 1: Worksharing Avoided Costs and Value of Worksharing Discounts

(2004 Millions)
Class of Mail All Volume Workshared % Volume Total USPS Value of
Volume Workshared Cost Avoided Discounts
First-Class M ail 97,926 50,239 51 $3,466 $3,440
Periodicals 9,135 8,731 96 1,485 1,396
Advertising M ail 95,564 89,762 94 9,297 9,121
Package Services 1,132 626 73 151 108
Other
2,349 -

Total 206,106 149,559 73 14,399 14,065
User Cost 2,813
Mailers Net Saving 11,252

Not only do alarge number of pieces receive worksharing discounts, but the value of
these discountsis also large. Asthe table shows, workshared mail received an aggregate of
$14.1 billion in discounts in FY 2004 and avoided $14.4 billion in Postal Service costs. These
discounts can also be set in perspective by comparing them to the total costs of the Postal
Service. InFY 2004, total accrued costs for the Postal Service were $66 billion. Thus, in the
absence of worksharing discounts, accrued costs would have been $14.4 billion larger, or $80.4

billion.




1. Setting Worksharing Discounts To Promote Productive Efficiency

Mailers are induced to perform work-sharing through the use of discounts. That is, they
perform part of the work involved in the end-to-end mail service and pay less than full price to
the Postal Service for completing the job. My testimony in the most recent rate case contained a
detailed theoretical analysis of Efficient Component Pricing Rule (*ECPR”), the principle that
work-sharing discounts should be set equal to the per unit avoided costs of the Postal Service.*
Here, | briefly explain the logic of the argument and present an illustrative example.

A. Worksharing asa“Make or Buy” Decision.

When the Postal Service accepts presorted mail, it has, in effect, “contracted out” a
portion of its value chain to outsiders. Since it always has the option to do the work itself,
offering a presort or other worksharing discount is tantamount to a“make or buy” decision (i.e.,
determining whether to perform an activity “in house” or pay outsidersto do it).

A hypothetical example will help illustrate this point. Suppose that the single piece rate
(stamp price) for aletter is $0.40 and its unit attributable costs are $0.25, of which $0.15 are
delivery costs and $0.10 are “upstream” transportation and sortation costs. |If the Postal Service
isjust breaking even in this example, itsinstitutional (overhead) costs are, on average, $0.15 per
piece. Next, suppose that amailer is able to lodge its mail with the Postal Service at the delivery
office nearest to aletter’ s destination. Under what conditions should the Postal Service attempt
to induce the mailer (or its agents) to undertake the task? In the example, the Postal Service
saves $0.10 for each piece lodged at the delivery office. Therefore, on cost efficiency grounds, it
should be willing to “buy” this service from mailers or consolidators for any amount up to $0.10

per piece. If aconsolidator offered to perform the function for $0.11, the Postal Service should

* PRC Docket No. R2006-1, Direct Testimony of John C. Panzar on Behalf of Pitney Bowes Inc., PB-T-1 (Revised),
(October 31, 2006) at 16-24 (“Panzar 2006 Testimony”).



clearly not accept the offer because doing so would result in an increase in total costs (i.e., in that
case it is cheaper to retain the upstream functions “in house”).

Thus, from the point overall efficiency of the postal sector, aswell as that of the Postal
Serviceitsdf, it obviously makes sense to have the work that can be done most cheaply by Postal
Sector performed “in house.” Work done more cheaply by mailers or consolidators is best done
by them. The desired outcome is clear enough in the hypothetical situation in which the Postal
Service receives an offer from (or makes an offer to) asingle mailer or consolidator. If the
consolidator iswilling to perform the upstream tasks for an amount less than the avoided cost of
the Postal Service, the two will reach an agreement and costs will be saved. For example, if the
consolidator’s costs are $0.08 per piece, the Postal Service should agreeto let it perform the
upstream function and the two would (somehow) divide up the $0.02 per piece cost savings.

But, how can this common sense principle be applied in the more redlistic situation in which
there are thousands of mailers and consolidators, some with costs of $0.01, others whose costs
are $0.12, etc.? Itisclearly unredistic to expect the Postal Service to engage in negotiations
with all of them and make “deals’ with only the low cost potential providers.

B. ECPR-Based Discounts Serveto “ Decentralize’ the Efficient Division of
Labor.

Fortunately, the efficient “make or buy” negotiations described above can be
decentralized using ECPR-based worksharing discounts set equal to the per unit avoided costs of
the Postal Service. Thisleads mailersto choose to perform worksharing if and only if doing so
lowers total postal sector costs. Thereason is quiteintuitive. If the mailer’s cost islessthan the
discount offered, it is profitable for the mailer to do the work — and total postal sector costs
decrease. If the discount is not sufficiently attractive, the Postal Service continuesto provide the

service component.



In terms of the present example, a worksharing discount of $0.10 would induce all
consolidators whose upstream costs are less than that to engage in worksharing. The result
would be that the costs of the Postal Service would fall by more than the revenues lost through
the discount. It isalso the case that the total costs of the postal sector would fall, because each
piece provided through a worksharing partnership must cost less than the $0.25 costs per piece
that would have been incurred by the Postal Service. Thisfollows from the fact that Postal
Service delivery costs are $0.15 per piece regardless, but the consolidator’s costs are aways less
than $0.10. Otherwise, the consolidator would not have participated in worksharing.

Now, it istrue that many, perhaps most, of the mailers and consolidators would be
willing to engage in worksharing at a discount somewhat less than $0.10. Suppose that 80% of
the potential work-sharers would be willing to accept a discount of $0.08. Would not it be
desirable for the Postal Service to quote this lower discount rate? Doing so would saveit a
considerable amount of lost revenue and the end result would still be a considerable amount of
cost savings for the postal sector.® The Postal Service could be tempted to take this course to
increase retained earnings which are permitted under the PAEA.

The answer to this question depends upon the presumed objective of the Postal Service.
If the Postal Service were interested in maximizing its profits, or pursuing some other goa than
cost efficiency, it would not necessarily want to choose a worksharing discount equal to its
avoided cost. However, ECPR isthe only discount policy that will allow the decentralized
actions of mailers and consolidators to assist the Postal Service in minimizing the total costs of

the postal sector. Thisisthe case, because, if the worksharing discount is less than the unit

® After all, the costs of the mailers excluded from worksharing at this lower rate are close to those of the Postal
Service (i.e., between $0.08 and $0.10). Worksharing by these mailers would likely yield only a small percentage of
the total cost savings.



avoided costs of the Postal Service, some mailers who could provide the service more cheaply
than the Postal Service will not have an incentive to engage in worksharing. On the other hand,
if the worksharing discount is greater than the per unit avoided costs of the Postal Service, there
will be mailers who will take advantage of the discount even though they cannot perform the
service as cheaply as the Postal Service. In either case, thetotal costs of the end-to-end service
will increase.

V. THE CONTINUING ROLE FOR ECPR UNDER PAEA.

The above analysis has established the important role of ECPR pricing rulesin promoting
the overall productive efficiency of the postal sector, taken asawhole. Thisisaccomplished by
inducing mailers and consolidators to take over functions that they can perform more cheaply
than the Postal Service: i.e., by promoting a more efficient “division of labor” within the postal
sector. However, there are two other aspects of postal sector efficiency that ECPR, by itself,
does not directly address: the productive efficiency of the Postal Service itself and the allocative
(Ramsey) efficiency of retail postal rates. Because the PAEA introduces a*price cap” regulatory
regime, it isimportant to explain why ECPR worksharing principles should still be incorporated
into the Commission’s development of a modern ratemaking system.

“Price cap” regulation has been widely adopted since it was introduced to regulate British
Telecom after its privatization in 1984. While this was a case in which regulatory practice was
ahead of economic theory, the intuition behind “price cap” regulation is quite simple.® It had
long been recognized that traditional, “cost of service” regulation provided little incentive for the

regulated firm to produce efficiently. If it improved the efficiency of its operations, the resulting

® For extensive discussions of the theory and practice of price cap regulation as applied to the telecommunications
industry, see David Sappington, “Price Regulation and Incentives,” in Handbook of Telecommunications
Economics, Vol. 1. Martin Cave, Sumit Majumdar, and Ingo V ogelsang, eds. Amsterdam: North-Holland and Jean-
Jacques Laffont and Jean Tirole, Competition in Telecommunications. Cambridge: MIT Press 2000.

10



cost savings would merely be “passed through” to customers through subsequent rate reductions.
In contrast, pure price cap regulation “decouples’ the firm’'s revenues from its expenditures. As
aresult, any cost savings achieved by the firm would go directly to its bottom line.

Another part of the appeal of pure price cap regulation was the ability to avoid the costly
and time-consuming process of determining the firm’'s “costs of service.” If firm cost datais not
used to set rates, why bother to hold arate case? However, it was recognized that some
alternative mechanism must be established to adjust the price cap to account for changing
circumstances. The simplest approach (and the one adopted in PAEA) isto increase the cap by
the rate of inflation.

The forgoing advantages of pure price cap regulation would apply to a system in which
the price of each service were independently capped and indexed to the rate of inflation.
However, it was soon recognized that additional efficiencies may result if, instead, an index
(weighted average) of the firm’s prices was held to only inflationary increases, while individual
service prices could be adjusted at the discretion of the firm. Indeed, under some circumstances,
this system would not only give the firm incentive to minimize costs, but would also induce it
improve allocative efficiency by adjusting relative prices in ways that increased total economic
surplus.”

If a*“modern regulatory regime”’ based upon a price cap index can achieve so much
without the necessity of detailed cost scrutiny of the firm, why bother with cost-based regulatory

procedures? In particular, why build into the system the requirement that worksharing discounts

" see Ingo Vogelsang and Jorg Finsinger “A Regulatory Adjustment Process for Optimal Pricing by Multiproduct
Monopoly Firms,” Bell Journal of Economics, 10(1), pp. 151-171. (1979). Their model assumes the use of a
Laspereyes Index: i.e., the weights on each product’s price are set equal to the previous period’s actual quantities.
This approach al so has the advantage that one can check whether or not any set of proposed rates satisfy the price
cap using historical data.

11



be based upon the avoided costs of the Postal Service? After al, many of the objections to
Ramsey pricing in the past have been based on the inability of the regulator to obtain the
required information about demand elasticities, etc. Price cap regulation places that
responsibility on the firm and gives it the incentive to process the information efficiently.

Despiteitsintuitive appeal, the limitations of a pure price cap regime are now well
known, and | shall not discuss them in detail here. There are many interesting aspectsinvolved
in the design of an indexed rate cap scheme as envisioned by PAEA. However, my purposein
this section is to explain why cost based worksharing discounts should be the cornerstone of the
modern ratemaking system under the PAEA.

A. PAEA requiresthe collection of avoided cost data and does not per mit the
use of a global price cap.

As mentioned above, one of the attractions of price cap regulation isto give the firm
increased pricing flexibility without the need for rate by rate cost justification. Thus one option
would seem to be merely including the rates for workshared products as part of the overall price
index for the subclassin question. That is, treat the net prices of workshared products as “just
another rate” for regulatory purposes. Indeed, this“global price cap” approach has been
proposed in the theoretical literature on regulation.? However, under the PAEA, workshared
products are not “just another service.” Subject to certain exceptions, the statute requires that
worksharing discounts cannot exceed the avoided costs of the Postal Service.? In order to

comply with this requirement, the Commission must ensure that the Postal Service provide the

8 See Laffont and Tirole, op. cit., pp. 170-178. . In arecent paper, Billete de Villemeur, E., H. Cremer, B. Roy and
J. Toledano apply the global price cap approach to their analysis of postal pricing. See“Optimal Pricing and Global
Price Cap in the Postal Sector, Journal of Regulatory Economics 24: 49-62 2003.

° See 39 U.S.C. § 3622(€).
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requisite avoided cost information.’® Thus, despite the theoretical arguments for global price cap
regulation of postal markets, it cannot be part of the modern rate regulation regime mandated by
the PAEA.

Asapractical matter, it is quite likely that cost-based worksharing discounts will emerge
under many, if not most, price cap regimes under the PAEA. First, as noted above, the Act
requires that worksharing discounts cannot exceed Postal Service avoided costs. Therefore, even
if the prices of workshared products were included directly into the rate cap for agiven mail
class, the Postal Service would be constrained to choose rates consistent with both the cap index
and the avoided cost standard for every workshared product.

B. Wor ksharing discounts less than avoided costs would be exclusionary and
contrary to the spirit of PAEA.

In this subsection | explain that worksharing discounts define “prices’ in important postal
markets in which the Postal Service is the dominant participant. While these upstream markets
may not be explicitly categorized under PAEA, ensuring their efficient performance should be an
important goal of any modern rate regulation system established by the Commission. In my
view, this objective is best achieved by continuing to establish ECPR based worksharing
discounts.

The discussion in Section Il illustrated the efficacy of cost-based worksharing discounts
in ensuring the efficiency of the “division of labor” within the postal sector. A crucial part of
this result was that ECPR-based discounts give mailers and consolidators the incentive to
perform activities that they can carry out less expensively than the Postal Service. By the same
token, any discount less than the avoided costs of the Postal Service would make it unprofitable

for some more efficient mailers and consolidators from providing the service component in

10362 39 U.S.C. §8 3622(¢), 3651(b).
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guestion. Such pricing would have the effect of excluding equally (or more) efficient
competitors. Thus, in addition to limiting the productive efficiency of the postal sector,
discounts that do not fully pass through Postal Service cost savings are exclusionary and
anticompetitive.'*

As noted above, one of the great successes of the PRA has been the establishment of
competitive markets for upstream services through the use of work-sharing discounts. Whether
they realize it or not, the mail processing divisions of the Postal Service compete vigorously with
the processing divisions of mailers and consolidators for the upstream portions of postal markets,
even with respect to products, such as letter mail, for which the Postal Service has a statutory
delivery monopoly.

Consolidators and amailers’ in-house logistics units are clearly suppliers of “upstream”
postal services. Let me briefly explain why such upstream suppliers (US) should be viewed as
competitors of the Postal Service in the markets for upstream services. As has often been
noted,* mailers and consolidators are induced to perform upstream postal services because of the
existence of worksharing discounts. That is, they perform part of the work involved in the end-
to-end mail service and pay less than full price to the Postal Service for completing the job. The
amount of this discount is therefore the price that prevailsin a market for upstream postal
Sservices.

However, despite the evident competition from numerous third party USs, the “prices’ in

these markets (i.e., worksharing discounts) were not determined competitively under the PRA

1t isinteresting to note that the leading advocates of the global price cap approach recognize the possibility that
global price caps may provide the vertically integrated firm with an opportunity to engage in a*“price squeeze.”
Their proposed practical solution isto complement the global price cap with the additional constraint that access
prices (i.e., discounts) also satisfy ECPR. See Laffont and Tirole, op. cit., pp. 174-78.

2 e eg., , Panzar 2006 Testimony, at 16.
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regulatory regime. Aside from the statutory requirements, there are two sound economic reasons
for this policy. First, despite the impressive growth of USs over recent decades, the mail
processing units of the Postal Service remained the dominant supplier of upstream postal
services. Second, and more importantly, the Postal Serviceisthe only buyer of such services
used in connection with the postal products for which it retains a statutory delivery monopoly.
Neither circumstance changes as aresult of the PAEA.

Suppose, hypothetically, that the mail processing units of the Postal Service were a
separate enterprise, call it the USMP. Asis currently suggested by the Postal Service costing
system, such an entity would have both institutional and volume variable costs. Again, by
analogy to the Postal Service costing system, the USMP’ s per unit avoided costs can be viewed
asthe marginal costs of its“product.” Now, suppose also that USMP competed with other USs
in an unregulated market for upstream services. Clearly, it would be a cause for concern if the
equilibrium worksharing discount, the “price” in that upstream market, were less than USMP's
avoided costs. If USMP were a private, profit-maximizing firm, such an outcome would arouse
suspicions that some sort of predatory motives were involved.

Of course, matters become much more complicated when aregulated firm isinvolved on
“both sides” of this upstream market. But these considerations only strengthen the case for
continued direct regulatory control of the “prices’ in these important upstream service
component markets. Indeed, in the telecommunications industry, concerns about anticompetitive
behaviour on the part of the vertically integrated incumbent often preoccupied policy makers

following liberalization.®* Asaresult of these concerns, regulatory access pricing policy focused

3 nthe U.S,, this concern resulted in vertical separation of the incumbent: i.e., the break-up of the Bell System.
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on ensuring that access prices did not exceed the ECPR rate.** In the postal context, this would
mean that avoided cost would constitute afloor on the level of worksharing discounts.

V. CONCLUSION

As has long been recognized by the Commission, worksharing discounts based upon
avoided costs promote the productive efficiency of the postal sector. This continues to be the
case, even though the PAEA does not explicitly require that the Commission directly set
worksharing discounts. Subject to certain exceptions, however, the PAEA does prohibit
worksharing discounts that exceed avoided costs. At the same time, discounts lesshan avoided
costs are anticompetitive because they would exclude equally efficient mail processing
competitors. Accordingly, ECPR principles should be an integral part of the modern ratemaking

system being developed by the Commission.

Respectfully submitted:

5]
John C. Panzar
Professor of Economics
Northwestern University
Evanston, lllinois 60208
Telephone: (847) 491-8242
Facsimile: (847) 491-7001
E-Mail: jpanzar@northwestern.edu

4 See, e.g., chapters 3 and 4 of Laffont and Tirole, op. cit.
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