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Executive Summary

Postal services throughout the world are losing sales to electronic aternatives and the after-effects of
the Great Recession. Nevertheless, most foreign posts in developed nations that report their financial
results to the Universal Postal Union (UPU) are profitable. Many occasionally lose money, but few
stay in the red year after year.

The U.S. Postal Service, in contrast, has lost money continuously since 2007 — $25.3 billion of red
ink through 2011 — and it warns of steeper losses ahead. What factors explain why USPS has become
one of the developed world's sickest postal services financially?

Earlier papers examined two crucia differences. government micromanagement, which deprives the
Service of important cost control tools commonly relied on by foreign posts, and the Service' s generous
and very expensive retiree health benefits. A later paper will consider whether USPS would be
financially stronger (or weaker) if it emulated many foreign posts and diversified into nonpostal
businesses.

This study investigates the role of postal pricing.

Postage is inexpensive in the United States by international standards. Compared to the postage
required in 40 foreign nations for an ordinary domestic letter, USPS's 45 cent stamp price is below the
rates in three-fourths of the foreign countries. USPS's price would have to rise by more than a third,
to over 60 cents, before it merely equaled the average charge in the other nations.

USPS is also much lower than average in the extent to which postal rates have changed over the last
decade. Deutsche Post found that, across a sample of 29 European nations, the ordinary domestic letter
rate rose an average of 32% in inflation-adjusted dollars over the period 2001-2011. In this country,
the inflation-adjusted increase was only 3.1%. Thereal price that USPS charges for afirst-class stamp
is essentially the same now as it was in 1971.

The amount USPS charges for ordinary domestic parcel post is also below average compared to rates
at foreign postal services.
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The fact that most foreign postal services are profitable and charge much more than USPS undermines
claims that increased prices here would push USPS into a death spiral. Historical evidence, here and
abroad, demonstrates that higher postal rates usually raise a postal operator’s income.

It is conceivable that at least a few foreign posts have healthier bottom lines than USPS not because
they have smarter managers, less expensive workers, better designed networks, or are subject to less
government interference, but simply because they charge more.

While much higher prices than those seen here are part of the business plans of many successful
foreign posts, this country’s low postal rates are highly desirable. Nevertheless, as mail demand
plunges, an unpleasant question is whether they are still sustainable.

With falling mail volume, each remaining piece of mail must cover more of the U.S. Postal Service's
fixed costs. Consequently, a price per mail piece that once would have been just sufficient for USPS
to meet its total costs and break even will now result in aloss. However, many "fixed" costs result
from Congressional mandates and political pressure and could be reduced with little adverse impact
on the quality of mail serviceif there were less Congressional micromanagement. Accordingly, as mail
volume declines, it becomes increasingly important that Congress let USPS deliver the mail without
imposing expensive requirements not closely related to its core mission.

The Postal Accountability and Enhancement Act of 2006 (PAEA) generally bars USPS from raising
the prices of its market-dominant products faster than the inflation rate. At this point, the decision as
to whether to authorize an above-inflation rate increase rests with Congress.

A specia rate increase by itself carries the danger that the money it collects could become an excuse
for delaying or watering down urgently needed operational changes at USPS, which is an excellent
reason for Congress not to approve a rate increase in isolation. However, a specia increase might be
helpful as one component of an "all of the above" reform package. 1n deciding whether arate increase
belongs in areform package, Congress should recognize that difficult choices are unavoidable and ask
if the benefits in the forms of fewer cuts in mail service and improved long-term financial viability are
worth the burden of higher postal rates.

Contrary to a Postal Service suggestion, a special rate increase should not apply only to single-piece
first-class mail, given first-class mail’ s aready high markup and its importance in terms of government
policy. A better choice would be an across-the-board rate increase applying uniformly to all USPS
products and services, except for larger increases on "underwater" products whose marginal costs
exceed their prices. If Congress decides to enact an across-the-board increase to provide immediate
relief, it might also wish to order the Postal Regulatory Commission (PRC) to begin an old-style
omnibus rate case (a full-blown review of all rates with formal hearings and extensive testimony) to
carefully balance efficiency, equity, and financial self-sufficiency objectives.
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Why The U.S. Postal Service IsIn Greater
Financial Trouble Than Most Foreign Posts —
The Role of Postal Rates

Recent years have been financially catastrophic
for the U.S. Postal Service. It last earned a profit in
2006." Since then, it has incurred losses totaling
$25.3 hillion.? Looking ahead, USPS projects a $14
billion deficit in 2012 under current law® and it
warns of worsening losses in future years.* In light
of USPS's troubles, it might be assumed that postal
services in other countries are aso struggling. In
reality, however, most foreign posts are keeping their
heads above water. An earlier IRET study examined
postal servicesthat report their financial resultsto the
Universal Postal Union (UPU), aninternational postal
organization.” The study documented that, in each
year during the period 2007-2010, the majority of
foreign posts in the sample were profitable, despite
the challenges thrown up by electronic diversion and
the last recession. To be sure, many foreign postal
services lost money in one or two years, but few
stayed in the red throughout the period.

The divergence between the U.S. Postd
Service' s red ink and the black ink of most reporting
foreign posts is surprising. Are there a few key
factors that have lifted up foreign posts financialy or
dragged down USPS? Do those differences offer a
guide to stanching USPS's losses and returning it to
financia self-sufficiency, perhaps by adopting foreign
best practices?

This paper examines one of the most noticeable
differences between the U.S. Postal Service and
foreign posts: the price of postage. As will be
discussed below, postage rates in the United States
are an extraordinary bargain compared to those in
most other countries. USPS's low prices help
explain why Americans send so much mail compared
to people in other countries.  According to
information from the UPU, letter-post volume in the
United States exceeded 500 pieces per inhabitant in
2010 (the most recent year in the UPU database), a
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per capita letter-post volume surpassed only by
Liechtenstein and  Switzerland.® However,
notwithstanding the popularity of USPS' slow prices,
are the Service's bargain rates aso partialy
responsible for the government enterprise’s financial
woes? Or would USPS be in even worse shape if its
prices were higher?

While this paper tries to understand the Postal
Service' slagging financia performance by looking at
the revenue side, two earlier papers investigated the
cost side. One of them deat with government
micromanagement. Through statutes and informal
political pressure, Congressional micromanagement
has deprived the U.S. Posta Service of the
operational flexibility it needs to manage costs
properly.” In other countries, governments, despite
frequent political grumbling, usually give their postal
services considerable discretion to make operational
adjustments when costs threaten to outstrip revenues.
This difference in cost-control toolsisamajor reason
why foreign posts have shown more financia
resiliency in recent years than USPS. Another paper
discussed an additional cost pressure on USPS
compared to foreign posts: the generous retirement
health benefits it promises its workers and the high
cost of paying for those benefits® The front-loaded
contribution schedule for funding those promised
benefits should be stretched out. Unfortunately, the
underlying benefits are so expensive that they will
continue to place a heavy financia burden on USPS
unless some adjustments are made to the benefits
themselves.

An upcoming paper in this series will examine
another difference between USPS and most foreign
posts. nonpostal diversification.  The issue of
nonpostal diversification involves both cost and
revenue considerations. Proposalsthat thefinancialy
troubled U.S. Postal Service venture into nonpostal



commercial markets like banking,
logistics, insurance, and Internet services
are controversial. Some people believe it
would aid the Service' s bottom line, while
others claim it would hurt both USPS and
the overal economy.

Postal rates in the United States and
foreign nations

Postal rates in the United States are
some of the lowest in the world. Chart 1
shows the price of a first-class stamp in
the United States compared to the rates in
40 other countries.” Foreign prices have
been converted into U.S. prices based on
how much of each currency would be
needed to buy a common market basket of
goods and services (purchasing power

parity).®

As can be seen from the chart,
three-fourths of the foreign posts in the
sample charge more for an ordinary
domestic letter than does USPS, and
one-fourth charge less. The rate for an
ordinary domestic letter averages over 60
cents in the foreign countries. In some
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nations, an individual mailing an ordinary
domestic letter must pay more than twice
as much as the U.S. Postal Service charges here.
Even if the U.S. rate were 10% or 15% higher than
it is now, it would still be lower than the rates in
two-thirds of the foreign countries. The price here
would have to rise by more than one-third before it
reached the average rate in the other countries. The
U.S. Postal Service's low rate is especidly
impressive  because the United States is
geographicaly huge, with many pieces of U.S.
domestic mail traveling distances that would take
them across national borders if mailed in other
countries and require there the purchase of expensive
international postage.

Another way of looking at the price of a first-
class stamp in the United States is to ask how it has
varied over time. Like most things, its nominal price
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has risen. However, in inflation-adjusted dollars, the
first-class postage rate has not changed much in 40
years. Asshown in Chart 2, the real price of afirst-
class stamp is about the same now as it wasin 1971,
when the old Post Office Department was converted
into the U.S. Postal Service.™

For an international comparison of how postal
rates have moved over time, consider changes in
inflation-adjusted postal rates on domestic first-class
letters in the United States and European. Deutsche
Post, the former German posta monopoly operator,
publishes that information for a large number of
European postal services”? As Chart 3 shows,
househol ds and busi nesses sending ordinary domestic
letters suffered much larger real rate increases in
most European nations than in the United States over



Chart 2

Real Price Of A U.S. First-Class Stamp,
1971 To Present (Jan. 2012 Dollars)
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the period 2001-2011. From 2001 to
2011, the real postage rate for an ordinary
domestic letter in the 29 European nations
in Deutsche Post’'s sample rose by 32
percent, on average. In the United States,
meanwhile, the price of afirst-class stamp
rose from 33 cents at the very start of
2001 to 44 cents at the end of 2011. In
inflation-adjusted dollars, the rate increase
was 3.1 percent.*®

Postal products today can be grouped
into two broad categories. letter mail,
whose volume is declining in many
countries, and package services, which are
growing rapidly in most nations. The
same Internet that is a powerful substitute
for letter mail encourages households and
businesses to order merchandise online,
and most of those orders require physical
delivery. The comparisons presented so
far have related to first-class letter mail.
Because of packages' rising importance to
the U.S. Postal Service, it would also be
worthwhile to know if USPS's package
service rates are low, average, or high
relative to those of other postal services.

Chart 3 Change In The Real Postage Rate For A
Domestic Letter
In The USA And Europe, 2001-2011
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Chart 4, which compares USPS to a
sample of 25 foreign posts, offers a
preliminary answer.

USPS's package rates depend on a
host of variables, such as package weight,
size, distance shipped, speed of delivery,
and sometimes package contents. To keep
the comparisons manageable, it is
assumed that an individual in this country
sends a three pound package measuring
just under one foot on a side from New
Haven, CT to Washington, DC (about 300
miles) via USPS Parcel Post. It is further
assumed that individuals in the 25 foreign
countries have packages with similar
characteristics that they send domestically
via their posts ordinary package service.

Chart 4
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As the chart shows, USPS charges less for
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other postal services® The average rate
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for the 25 foreign postal services in the
sample is 24% higher than USPS's rate.

Several limitations of this study’s

The charge for sending a package depends on its weight, dimensions, speed of delivery,
submission and arrival points, and other factors. It is assumed an individual in the United
States sends a 3 pound package measuring just under 12" on a side from New Haven, CT to
Washington, DC (about 300 miles) via USPS Parcel Post. For other countries, it is assumed
individuals have packages with similar characteristics that they send domestically via
ordinary package service.

comparisons should be mentioned. First,
the rankings are based only on domestic
first-class mail and on domestic parcel

Sources: Websites of the postal services listed. Prices as of June 2012. Purchasing
power parity data from the OECD and the World Bank.

post for a package with specific
characteristics. Second, the rankings do
not adjust for differences among posts in service
quality. Third, each foreign post is counted equally;
they are not weighted by variables such as mail
volume or anation’s gross domestic product. Fourth,
the specific numbers depend on the countries in the
sample. It would be worthwhile to extend the study
by considering more types of mail products,
attempting to adjust for service quality differences,
perhaps weighting the foreign results by foreign
posts' relative sizes, and adding more foreign postal
services to the samples.

Would higher postal rates narrow or widen the
U.S. Postal Service's deficit?

The foreign experience aso provides rea-world
evidence that addresses a disagreement about whether
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USPS's finances would improve or worsen if it
raised its rates. The dispute arises because a price
increase has two opposing effects on receipts. It
increases the amount received per sale, which lifts
revenue. However, it also leads to fewer sales
because customers demand less of a product when its
price rises, and that depresses revenue.

Whether a price hike will generate more or less
revenue depends on which of these two effects
dominates. If the percentage increase in price
exceeds the percentage decrease in volume, the price
hike will boost revenue and profit. (Thisisknown as
inelastic demand with respect to price. For instance,
if a 1% price increase causes a 0.2% quantity
decrease, the price effect is bigger and revenue will
rise about 0.8%.) On the other hand, if the



percentage increase in price is smaler than the
percentage decrease in volume, revenue will fall and
so could net income. (This is known as elastic
demand. For instance, if a 1% price hike causes a
1.2% quantity decrease, the elasticity of demand is -
1.2 and revenue will fal about 0.2%. More
information is needed to know what will happen to
net income in this case, because decreased volume
lowers input requirements, which reduces costs.’)

Many mail users and some members of Congress
implicitly assume the volume effect dominates (mail
demand is elastic). They fear higher posta rates
would drive away so many customers that USPS's
revenue would decline instead of increase. The most
vehement critics warn of a death spiral in which a
succession of price increases amed at boosting
revenue would instead crush mail volume and cause
a precipitous fal in revenue, destroy much mail-
related commerce, and make USPS's financial
problems far worse than they are now. For example,
when USPS filed an exigent rate request in 2010,
unsuccessfully seeking regulatory approval for an
above-inflation rate increase, averaging 5.6%, on
market-dominant products, one commentator blasted
the proposal for "defying al logical business sense"
and declared that the increase, if enacted, would
"send customers running and [push] the Postal
Service further into its own death spiral."

In contrast, the Postal Service generaly views
moderate rate increases as financially helpful. It has
raised rates on many occasions over the years, always
in the expectation that higher prices would bolster its
revenue. In 2010, the Postal Service similarly
believed that higher prices would "improve its
financia situation” when it asked for an exigent rate
hike.”

In a study for the Postal Service's Office of
Inspector General, Robert Cohen and Charles
McBride recognized that the practices of most
foreign postal services in developed countries offer
guidance regarding whether high rates help or hurt
the bottom line and decisively test the proposition
that prices dlightly above USPS's current rates would
produce a death spiral.’® Cohen and McBride write,
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"Many posts in developed countries in Europe and
Japan have higher prices than in the United States...
The mailing operations of these posts are aimost all
profitable."* In other words, the lofty prices
common at foreign posts furnish practical evidence
that postal rates much higher than those at USPS are
financiadly viable, with no appearance of a death

spiral.

It might be added that if high-price foreign posts
thought they could become more profitable by cutting
prices, they would quickly do so; neither customers
nor politicians would object. Instead, the
overwhelming majority of foreign posts indicate
through their actions that they see financial benefit in
keeping rates high. Hence, judging by experiencesin
other nations, USPS's financial distress could be
eased through rate increases, if Congress wished to
take that route.

Additional evidence that higher postal prices
generally produce more revenue comes from many
careful studies done over the years, in this country
and elsewhere, that have empirically estimated the
price elasticities of demand for various postal
products® Those studies have found that most
postal products have inelastic demands, which refutes
the view that rate hikes are financially self-defeating.
To be sure, not al postal products are equally price
inelastic; rate increases beyond some point would be
counterproductive; and sudden, large price hikes
could be unnecessarily disruptive and cause "rate
shock”. Another caveat is that the growth of
electronic substitutes may have made the demands
for some postal products more price sensitive than
they once were.*

People who seek domestic evidence but are
reluctant to rely on econometric elasticity estimates
can adternatively ask whether the Postal Service's
revenue seemed to rise or fall following the many
past occasions on which it increased its prices. The
answer is that revenue dependably rose after rate
increases. Indeed, from the early 1970s until the rate
setting process was changed by the Posta
Accountability and Enhancement Act of 2006
(PAEA, PL. 109-435), the Service's standard



response to losses was to boost rates, which pushed
up receipts and normally restored profitability until
rising costs eroded the gains and set the stage for the
next rate increase.

How a well-run, self-supporting enterprise
responds to market adversity depends on the specific
conditions it faces. The U.S. newspaper industry
provides adramatic, real-world example from another
industry that higher prices sometimes make sense for
businesses in trouble. Since 2006, newspapers have
lost over half their advertising revenue,® which is
their main income source, and circulation volume is
declining. In percentage terms, their revenue loss is
far worse than what the Postal Service has suffered.
Many newspapers have responded by significantly
increasing their newsstand and subscription prices, as
well as sharply cutting their staffs, believing those
changes, while distasteful, offer the best chance for
survival.

This discussion suggests an additional reason
why the U.S. Postal Service is so financially weak
compared to most other posts. It is conceivable that
a least a few foreign posts have healthier bottom
lines than USPS not because they have smarter
managers or less expensive workers or better
designed networks or are subject to less government
interference, but simply because they charge more.

Current law restricts U.S. Postal Service rate
increases

Years ago, Congress directly set the rates that
the old Post Office Department charged. However,
because rate increases caused political pain, they
were infrequent, which is one of the reasons why the
Post Office Department chronically ran massive
deficits. Over the period 1950-1970, the agency’s
losses averaged 16.4% of costs.® (USPS's deficit
in 2011, which is appropriately ringing alarm bells
throughout the nation, was "only" 7.2% of costs.?

To place the government enterprise on a more
businesslike footing, Congress enacted the Postal
Reorganization Act of 1970 (P.L. 91-375). Among
its reforms, that act removed Congress from direct
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involvement in setting postal rates. It created a
regulator concerned with both efficiency and equity
and implemented cost-of-service rate regulation,
whereby "rates and fees shall provide sufficient
revenues so that the total estimated income and
appropriations to the Postal Service will equal as
nearly as practicable total estimated costs."®

In 2006, because of complaints that rate cases
took too long, were too adversarial, and gave the
Service too little flexibility to adjust rates quickly in
response to changing market conditions, Congress
moved to a more modern regulatory system, rate-cap
regulation, as the centerpiece of PAEA. An
additional criticism of cost-of-service regulation, in
comparison to rate-cap regulation, was that it did not
provide strong incentives to control costs, in that a
regulated business can generally recover higher costs
simply by raising its prices. (It is much to USPS's
credit that, despite the weak incentives of cost-of-
service regulation, it was sufficiently efficient to
maintain low rates by international standards while
subject to that type of regulation.) Under the new
regulatory system, the Service has considerable
flexibility to change rates, subject to the constraint
that the prices of market-dominant products do not
rise faster than the inflation rate®® The cap does
not apply to competitive products. Instead,
competitive products are subject to the requirements
that each product coversits attributable costs and that
competitive products collectively make what the
regulator deems to be a reasonable contribution to
overhead costs?” (Both sets of rules attempt to
protect consumers. The rate cap on market-dominant
products seeks to prevent the Service from exploiting
mail users over whom it has great market power.
The rate floor on competitive products aims to
prevent the Service from selling competitive products
below cost and forcing market-dominant-product
customers to subsidize competitive products.)

PAEA alows a narrow exception to its rate cap,
permitting above-inflation price increases on market-
dominant products for financial distress that is "due
to either extraordinary or exceptional
circumstances."”® In 2010, as mentioned earlier, the
Service requested a higher-than-inflation price



increase on the basis of the exigent provision.
However, the Postal Regulatory Commission (PRC),
with the strong backing of Senator Susan Collins
(R-ME), one of PAEA’s principal authors, denied the
Service' srequest, ruling that its problems are not due
to the specia circumstances cited by the Service and,
hence, do not meet the conditions needed to invoke
PAEA’s limited escape clause.”

If the Postal Service wishes to secure an above-
inflation rate increase on market-dominant products,
it will have to persuade Congress to authorize the
increase.

Assessing postal rate hikes from the per spective of
what is least bad

Higher real postal rates would burden mail users
and render mail less of a bargain. However, rather
than automatically opposing rate increases because
they are painful, a better approach is to recognize
that sometimes we must make unpleasant choices.
The fundamental question Congress should ask is
whether aspecial, above-inflation rate increase would
be better or worse than the alternatives. The Postal
Service's financiad distress is undermining its
financial sustainability and forcing it to consider
major, adverse changes in service quality and a
diminished universal service obligation (USO).
Higher postal rates would allow some of the painful
service changes to be avoided. Senator Thomas
Carper (D-DE) aptly expressed this idea when he
wrote, "[I]f something is worth having, it is worth
paying for."*® Congress should also keep in mind
a third approach that can help keep prices low and
service quality high: the more flexibility it gives the
Postal Service to trim costs not closely related to the
agency’s core mission, the fewer difficult tradeoffs
will need to be made between the price and quality
of mail service.

In some cases, a rate increase would not be
worth the money. For instance, the Postal Servicein
recent years has pointed to numerous public opinion
surveys indicating that most individuals would rather
lose Saturday mail delivery than accept higher postal
rates.® The Service has further noted that many,
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although not all, commercia mailers share that
sentiment.* Those views suggest that an
above-inflation rate hike in order to finance Saturday
delivery might not be a good value. (If Saturday
delivery were to be dropped, an option to consider is
offering it for a surcharge to those who badly want
it.) As another example, a real rate increase would
meet vehement and justified opposition if its only
purpose were to delay needed operational reforms by
a year or two. Mail users would feel they were
unfairly being singled out to bear the pain, and the
higher prices would, in effect, be subsidizing
inefficiency, which is undesirable from the
perspective of the overall economy.

In some other cases, though, a real rate increase
may be the lesser evil. For example, suppose
mounting deficits prompt the Service to contemplate
operational changes that would seriously degrade
reliability. Because mail’s value would plummet if
senders and recipients became uncertain when, or if,
their letters and small packages would arrive, it might
be reasonable to maintain reliability by raising postal
rates. Or suppose that USPS's deficits were to lead
to calls for a taxpayer bailout. It is difficult to
justify a taxpayer balout when the federa
government is already running unsustainably large
budget deficits and especially hard to defend a
bailout as more of the mail stream becomes
advertising, which now comprises about 60% of the
mail that households receive.*® Higher rates would
be a better option than a taxpayer bailout, although
both choices are unappealing.

Several foreign governments have permitted
above-inflation price increases to preserve service
guality. For instance, Canada Post is in the middle
of five years of above-inflation price increases that
will take a first-class domestic stamp from 53 cents
(Canadian) in 2009 to 65 centsin 2014. Canada Post
said it needed the increases to fund "critical
infrastructure investment,” "ensure that Canada Post
can continue to meet its service obligations to
Canadians,” and "address Canada Post's financial
pressures in order to ensure it does not become a
burden on taxpayers."* As a second example, the
U.K.”s Royal Mail boosted many of its rates in April



2011, with the price of a first-class stamp climbing
from 41 to 46 pence (over 50% higher than USPS's
price when one converts pounds into dollars), after its
regulator agreed that higher rates were "required to
help dleviate the company’s short term cash flow
problems, and to keep on track the modernisation
programme necessary to secure the ongoing
sustainability of the universal service"* (This
spring, Royal Mail again raised its prices, with the
price of afirst-class stamp jumping a whopping 30%,
from 46 to 60 pence.*® Although Royal Mail claims
the latest increase is to support the USO, some
observers believe the real goal isto earn an attractive
rate of return.)

In their study for the Postal OIG, Cohen and
McBride argue that higher postal rates here will be
difficult to avoid because of the profound and
continuing decline in mail volume coupled with
USPS's high fixed costs** The problem is that as
volume falls, there are fewer units over which to
spread the Service's overhead, which means each
remaining piece of mail must cover more fixed costs.
In consequence, their argument continues, postal rates
that once would have allowed USPS to break even or
earn a profit will now produce losses, with the red
ink growing over time as volume continues declining.
Intensifying the financial distress, the mail mix is
shifting away from high-margin first-class mail
toward lower-margin advertising mail. USPS often
notes that it takes three pieces of advertising mail to
equal the contribution to overhead made by a piece
of first-class mail.* Cohen and McBride conclude
that real rate increases are necessary if the U.S.
Postal Service is to remain financially viable.

The case for an above-inflation postal rate
increase would be most persuasive if Congress made
it one component of a balanced package that
maintains acceptable service standards while
rationalizing the Service's nationwide facility
network and significantly reducing its labor costs.
Labor-related expenses are the elephant in the room
at approximately 80% of USPS's total costs. As
mail demand shrinks and the Service' sunit costsrise,
Congress should recognize that its mandates, which
also drive up the Service' s costs, increasingly conflict

with USPS's core mission of providing reliable,
affordable, self-financing mail service to everyonein
the nation.* Were Congress to enact an above-
inflation rate increase without cost-management
reforms, a significant danger is that financia
discipline would slacken and the extra revenue would
be eaten up by higher costs.

If Congress imposed fewer mandates, USPS
would have greater operationa flexibility and be
better able to shed expenses in response to falling
volume.®® A portion of the cost savings would
occur because some of the Service's "fixed" costs are
fixed only due to statutes and political pressure, not
by production technology. With fewer inflexible
mandates, there would be less tendency for unit costs
to rise as mail volume declines. The cost savings
would moderate the price increase needed to return
the Postal Service to solvency.

If Congress grants a special rate increase, how
should it be apportioned among various mail
products?

In the five-year business plan it floated in
February, the Postal Service suggested that the price
of a first-class stamp jump 11.1%, from 45 cents to
50 cents® The Service estimates the five-cent
increase, which would apply exclusively to single-
piece first-class mail customers, most of whom are
households and small businesses, would improve its
bottom line by about $1 billion annually.* USPS's
trial balloon spotlights the question of which
customers should pay more, if Congress decides to
allow higher rates.

There are severa possible explanations for why
the Service is aiming its proposal at single-piece
first-class mail users, but al of them are troubling.
One possibility is that USPS, after identifying some
service reductions that would save money but be
especialy harmful to single-piece first-class mail
users, is offering to forgo the service cutsif the same
customers pay higher rates. If this is the Service's
thinking, it amounts to saying that the households
and small businesses sending most single-piece first-
class mail will be forced to shoulder an especially
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heavy burden one way or another. An objection to
such an approach is that it does not tell us why so
much of the burden should be placed on single-piece
first-class mail usersin the first place.

A concentration on single-piece first-class mall
might be justified if current single-piece first-class
rates were low relative to those of other USPS
products and services, but the opposite is the case.
In 2011, rates on single-piece first-class mail
averaged 161.2% of attributable costs.®®
(Attributable cost is a technical term for the costs
associated with each product or class of products,
including variable costs and some product-specific,
nonvariable costs) While that is less than the
average attributable-cost coverage on al first-class
mail, which was 199.4%, it substantially exceeds the
average attributable-cost coverage on Postal Service
products and services other than first-class mail,
which was 133.6%.*

Another possibility is that the Service thinks it
would be sensible to target single-piece first-class
mail because demand for it is relatively inelastic.
The low elasticity means that most of a price
increase would feed into higher revenue and only a
little would be lost to an induced drop in mail
volume. USPShashistorically treated first-class-mail
customers as cash cows due to their low
responsiveness to price changes and heaped a
disproportionate share of the agency’s total costs on
them. The further argument is sometimes made that
it is dlocatively efficient to place the highest
markups on the least elastic products (Ramsey

pricing).

One caution regarding arguments based on low
elasticity is that with the continued development of
electronic substitutes, the demand for first-class mail
may have become more price elastic than was once
the case. A deeper objection is that the low price
sensitivity of first-class mail is not due to natural
forces but to the statutory monopolies on letter
delivery and mailbox access. Because of the
government-created monopoly, first-class mail users
cannot turn to other mail providersif USPS raisesits
prices, which means USPS loses fewer customers

than otherwise when its raises the prices of its
monopoly-protected products.* (Much advertising
mail is also subject to the statutory monopoly. But
advertising mail has been more price elastic than
first-class mail because advertisers have historically
had a greater range of acceptable non-mail
aternatives.) The mail monopoly supposedly exists
to provide people throughout the country with
affordable, convenient postal access and service, and
one of the classes of mail for which that is deemed
most important is first-class mail. Given that one of
the monopoly’ s major goalsis supposedly to promote
and protect first-class mail use, it would be unjust,
counterproductive, and hypocritical to employ a
consequence of the monopoly as arationalization for
charging extra high prices to households and
businesses that depend on single-piece first-class
mail.

Accordingly, if Congress decides to grant USPS
a specia rate increase, it should include protections
for first-class mail users, which would be the
opposite of the Service's tentative suggestion.

If time were not of the essence, Congress might
wish to instruct the PRC to open an old-style
omnibus rate case, in order to hear from all
concerned parties and arrive at a set of rate changes
that carefully balance efficiency, equity, and self-
sufficiency objectives. Unfortunately, an omnibus
rate case can easily take a year and a half between
when preparations begin and when the rate increase
becomes effective. To avoid that long delay and in
light of the Service's rapidly deteriorating finances,
a better choice might be an across-the-board rate
increase that would apply uniformly to amost all
USPS products and services. A further advantage of
a uniform increase is that Congress would avoid
trying to pick winners and losers among posta
products, a task for which it is ill-suited. The one
exception is that Congress might want to authorize
additional increases for products that are "under
water", with attributable costs exceeding prices,
meaning the Service losses money on every unit it
sells.  The PRC identified 10 market-dominant
products and services that failed to cover their
attributable costs in 2011  Congress could
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combine the approaches by ordering an immediate,
uniform rate hike to give USPS prompt financial
relief, while at the same time instructing the PRC to
open an omnibus rate case, which could result, later,
in modifications in how the increase is spread among
USPS's various products and services.

Conclusion

In designing PAEA, Congress hoped an
inflation-based price cap on market-dominant
products would motivate the U.S. Postal Service to
strive for greater efficiency. Spurred on in part by
that incentive, the Service's senior managers have
worked diligently both to remove excess costs from
the system and to generate added revenue by
developing new or improved postal products.
Unfortunately, the combination of the precipitous
drop in mail demand that began during the "great
recession” and Congressional restrictions on cost
management have overwhelmed USPS's efforts to
bring costs into balance with revenue.

Postal officials and informed observers had long
expected that electronic aternatives would displace
an increasing portion of the mail stream. Based on
historic trends, a reasonable expectation was that
electronic diversion would occur gradually, and
USPS would have many years during which to
adjust.’ Reality, of course, proved far different.
From 2006 to 2011, total postal volume dropped
21.2%, with the volume of highly profitable
first-class mail plummeting 25.0% and other
products volume falling 18.0%.%

The decline in demand does not justify a
taxpayer bailout for the Postal Service any more than
it does for other enterprises that have been buffeted
in the past or present by changes in technology or a
weak economy, ranging from blacksmiths to
typewriter manufacturers to newspaper publishers to
construction companies to home furnishing stores.
However, it does mean that the Postal Service needs

urgently to implement major operational adjustments.
Despite some missteps, the Postal Service has made
impressive progress in responding to the challenge.
Postmaster General Donahoe told Congress that the
Service has reduced its annual costs "by more than
$19 billion" through operational adjustments it
undertook during the period 2000-2011.*° Because
of the magnitude of the revenue decline and the
expectation that mail demand will continue falling,
however, the savings are not nearly enough.

If the U.S. Postal Service is to be financially
viable, Congress needs to enact genuine posta
reform.  The centra element should be less
Congressional micromanagement of postal operations,
which would allow USPS better to control its costs.
Congress should also stretch out the time frame over
which the Service must fund the retirement health
benefits it promises its workers, and alow the
Service to withdraw some money from pension funds
that are currently overfunded by roughly $13
billion.*®

A specid rate increase by itself carries the
danger that the money it brings in might become an
excuse to delay or water down the operational
changes that the Postal Service needs. However, an
above-inflation, across-the-board rate increase could
be a valuable addition if approved as part of an "all
of the above" reform package. In deciding if arate
increase belongs in areform package, the question to
ask is whether the benefits in the forms of fewer cuts
in mail service and improved financia viability are
worth the higher rates.

Much higher prices than those seen here are part
of the business plans of many successful foreign
posts. Even with a rate increase, postal rates in this
country would remain an international bargain.

Michael Schuyler
Senior Economist
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This is another of a continuing series of IRET papers examining the U.S. Postal Service. IRET began its
work in this area in the mid 1990s. Norman Ture, the organization’s founder, believed that growth and
prosperity are advanced by restricting government to a limited set of core functions. From this per spective
he was concerned about the activities of government owned and sponsored businesses. The Postal Service
stands out among gover nment businesses because of its size —it currently employs about 25% of the federal
government’s civilian workforce. For many years — but fortunately much less so in recent years — it was
also notable for aggressively trying to expand beyond its core mission into nonpostal commercial markets.
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