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Executive Summary

Federal laws grant the Postal Service, an arm of the government, monopolies on non-urgent letter
delivery and access to mailboxes. If not carefully regulated, the Postal Service could abuse those
dual monopolies by charging very high prices to consumers within its sheltered market. To
provide some protection, the Service must seek approval from another, independent federal agency,
the Postal Rate Commission (PRC), before changing its products’ prices.

The Postal Service also operates in many non-core markets that are not shielded by its monopolies
and in which it faces vigorous competition from private-sector businesses. The Postal Service's
prices in those markets are generally also subject to regulatory oversight.

The Postal Service has long argued that current price regulation is too burdensome and should be
loosened. A natural concern, however, isthat less regulation of core products would increase the
danger that the Service would abuse its monopoly power. It might seem at first glance, though,
that little pricing supervision is needed in markets where competition protects customers against
excessively high prices. In fact, careful regulatory oversight is aso needed there. The danger in
competitive markets is that the Service will cause damage by setting prices that are too low.

Whereas private-sector businesses try to avoid predatory pricing because it hurts profits, there are
strong incentives at government-owned entities to push prices too low in competitive markets to
fuel expansion.

If a government enterprise like the Postal Service is not prevented from underpricing its
competitive-market products, the agency will hurt itself financially, and its captive-market
customers will likely suffer as the agency tries to compensate by raising prices where it has
monopoly power. Taxpayers will be injured if the low prices lead to a taxpayer bailout, and
government revenue collections will weaken as taxpaying businesses are displaced by the tax-
exempt Postal Service. Given the relative inefficiency of government agencies, Postal Service
expansion in competitive markets will a'so damage the economy’s productivity.

One reason the Postal Service gives for demanding more rate-setting flexibility is that the rate-
setting processis slow and cumbersome. However, the Service has ignored or resisted many ways
to speed up and improve the rate setting process that would still maintain prudent safeguards.
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THE DANGER OF MONOPOLY-SUBSIDIZED PRICING
BY THE POSTAL SERVICE IN COMPETITIVE MARKETS

Magic acts often rely on misdirection: while
audience members eyes are drawn to the
conspicuous movements of one of the magician’s
hands, they fail to notice what the magician is doing
with his other hand. An illusion worthy of a magic
act frequently clouds discussions of whether the
prices charged by the Postal Service for its products
need to be regulated as much as they are today.

The Postal Service, which is part of the federal
government, does most of its business in a core
market where federal laws shelter it from
competition. Laws known as the private express
statutes' give the organization a monopoly on the
hard-copy delivery of non-urgent letters, and another
federal statute? provides it with a "mailbox
monopoly" by granting it exclusive accessto people's
mailboxes. By virtue of these dua monopolies, the
government enterprise possesses great market power
within a core market consisting primarily of the hard-
copy delivery of non-urgent letters and periodicals.
A legitimate concern is that the Postal Service may
abuse its power by charging captive ratepayers
excessively high prices. To try to prevent that from
happening, it is only prudent to have an independent
regulator that closely and vigorously oversees the
prices of the Posta Service's monopoly-market
products. Congress established an independent
federal agency, the Postal Rate Commission (PRC),
and entrusted it with that responsibility.

The Postal Service also operates in a number of
non-core markets, such as express mail, package
delivery, greeting cards, and money transfers, where
it does not have a monopoly, its market share is
small, and private-sector businesses in those markets
provide it with strong competition. The PRC
regulates the prices the Postal Service charges on
most of its products in these markets.

Customers, of course, do not need a regulator to
protect them from high Postal Service pricesin non-
core markets. Competition does that job. If the
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Postal Service charges too much for a competitive-
market good or service, customers can turn to one of
the private-sector companies offering a similar
product. Would it be safe, then, to regulate only
lightly the Postal Service's prices in competitive
markets?

This notion often appears in discussions of
possible legidlative reform of the Postal Service. The
argument begins by recognizing that the Posta
Service can harm customers within its core,
monopoly market by charging monopolistic prices.
The argument proceeds by noting that while
regulation is needed to prevent excessive prices in
the agency’ s core market, competition guards against
high prices in the agency’s non-core markets.
Therefore, the argument concludes, it would be safe
to let the Post Service set prices as it wishes in
competitive markets.

Although this line of reasoning may seem
plausible at first glance, it is based on misdirection.
The misdirection is not the work of a magician, but
comes from thinking in terms of the Postal Service's
monopoly market when considering wherethe pricing
danger lies. In the Postal Service’s monopoly
market, the threat is that the Postal Service will seek
prices that are too high, injuring its core customers.
In competitive markets, however, careful regulation
is needed to prevent the Postal Service from causing
damage by setting prices that are too low compared
to costs, injuring the competition and threatening its
own finances, which may require a future rate hike
on its core customers and maybe a taxpayer bailout.’

Low prices can cause trouble. If Congress
significantly relaxes regulatory oversight in
competitive markets and the Postal Service uses that
pricing flexibility to charge very low prices in those
markets, how could that do any harm?

One problem is that if the Service sells a
competitive-market product for too little, it will lose



money on the product. (If the Service is aready
losing money on the product, a lower price will
probably widen the loss)) The red ink will hurt the
Postal Service financially. It will also hurt core-
market ratepayers because they will probably have to
pay higher rates to help offset the loss. Taxpayers
may be harmed, too, because Congress may authorize
ataxpayer bailout if the Service’ s competitive-market
losses due to very low prices grow large enough to
threaten the Service.

The Postal Service can almost certainly increase
its volume in competitive markets by lowering its
prices there. But remember that the Service is a
government enterprise. If it is less efficient than
private-sector producers, which is often the case with
government enterprises, it will reduce the economy’s
productivity and vigor when it takes over production
that had formerly occurred in the private sector.

Further, because the Service has many
governmental powers and privileges and carries those
indirect subsidies into its competitive market
operations, its presence in those markets raises
fairness issues. When the Postal Service displaces
private-sector companies, federal, state, and local tax
revenues fall, and must be made up by raising taxes
on other parties. Private-sector companies must pay
income taxes, property taxes, gross receipts taxes in
some jurisdictions, collect sales taxes, pay motor
vehicle registration and licensing fees, obey zoning
rules, obey the antitrust laws, and are expected to pay
their investors competitive rates of return. By
contrast, the Postal Service is exempt from income
taxes, exempt from property taxes on properties it
owns, exempt from gross receipts taxes, does not
have to collect sales taxes, is exempt from vehicle
registration and licensing fees, is not required to obey
zoning laws, has sovereign immunity from the
antitrust laws, can obtain cut-rate loans at the U.S.
Treasury, and has various other governmenta
privileges. In addition to its drain on government
coffers, its exemptions and other advantages are
unfair to private-sector businesses against which it
competes.

One might hope that the unhealthy effects of its
competitive-market activities would be enough to
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deter the Postal Service from pushing the prices of its
competitive-market products too low. Real-world
experience teaches, however, that government entities
often seek to enlarge their size and sphere of
influence whether or not doing so is in the public
interest. Growth appeds to those within a
government agency because it brings them greater
power, prestige, and other bureaucratic rewards. In
an economic and legal analysis comparing the
rewards, penalties, and restrictionsfacing state owned
enterprises (SOES) and private-sector companies,
researchers David Sappington and J. Gregory Sidak
reached similar results. They concluded that a
government enterprise has a "greater incentive and
ability to price below cost" than does a private-sector
business.* Hence, if the Postal Service is given
more leeway over the prices of its competitive-
market products, those within the organization would
face strong incentives to push down prices in order
to pump up volumes. (The Service would not be
similarly inclined to cut prices within its monopoly
because those are the products on which it is most
dependent for revenues and because lower prices in
its captive market would not lead to much of an
increase in sales there)

To be sure, the current Postmaster General, John
Potter, has accomplished something rarely seen at the
Postal Service or other government agencies. he has
significantly reduced the workforce (through attrition
and buyouts), which has produced cost savings,
productivity gains, and financial improvement. One
might be less concerned that the Posta Service
would abuse pricing discretion in non-core markets
if assurance could somehow be given that the Postal
Service will always behave in the future as it is
acting now. Unfortunately, no such assurance is
possible. For instance, Postmaster General William
Henderson, who preceded Mr. Potter, declared,
"E-commerce is a passion of mine,"> and thought the
Postal Service should try to become one of the major
commercial presences on the Internet. After heavy
losses and much criticism, the Postal Service has
now abandoned most, but not all, of its e-commerce
ventures.® Mr. Henderson was a model of restraint,
though, compared to the Postmaster General before
him, Marvin Runyon, who repeatedly demanded that
the Postal Service greatly expand its competitive-



market operations while retaining all its government-
based powers and privileges. In genera, it is not
unusua to find that a government agency exhibits
financial restraint one year but is financially reckless
several years hence.  Loosening the regulatory
oversight of the Postal Service's competitive-market
products would be an invitation for trouble.

A bad deal for monopoly-market customers that
gives the illusion of being a good deal. It is
sometimes thought that core-market customers can
protect themselves by cutting a deal: Let the Postal
Service set the prices of its competitive-market
products pretty much as it wishes but, in return,
make it promise not to raise the prices of its core
products faster than the rate of inflation. In
Congressiona hearings this year, severa mailers
caught within the Postal Service's monopoly market
suggested such a trade.” They testified that postage
isone of their main expenses, that rate increases hurt
them, and that they would gladly agree to a revised
system of rate regulation if it limits postal price hikes
to no more than the rate of inflation. While the
concern of mailers is understandable, the redlity is
that a promise to limit postage increases to the
inflation rate would provide little protection because,
when push came to shove, it would be politically
unenforceable.

To see the problem, suppose the deal is made,
but the Service later finds that because of cost-
control problems, its expenses are increasing faster
than the inflation rate. Holding the Service to the
rate cap would then push the agency ever deeper into
the red. In a study prepared for the bipartisan
President’s Commission on the U.S. Postal Service,
Robert Reisner of Global Insight warned that if tight
price caps are imposed without effective constraints
on wage increases (wages are 75%-80% of the Postal
Service's costs), the effect on the Postal Service's
solvency could be analogous to what happened to
Cdlifornia electric utilities following that state's
botched attempt at regulatory reform.2 The losses
would directly violate a key postal reform guideline
enunciated by the Administration: the U.S. Postal
Service should be "financialy self-sufficient,
covering all of its obligations"® Assuming the
Administration is not willing to abandon this

principle and Congressis not willing to let the Postal
Service go out of business, the Service would at that
point have to be permitted to raise core-product
postal rates faster than the inflation rate. When that
happens, core-market mailers should be concerned
that if the Postal Service is alowed to set the prices
of its competitive-market products as it wishes, the
Service will try to hold down price increases there
and compensate by increasing the prices of its
monopoly-protected products more quickly than
otherwise. Mailers should also be worried that the
Postal Service might come to regard the inflation rate
as aprice floor rather than a price cap. The message
here is that effective cost management, not revamped
rate regulation, is the key to an economica Postal
Service that provides reasonable service.™

Cut-rate pricing is a bad business strategy for a
high-cost producer. Another misperception is that
the Postal Service could somehow ease its financial
woes by pricing aggressively in competitive markets
to push up sales revenues there. In this view,
regulatory barriersto low prices on non-core products
are holding back a healthier bottom line. The redlity,
however, is that while aggressive pricing can be an
excellent business strategy for alow-cost producer, it
isaruinous strategy for a high-cost producer. Again,
to improve its bottom line, the Postal Service needs
to manage its costs better, not tinker with product
prices.

If the Postal Service would cooperate, pricing
could be mor e flexible while maintaining prudent
regulatory oversight. While portraying the current
regulatory system as a straightjacket that must be
removed, the Postal Service ignores or resists a
number of practical methods for speeding up the
current regulatory system with its consumer
safeguards. For instance, PRC Commissioner Ruth
Goldway suggested that if the Service thinks the
price of a particular product is out of line, the
Service file a niche classification case or a narrowly
focused rate case that the PRC could handle quickly.
The Service, she noted, generally "fails to mention
that it can file" such cases under current law.™
Commissioner Goldway aso suggested "separating
rate cases from methodology and classification cases.
Such a reform [using pre-agreed-upon



cost-measurement rules and not seeking to change
classifications during rate cases] might make
ratemaking into a fairly quick exercise of plugging
updated cost data into a formula."*?

In the Transformation Plan study it released in
April 2002, the Postal Service pointed to another area
where it thinks it has pricing flexibility under current
law, but has never sought to use that flexibility. The
issue iswhether it could quickly adjust postal ratesin
response to significant and unexpected changes in
fuel costs "Perhaps under current law, the Postal
Service could propose ... [an] energy priceinflator on
mail categories where transportation costs are a
significant portion of the attributable costs... The law
would presumably allow this type of adjustment if
supported with compelling cost evidence."® Given
that the Service has often complained about the
difficulty of having to cope with unexpected
increases in operating costs due to higher fuel prices,
it is puzzling that the agency has not explored this
current-law option for greater pricing flexibility.

As another example of a neglected opportunity
under current law, Postmaster General Potter, while
testifying before ajoint Congressional hearing, called
for a revamped rate-regulation system that would
permit rate increases to occur "in smaller, annual
increments that can be absorbed by our commercia
customers' rather than the large, irregular increases
that have occurred in the past.** But if smaller,
more regular rate increases are the goal, why hasn’t
the Postal Service asked the PRC to approve rate
increases that occur in multiple steps? Phased-in rate
increases appear to be permitted under current law,
with perhaps modest changes in PRC regulations, if
the Postal Service would only request them.
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To cite one more promising avenue for
streamlining the rate-setting process, the Postal
Service could provide more information regarding
costs, revenues, and measurement methodologies in
its periodic reports so that when rate cases were later
filed, the PRC would aready have seen and analyzed
much of the needed data. The PRC took the first
step in this direction in 2003 by proposing that the
Service be required to provide greater information in
future periodic filings™ The Posta Service,
though, strongly opposes this initiative, even though
it would speed up future rate cases.™® |If the Postal
Service's objective is a well functioning rate setting
process, not simply a rollback of regulatory
supervision, why does it ignore remedies that appear
to be available under current law?

Conclusion. If the Postal Service did not have
monopoly powers, there would be no need to worry
that it would charge too much to its core customers.
Competition (the ability to go to other producers)
would protect those consumers. If the Service were
not a government-owned enterprise, there would be
no need to be concerned about it charging too little
to its competitive-market customers. A private-sector
company does not want to underprice its competitive-
market products because that would reduce its profits.
However, since the Postal Service does have a
monopoly and is government-owned, careful
regulation is vital to protect against the Postal
Service setting exploitively high prices within the
postal monopoly and excessively low prices in non-
core markets.

Michael Schuyler
Senior Economist
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