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AGENCY: Postal Regulatory Commission.
ACTION: Proposed rulemaking.

SUMMARY: The Commission is proposing
to amend its existing rule related to the
minimum amount that competitive
products as a whole are required to
contribute to institutional costs
annually. The proposed rule changes
were developed during the
Commission’s second review of whether
the appropriate share level should be
retained, eliminated, or modified. The
Commission invites public comment on
the proposed rule.

DATES: Comments are due: April 16,
2018.

ADDRESSES: Submit comments
electronically via the Commission’s
Filing Online system at http://
www.prc.gov. Those who cannot submit
comments electronically should contact
the person identified in the FOR FURTHER
INFORMATION CONTACT section by
telephone for advice on filing
alternatives.

FOR FURTHER INFORMATION CONTACT:
David A. Trissell, General Counsel, at
202-789-6820.
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1. Introduction

In this proceeding, the Commission
conducts its second 39 U.S.C. 3633(b)
review of the appropriate share that
competitive products contribute to
institutional costs. See 39 U.S.C.
3633(b). The purpose of the
Commission’s review is to determine
whether the existing 5.5-percent
appropriate share should be retained,
modified, or eliminated after
considering all relevant circumstances.
See id.; see also 39 CFR 3015.7(c).

Postal Service products are
characterized as either market dominant
or competitive. 39 U.S.C. 3642(b)(1).
Market dominant products are those
products over which the Postal Service
exercises sufficient market power to
effectively set prices substantially above

costs, raise prices significantly, decrease
quality, or decrease output, without risk
of losing a significant level of business
to other firms offering similar products.?
Competitive products consist of all
other Postal Service products.2 All
Postal Service costs are classified as
either attributable or institutional.
Attributable costs are costs that are
assigned to specific products on the
basis of reliably identified causal
relationships.3 Institutional costs are
residual costs that cannot be specifically
attributed to either market dominant or
competitive products through reliably
identified causal relationships.4

In this Notice of Proposed
Rulemaking, the Commission proposes
that a formula be used to calculate the
minimum amount that competitive
products as a whole are required to
contribute to institutional costs
annually (i.e., the appropriate share). As
discussed in the sections that follow,
the Commission proposes to modify the
appropriate share based on its analysis
of all relevant circumstances in
accordance with 39 U.S.C. 3633(b).

II. Procedural History

On November 22, 2016, the
Commission issued an Advance Notice
of Proposed Rulemaking establishing
the instant docket, appointing a Public
Representative, and providing interested
persons with an opportunity to
comment on the Commission’s
examination of the appropriate share.5

A. Summary of Filings
The Postal Service, the Public
Representative, Amazon Fulfillment

Services, Inc. (Amazon), the American
Catalog Mailers Association (ACMA),

1]1d. Examples of market dominant products
include products in the First-Class Mail, USPS
Marketing Mail, and Periodicals classes.

2]d. Examples of competitive products include
Priority Mail, Priority Mail Express, and First-Class
Package Service.

3 Attributable costing was most recently
considered in Docket No. RM2016—-2, wherein the
Commission examined the concept of reliably
identifiable causally related costs and expanded the
scope of Postal Service cost attribution. See
generally Docket No. RM2016-2, Order Concerning
United Parcel Service, Inc.’s Proposed Changes to
Postal Service Costing Methodologies (UPS
Proposals One, Two, and Three), September 9, 2016
(Order No. 3506). This case is currently pending
before the United States Court of Appeals for the
District of Columbia Circuit.

+Examples of institutional costs include the
Postmaster General’s salary, building project
expenses, and area administration expenses.

5 Advance Notice of Proposed Rulemaking to
Evaluate the Institutional Cost Contribution
Requirement for Competitive Products, November
22, 2016 (Order No. 3624). The Advance Notice of
Proposed Rulemaking to Evaluate the Institutional
Cost Contribution Requirement for Competitive
Products was published in the Federal Register on
November 29, 2016. See 81 FR 85906.

Former Utility Regulators (FUR), the
Greeting Card Association (GCA), the
National Association of Letter Carriers,
AFL—CIO (NALC), the Association for
Postal Commerce (PostCom),
Stamps.com, United Parcel Service, Inc.
(UPS), and a collective group of market
dominant mailers and competitive
shippers filed initial comments.¢ In
addition, representatives 7 for Amazon
and UPS filed declarations supporting
the initial comments.

Business Optimization Services
(BOS), eBay, Inc. (eBay), the National
Postal Policy Council (NPPC), National
Association of Presort Mailers (NAPM),
GCA, MDMCS, the Postal Service, the
Public Representative, Amazon, and
UPS filed reply comments. In addition,
representatives for Amazon and UPS
filed declarations supporting the reply
comments.? Appendix A contains the
full list of comments, reply comments,
related citations, and related filings.®

Several motions were filed by
Amazon and UPS between January 4,
2017, and February 9, 2017, relating to
access to non-public materials.10 In
addition, on January 26, 2018, UPS filed
a motion to supplement the record in
this docket.1? Appendix B provides a

6 The collective group of mailers includes the
Parcel Shippers Association (PSA), Alliance of
Nonprofit Mailers, American Gatalog Mailers
Association, Continuity Shippers Association, Data
& Marketing Association, Envelope Manufacturers
Association, National Association of Presort
Mailers, National Newspaper Association, PSI
Systems, and Stamps.com (collectively “Market
Dominant Mailers and Competitive Shippers”
(MDMCS)). Parties that make up MDMCS are
organizations that represent market dominant
mailers, competitive product shippers, or users of
both market dominant and competitive products.
MDMCS Comments at 1.

7 The Amazon representative was John C. Panzar
(Panzar), and the UPS representative was J. Gregory
Sidak (Sidak).

8 The Amazon representative was Panzar, and the
UPS representatives were Sidak and Dennis W.
Carlton (Carlton).

9Federal Express Corporation (FedEx) filed
comments on January 23, 2017. Comments of
Federal Express Corporation, January 23, 2017. On
January 26, 2017, FedEx filed a motion to withdraw
its initial comments. See Motion to Withdraw
Comments, January 26, 2017. This motion is
granted. FedEx’s comments, filed January 23, 2017,
were not considered by the Commission as part of
its review in this docket.

10 Although some of these motions were filed in
a separate docket, the movants specifically asserted
that they intended to use the requested materials for
purposes of the instant docket as well.

11 United Parcel Service, Inc.’s Motion to
Supplement Record, January 26, 2018 (Motion to
Supplement Record). In its Motion to Supplement
Record, UPS requests that the record in this docket
be supplemented to include a portion of an
informal transcript from a DC Circuit appellate case
(No. 16—1354) in which UPS sought appellate
review of Commission Order No. 3506 related to
attributable costing. Motion to Supplement Record
at 1-2. Both Amazon and PSA filed oppositions to
UPS’s Motion to Supplement Record. See Answer
of Amazon.com Services, Inc., to Motion of United
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list of motions and Commission orders
on motions relating to access to non-
public information filed in this
proceeding.

B. Organization of Discussion

Section III of this Notice of Proposed
Rulemaking provides an overview of 39
U.S.C. 3633 and a discussion of the
Commission’s two previous decisions
concerning the appropriate share that
competitive products are required to
contribute to institutional costs.

Section IV discusses the proposed
change to the appropriate share
requirement. The Commission explains
its proposed formula-based approach
and analyzes its proposed formula
pursuant to the requirements of 39
U.S.C. 3633(b).

In section V, the Commission
provides an analysis of the relevant
Federal Trade Commission (FTC) report
pursuant to section 703(d) of the Postal
Accountability and Enhancement Act
(PAEA), Public Law 109-435, 120 Stat.
3198 (2006).12

Section VI discusses comments
received in this docket that have not
been addressed elsewhere in this Notice
of Proposed Rulemaking, organized by
whether the commenter proposed that
the current 5.5-percent appropriate
share be increased, maintained, or
eliminated.

Sections VII and VIII explain the
proposed changes to the rules and take
administrative steps in order to allow
for comments on the proposed changes
by interested persons.

III. Background

A. Relevant Statutory Requirements

The PAEA requires that competitive
products collectively cover what the
Commission determines to be an
appropriate share of the Postal Service’s

Parcel Service, Inc. to Supplement Record, February
2, 2018; Response of Parcel Shippers Association to
United Parcel Service, Inc.’s Motion to Supplement
Record, February 2, 2018. The Commission denies
the Motion to Supplement Record at this time. UPS
or any other interested party may raise the informal
transcript, as well as any related arguments
concerning it, in timely filed comments in response
to this Notice of Proposed Rulemaking.

12 As discussed in greater detail below,
uncodified section 703 of the PAEA directs the
Commission, when revising regulations under 39
U.S.C. 3633, to consider subsequent events that
affect the continuing validity of an FTC report that
analyzed the Postal Service’s economic advantages
and disadvantages in the competitive product
market when compared to private competitors. See
PAEA, 120 Stat. 3244; see also Federal Trade
Commission, Accounting for Laws that Apply
Differently to the United States Postal Service and
its Private Competitors, December 2007 (FTC
Report), available at: https://www.ftc.gov/sites/
default/files/documents/reports/accounting-laws-
apply-differently-united-states-postal-service-and-
its-private-competitors-report/080116postal.pdf.

institutional costs. 39 U.S.C. 3633(a)(3).
The Commission is required to revisit
the appropriate share regulation at least
every 5 years to determine if the
contribution requirement should be
“retained in its current form, modified,
or eliminated.” 39 U.S.C. 3633.

In making such a determination, the
Commission is required to consider “all
relevant circumstances, including the
prevailing competitive conditions in the
market, and the degree to which any
costs are uniquely or disproportionately
associated with any competitive
products.” Id. Thus, by its terms,
section 3633(b) provides three separate
elements that the Commission must
consider during each review: (1) The
prevailing competitive conditions in the
market; (2) the degree to which any
costs are uniquely or disproportionately
associated with competitive products;
and (3) all other relevant circumstances.

B. Previous Commission Decisions

1. Docket No. RM2007-1

In promulgating its initial competitive
product rules following the enactment
of the PAEA, the Commission set the
minimum competitive product
contribution level at 5.5 percent.?3 In
doing so, the Commission considered
various proposals for how best to
quantify the appropriate share,
including “equal unit contribution,”
“equal percentage markup,” “markup of
competitive products’ attributable
costs,” and “‘percentage of revenues.” 14
The Commission ultimately determined
that basing competitive products’
contribution on a percentage of total
institutional costs was more easily
understood and mirrored the directive
of section 3633(a)(3). Id. The
Commission also determined that the
appropriate share is a floor, or minimum
amount, with “the hope (and
expectation) . . . that competitive
products will generate contributions in
excess of the floor.” Id. at 72.

Although the Commission projected,
based on the recommended rates at the
time, that competitive products would
contribute 6.9 percent to institutional
costs in test year 2008,15 the

13 See Docket No. RM2007-1, Order Establishing
Ratemaking Regulations for Market Dominant and
Competitive Products, October 29, 2007, at 91, 138
(Order No. 43).

12 See Docket No. RM2007-1, Order Proposing
Regulations to Establish a System of Ratemaking,
August 15, 2007, at 70 (Order No. 26).

15 Under the system of ratemaking in place prior
to the PAEA, rates were set to allow the Postal
Service to break even over a series of years. As part
of those pre-PAEA rate cases, the revenue necessary
for the Postal Service to break even in a single year
was calculated and rates were designed to meet that
revenue requirement. Those break-even years were
called “test years.” See Docket No. RM2017-3,

Commission set the minimum
contribution level lower due to the
differences between the old ratemaking
system and the new one being
implemented pursuant to the PAEA.
Order No. 26 at 70-72. In addition, the
Commission considered the risks
inherent in a mandatory contribution
level. At the time, the Commission
considered that setting it too high could
hinder the Postal Service’s flexibility to
compete, while setting it too low could
give the Postal Service an artificial
competitive advantage. Id. at 73.

Ultimately, the Commission
considered the amount that competitive
products had historically contributed to
the Postal Service’s institutional costs as
a reasonable means of quantifying the
appropriate share at that time. Id. at 74.
The Commission estimated that
competitive products’ contribution to
total institutional costs had been 5.4
percent and 5.7 percent in the two
previous fiscal years, and it set the
appropriate share at 5.5 percent. Id. at
73; Order No. 43 at 91.

2. Docket No. RM2012-3

The Commission completed its first
review of the appropriate share,
required by section 3633(b), in Docket
No. RM2012-3.16 The Commission first
addressed the factors enumerated by
section 3633(b), including the prevailing
competitive conditions in the market
and the degree to which any costs were
uniquely or disproportionally associated
with competitive products, followed by
a discussion of other relevant
circumstances. See 39 U.S.C. 3633(b).
The Commission ultimately determined
that the minimum appropriate share
should be maintained at 5.5 percent.
Order No. 1449 at 1-2.

a. Prevailing Competitive Conditions

The Commission found three
“prevailing competitive conditions in
the market” relevant to its analysis: (1)
Whether any evidence existed
suggesting that the Postal Service had
benefitted from a competitive advantage
with respect to competitive products; (2)
changes to the Postal Service’s market
share with respect to competitive
products between 2007 and 2011; and
(3) changes to the market and to the
Postal Service’s competitors between
2007 and 2011. Id. at 14.

With regard to competitive advantage,
the Commission first noted the FTC

Order on the Findings and Determination of the 39
U.S.C. 3622 Review, December 1, 2017, at 24 (Order
No. 4257).

16 See Docket No. RM2012-3, Order Reviewing
Competitive Products’ Appropriate Share
Contribution to Institutional Costs, August 23, 2012
(Order No. 1449).
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Report which had concluded that, with
regard to competitive products, the
Postal Service operated at a net
competitive disadvantage relative to its
competitors.?” Next, the Commission
concluded that there was not any
evidence of predatory pricing by the
Postal Service.18 Finally, the
Commission noted that one of the
PAEA’s reforms had been to make
federal antitrust law generally
applicable to the Postal Service, but no
antitrust-related action had been taken
against the Postal Service. Id. at 16.

The second market condition
considered by the Commission was the
Postal Service’s share of the market. Id.
The Commission determined that there
had not been a significant increase in
the Postal Service’s market share
between Fiscal Year (FY) 2007 and FY
2011, which minimized concerns about
any artificial advantage the Postal
Service might have over its competitors.
Id. at 18.

The third and final market condition
considered by the Commission was
changes to the market and the Postal
Service’s competitors since the initial
appropriate share level was set in 2007.
Id. The Commission noted that the
package delivery market was expected
to expand in the coming years, and that
a significant competitor (DHL) had
exited the market. Id. Nevertheless, the
Commission ultimately determined that,
although these market changes had
provided the Postal Service with an
opportunity to expand its competitive
services, the Postal Service had
continued to price its competitive
products in such a way that they
contributed more than the required 5.5
percent towards institutional costs. Id.
at 19. As a result, the Commission found
that there was no evidence that changed
circumstances had provided the Postal
Service with an unfair advantage. Id.

b. Unique or Disproportionate Costs

In considering the second element of
section 3633(b) related to unique or

17Id. at 14-15; see FTC Report at 64. The FTC
Report is discussed in more detail in section V,
infra.

18 Order No. 1449 at 16. The Postal Service would
be engaging in predatory pricing if it set its
competitive services’ prices below their marginal
costs. See id. at 15. However, the Commission
found that the Postal Service’s ability to engage in
such behavior is effectively mitigated by 39 U.S.C.
3633(a)(2), which requires each competitive
product to cover its attributable costs. Id. Moreover,
the Commission observed that because the
appropriate share requirement assigns a portion of
the Postal Service’s fixed costs to competitive
products collectively, it effectively works to impose
an additional level of protection against anti-
competitive pricing by forcing the Postal Service to
set prices at levels capable of generating sufficient
revenue to cover those costs. Id.

disproportionate costs, the Commission
found that there were no unique or
disproportionate costs associated with
competitive products that would affect
the appropriate share. Id. at 14 n.14.

c. Other Relevant Circumstances

The Commission also discussed
multiple factors that it considered
relevant to its review of the appropriate
share.

First, the Commission addressed the
contribution level of competitive
products to institutional costs over the
preceding 5 years. Id. at 19-21. The
Commission determined that between
2007 and 2011 the contribution level
had generally increased, ranging from
5.54 percent to 7.82 percent of total
institutional costs, which in dollar
terms represented a 29-percent increase
since FY 2007. Id. at 20-21. Therefore,
the Commission found that the 5.5-
percent appropriate share requirement
had not “hampered” the Postal Service
in pricing its competitive products. Id.
at 21.

The Commission then considered
changes to competitive product
offerings and the mail mix that occurred
over the preceding 5 years. The two
major changes that the Commission
identified were the transfer of both
commercial First-Class Mail Parcels and
Commercial Standard Mail Parcels to
the competitive product list.19 Despite
changes to competitive product
offerings, the Commission determined
that the 5.5-percent appropriate share
continued to accurately reflect the
proportion of institutional costs that
should be borne by competitive
products. Id. at 23.

The final factor addressed by the
Commission was the level of
uncertainty regarding the Postal
Service’s business and financial
condition in FY 2012. Id. Specifically,
two proposals by the Postal Service
were pending at that time which
proposed to alter certain service
standards and restructure aspects of the
Postal Service’s retail network. Id. This,
combined with the Postal Service’s
“unsustainable” financial performance
in the most recently available quarterly
data, led the Commission to conclude
that the resolution of these uncertainties

19]d. at 21-22. The Commission determined that
as a result of these transfers, total competitive
revenue and volume had increased by 55.8 percent
and 21.4 percent, respectively. Id. at 22. As a share
of total volume, these transfers increased
competitive products’ share from 0.8 percent to 1.6
percent. Id. The Commission recognized the
possibility that should competitive product
volumes increase substantially in relation to market
dominant volumes, the Commission could consider
modifying the appropriate share ‘“‘under the right
circumstances.” Id. at 22—23.

had the potential to affect the
relationship of attributable costs to
institutional costs, thus affecting the
appropriate share contribution
requirement in the future. Id.

In concluding its first 5-year review,
the Commission determined that
“[t]laken together, the totality of these
relevant considerations support[ed] a
conclusion that retaining the . . .
appropriate share contribution level [at
5.5 percent] [was] appropriate at [that]
time.” Id. at 24.

IV. Commission Analysis

A. Change in Approach to Setting
Competitive Products’ Appropriate
Share

In Docket No. RM2007—-1, the
Commission used the historical
contribution of competitive products to
set the initial appropriate share
percentage. In Docket No. RM2012-3,
the Commission examined the
requirements of 39 U.S.C. 3633(b) in an
analysis that blended qualitative and
quantitative factors, the result of which
led the Commission to maintain the
minimum appropriate share at 5.5
percent. In this review of the
appropriate share, the Commission
analyzes the requirements of 39 U.S.C.
3633(b) and proposes to change its
approach to setting the minimum
appropriate share by using a formula
that would annually update the required
amount based on market conditions.

When an agency action represents a
change in policy or approach, three
criteria must be met in order to justify
the change: (1) The agency must
acknowledge that it is changing its
policy; (2) the agency must provide a
reasoned explanation for the new
policy; and (3) the policy must be
permissible under the controlling
statute.2® As the Commission has
already acknowledged that a formula-
based approach represents a change in
the approach to setting the appropriate
share, the Commission now turns to its
explanation for the changed approach.

At the time the appropriate share was
initially set in Docket No. RM2007-1,
the postal regulatory system was
undergoing substantial changes as a
result of the enactment of the PAEA. In
setting the appropriate share at 5.5
percent, the Commission selected an
“easily understood” percentage based
on competitive products’ historical
contribution to institutional costs

20 Fed. Commc’n Comm’n v. Fox Television
Stations, Inc., 556 U.S. 502 (2009). The Court
reviewed this issue after the FCC expanded what
could be considered actionably indecent language
under 18 U.S.C. 1464 and then enforced the
expanded policy, which was later challenged by
broadcasters.
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during the previous 2 fiscal years. Order
No. 26 at 70, 73. The Commission was
also “mindful of the risks of setting [the
appropriate share] too high, particularly
at the outset of the new system of
regulation.” Id. at 73.

Five years later, in Docket No.
RM2012-3, the Commission maintained
the appropriate share at a static 5.5
percent. At that time, the Postal Service
had only offered competitive products
for 5 years. Without any evidence that
the Postal Service was benefiting from a
competitive advantage or that the
market was not competitive, the
Commission determined maintaining
the appropriate share at 5.5 percent was
the correct course. Order No. 1449 at
16-19.

Relevant circumstances have changed
since the Commission’s last review and
over the 11 years since the enactment of
the PAEA. The economy has recovered
since the global financial crisis of the
late 2000s, and no major dockets
regarding the nature of postal services
(i.e., N cases) are currently pending
before the Commission, as they were in
Docket No. RM2012-3. As discussed in
section IV.C, infra, the Postal Service’s
market share, competitive volumes, and
competitive contribution as a percentage
of institutional costs have increased
steadily since 2007. As a result, the
Commission determines that the static
5.5-percent appropriate share should be
modified to better reflect the modern
competitive market. Given that the
Commission now has over 11 years of
data related to competitive products, a
formula-based approach that more
directly, accurately, and frequently
incorporates prevailing competitive
conditions in the market and other
relevant circumstances can be
constructed and applied.

The proposed change in approach is
also permissible under title 39. As noted
above, 39 U.S.C. 3633(a)(3) provides
that the Commission shall promulgate
and periodically revise the regulations
that “ensure that all competitive
products collectively cover what the
Commission determines to be an
appropriate share of the institutional
costs of the Postal Service.” 39 U.S.C.
3633(a)(3). In addition, the Commission
must review the appropriate share at
least every 5 years, taking into
consideration the three elements set
forth in 39 U.S.C. 3633(b).2 Section

21 See 39 U.S.C. 3633(b). The frequency of
Commission review was first addressed in Docket
No. RM2012-3, where the Commission stated that
its ability to review the appropriate share more
frequently than every 5 years allows the
Commission to modify the appropriate share when
there is a relevant change in circumstances. Docket
No. RM2012-3, Order Granting, in Part, Motion of

3633(a)(3) establishes the Commission’s
authority related to setting the
appropriate share, while subsection (b)
outlines the frequency of the
Commission’s review of the appropriate
share, as well as the elements the
Commission must consider as part of its
review.

The plain language of section 3633
reflects an express delegation of
authority to the Commission, by
Congress, to determine what share of
institutional costs is appropriate for
competitive products to cover.
Furthermore, Congress intended for the
Commission to have flexibility with
regard to the use of a specific
approach.22 The statute does not require
the Commission to use any specific
approach. The only limitation that is
placed on the Commission’s
determination is that it must consider
the three distinct elements described in
section 3633(b). Section 3633(b) also
plainly contemplates that the
appropriate share could change because
it specifies that the Commission should
determine if the appropriate share
should be retained, modified, or
eliminated in each review pursuant to
section 3633(b).

Although there is no committee or
conference report issued for the bill that
was enacted into law, the legislative
history underlying the PAEA confirms
the plain meaning interpretation of
section 3633. The PAEA was the
product of blending different versions of
postal reform legislation authored by the
House of Representatives and the
Senate. Drafts between 2000 and 2005
all included the same conflicting
language: House versions of the bill
would have required competitive
products to make “a reasonable
contribution” to institutional costs,
while Senate versions of the bill would
have required competitive products to
cover ‘“‘their share” of institutional
costs.23

the Parcel Shippers Association to Extend the
Period for Comments, March 7, 2012, at 4 (Order
No. 1276).

22 The Commission’s view with regard to the level
of flexibility intended by Congress is echoed by the
Public Representative. In comparing various
versions of the legislation that ultimately became
the PAEA, the Public Representative states that
“although the earlier standard was revised from
‘reasonable contribution’ to ‘appropriate share,’ it is
fair to conclude the drafters did not intend for the
Commission to follow a particular approach when
establishing the contribution standard.” PR
Comments at 5. Several other commenters use their
views of Congress’s intent and the legislative
history to support their positions. See, e.g., Postal
Service Comments at 2—4; Panzar Decl. at 3—5; UPS
Reply Comments at 6-8, 12—13; Sidak Reply Decl.
at 7-10.

23 See, e.g., H.R. 4341, 108th Cong. at 15 (2004);
S. 2468, 108th Cong. at 121 (2004); S. 662, 109th
Cong. at 145 (2005).

The committee report accompanying
H.R. 22, the House of Representatives’
2005 postal reform bill, noted that “the
requirement that competitive products
collectively make a reasonable
contribution to overhead” was a “broad
standard” which contained “inherent
flexibility,” and that the standard was
“not intended to dictate a particular
approach that the [Commission] should
follow.” 2¢ Although S. 2468, the
Senate’s 2004 postal reform bill, used
the phrase “their share,” the
accompanying committee report
explained that for the attribution of
competitive product costs, including
institutional costs, ‘‘the technical
decision of what cost analysis
methodologies are sufficiently reliable
at any given time to form the basis for
attribution should be left to the
[Commission].” 25 Both committee
reports imply that the House and the
Senate intended to provide the
Commission with some decision-making
flexibility with regard to the chosen
approach. The blended result of these
versions reflected the common view of
substantial Commission discretion, with
the PAEA’s requirement that “all
competitive products collectively cover
what the Commission determines to be
an appropriate share of the institutional
costs of the Postal Service.” See 39
U.S.C. 3633(a)(3).

Below, the Commission discusses the
two major components of its proposed
formula-based approach, explains all
other terms in the formula, and
describes how the formula would
function in order to calculate the
appropriate share. Following that, the
Commission addresses how its formula-
based approach satisfies the elements of
section 3633(b).

B. Formula-Based Approach

As indicated above, due to changes in
the market and an increase in the
availability and accessibility of
information over the last 11 years, the
Commission is proposing the regular
application of a formula-based approach
to setting the appropriate share. This
approach uses two components to
annually capture changes in the market
and the Postal Service’s position in that
market: the Postal Service Lerner Index
and the Competitive Market Output.

1. Postal Service Lerner Index

Section 3633(b) requires the
Commission to consider ““the prevailing
competitive conditions in the market”

24H.R. Rep. No. 109-66, pt. 1, at 49 (2005); see
H.R. 22, 109th Cong. (2005).

258, Rep. No. 108-318 at 9 (2004); S. 2468, 108th
Cong. at 121 (2004).
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as part of its review of the appropriate
share. 39 U.S.C. 3633(b). The prior
Commission decision relating to this
requirement focused on a number of
considerations, including: existence (or
nonexistence) of evidence suggesting
the Postal Service has benefitted from a
competitive advantage with respect to
its competitive products, changes to the
Postal Service’s market share since the
previous review, and changes to the
competitive market and Postal Service’s
competitors since the previous review.
See section II1.B.2, supra. Each
consideration is directed at ascertaining
the Postal Service’s market power in the
competitive market.26

Market power arises when a
competitor in the market: (1) Can
profitably set prices well above its costs
and (2) enjoys some protection against
entry or expansion by other competitors

Lerner Index =

Because the Postal Service is a multi-
product firm, it does not have a single
marginal cost and price; rather, it
consists of many products, each with its
own marginal cost and set of prices.
Therefore, to create a Lerner index
specific to the Postal Service’s
competitive products, the general
formula must be adapted to capture all
competitive products. To do so, the
Commission develops a Lerner index for
the Postal Service’s competitive
products as a whole using the average
unit volume-variable cost and revenue-
per-piece for all competitive mail, as
described below.

261t is important to note that the role of market
power under section 3633(b) is similar to, but
distinct from, the market power analysis that the
Commission conducts under section 3642 of the
PAEA. Under section 3642, the Commission is
required to determine if an individual product
should be classified as market dominant by
considering whether “the Postal Service exercises
sufficient market power that it can effectively set
the price of such product substantially above costs,
raise prices significantly, decrease quality, or
decrease output, without risk of losing a significant
level of business to other firms offering similar
products.” 39 U.S.C. 3642(b)(1). The analysis that
the Commission conducts in such cases involves
identifying a relevant market for the product in
question and then identifying reasonably
interchangeable substitutes for that product. See,
e.g., Docket No. MC2013-57 and CP2013-75, Order
Denying Request, December 23, 2014 (Order No.
2306); Docket No. MC2015-7, Order Denying
Transfer of First-Class Mail Parcels to the
Competitive Product Category, August 26, 2015
(Order No. 2686), remanded, 842 F.3d 1271 (D.C.
Cir. 2016); Docket No. MC2015-7, Order
Conditionally Approving Transfer, July 20, 2017
(Order No. 4009).

that would normally erode such prices
and profits.27 With the enactment of the
PAEA, Congress sought to ensure a
“level playing field” between the Postal
Service and its competitors as a means
of preserving competition.28 Evaluating
market power allows the Commission to
assess whether competition is being
preserved and whether the Postal
Service possesses a competitive
advantage.

In previous reviews, the Commission
analyzed prevailing competitive
conditions in the market and
ascertained the Postal Service’s market
power using a qualitative approach.
However, an alternative method of
gauging the Postal Service’s market
power is quantitatively through a Lerner
index.

A Lerner index measures market
power for a given firm by measuring

how far that firm’s price is from its
marginal cost, which is the cost of
producing one additional good at a
given level of volume.29 Effectively, a
Lerner index measures the profitability
of an individual firm. As a firm’s
marginal cost increases relative to its
price, the Lerner index will decrease,
indicating that the firm’s price is closer
to marginal cost, and the firm possesses
less market power. As a firm increases
its price relative to its marginal cost, the
Lerner index will increase, indicating
that the firm is pricing further from
marginal cost and possesses more
market power. Thus, a Lerner index is
a useful tool for measuring market
power because it reflects the extent to
which a firm is pricing above marginal
costs.

The equation below represents the
formula for a general Lerner index: 3°

Price — Marginal Cost

Price

For the marginal cost variable,
marginal cost data for the Postal Service
are available through the Postal
Service’s Cost and Revenue Analysis
(CRA) report.31 The Postal Service
submits the CRA report each year as
part of its Annual Compliance Report
(ACR), and the Commission uses the
CRA as an input to its Postal Service
Product Finances analysis (PFA), which
the Commission produces every year as
part of its Annual Compliance
Determination (ACD).32 The CRA
calculates marginal costs using volume-
variable costs. The volume-variable
costs of the Postal Service are the costs
of specific Postal Service operations

The role of market power under section 3633(b)
is focused not on whether the Postal Service would
face effective competition in the offering of a single
product, but on the Postal Service’s level of market
power in offering competitive products generally.
As such, it requires a broader view of market power
than the inquiry under section 3642.

27 Phillip E. Areeda & Herbert Hovenkamp,
Antitrust Law, Vol. IIB, at 109 (4th ed. 2014)
(Areeda & Hovenkamp).

28 See, e.g., H.R. Rep. No. 109-66 at 44 (“Under
the [PAEA], the Postal Service will compete on a
level playing field, under many of the same terms
and conditions as faced by its private sector
competitors. . . .”); S. Rep. No. 108-318 at 27
(2004) (“[Slteps need to be taken to level the
playing field between the Postal Service and its
competitors in the competitive product market.”).

29 See Jeffrey Church & Roger Ware, Industrial
Organization: A Strategic Approach 29 (2000)
(Church & Ware), available at: https://
works.bepress.com/jeffrey_church/23/.

30 The mathematical development of this index
may be found in Church & Ware. See Church &
Ware at 31-36.

31 See, e.g., Docket No. ACR2016, Library
Reference USPS-FY16-1, December 29, 2016. For

(e.g., mail processing, delivery), which
vary with respect to the operation’s cost
driver (e.g., volume, weight).33 These
volume-variable costs are then
distributed to Postal Service products.
Id. at 11-13. Dividing the total volume-
variable cost of a product by the
product’s volume results in unit
volume-variable costs, which are
equivalent to marginal costs.3¢ Applying
this methodology, the Commission
divides the sum of all competitive
product volume-variable costs in the
PFA by the sum of all competitive
product volume to calculate competitive
product unit volume-variable cost.

most firms, marginal cost data are not ordinarily
available, limiting the ability to calculate a Lerner
index to estimate a given firm’s market power.
Dennis W. Carlton & Jeffrey M. Perloff, Modern
Industrial Organization 278 (4th ed. 2005) (Carlton
& Perloff).

32 See 39 U.S.C. 3652 and 3653; see also, e.g.,
USPS-FY16-1; Docket No. ACR2016, Library
Reference PRC-LR—-ACR2016/1, March 28, 2017.
The PFA is also frequently referred to in ACR
dockets as PRC Library Reference 1.

33John C. Panzar, The Role of Costs for Postal
Regulation, September 30, 2014, at 9-10, available
at: https://www.prc.gov/sites/default/files/reports/
J%20Panzar%20Final%20093014.pdf. The cost
driver reflects the unit of a particular operational
activity that causes change in the activity’s cost. Id.
at 11-12. For example, the cost driver for highway
transportation is cubic-foot-miles, because the
relevant variable that would change costs for this
activity is the amount of space taken up by mail on
trucks, and hence how many trucks are required to
transport it. Id.

34]d. at 14-15; see also United States Postal
Service, Rule 39 CFR Section 3050.60(f) Report for
Fiscal Year 2016, July 3, 2017, Appendix H.


https://www.prc.gov/sites/default/files/reports/J%20Panzar%20Final%20093014.pdf
https://www.prc.gov/sites/default/files/reports/J%20Panzar%20Final%20093014.pdf
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For the price variable, the
Commission uses average revenue-per-
piece, which incorporates all of the
prices for all competitive products. The
PFA presents revenue data by product.

Postal Service Lerner Index

The Postal Service Lerner Index, as
well as the year-over-year percentage
change in the Index, is reported for FY
2007 through FY 2017 in Table IV-1
below.35

TABLE IV—=1—POSTAL SERVICE
LERNER INDEX, FY 2007—-FY 2017 36

Percentage
Fiscal year I}ﬁ&gir change %

lerner index
FY 2007 0.228 N/A
FY 2008 ... 0.217 -5.1
FY 2009 ... 0.251 15.9
FY 2010 ... 0.298 18.6
FY 2011 ... 0.276 -7.3
FY 2012 ... 0.275 -0.3
FY 2013 ... 0.290 5.4
FY 2014 ... 0.292 0.8
FY 2015 ... 0.284 -27
FY 2016 ... 0.332 16.6
FY 2017 0.356 7.5

A typical Lerner index ranges from 0
to 1.37 At 0, revenue-per-piece equals
unit volume-variable cost, which
represents a perfectly competitive
environment in which a firm makes no
profit. Thus, Lerner index numbers
close to 0 are evidence of highly
competitive environments. The further a
firm’s Lerner index shifts away from 0
and towards 1, the more market power
that firm possesses.38 Network
industries, including the delivery
industry in which the Postal Service
competes, contain significant barriers to

35The FY 2007 PFA did not report volume-
variable costs for all competitive products due to
the market dominant and competitive product
classifications not being finalized. For FY 2007, the
Commission uses attributable cost less product-
specific costs for Priority Mail, Express Mail, and
Competitive International Mail to approximate
volume-variable costs.

36 Source: Library Reference PRC-LR-RM2017-1/
1. Postal Service Lerner Index values are rounded
to the thousandths place. The “Percentage Change
in Lerner Index” column is based on unrounded
figures, reported in PRC-LR-RM2017-1/1. The FY
2017 value is preliminary, subject to revision of the
underlying data in pending Docket No. ACR2017.
See 39 U.S.C. 3653.

37 As discussed in section IV.C.1.a, infra, index
values less than 0 may indicate a firm is engaging
in predatory pricing.

38F M. Scherer & David Ross, Industrial Market
Structure and Economic Performance 70-71 (3d ed.
1990).

The Commission divides the sum of all
competitive product revenue by the sum
of all competitive product volume to
calculate competitive product revenue-
per-piece.

The formula for calculating a Lerner
index specific to the Postal Service’s
competitive products is:

_ Revenue-per-Piece — Unit Volume-Variable Cost

Revenue-per-Piece

entering the market.39 These barriers
prevent perfect competition, and firms
within a network industry naturally
possess some degree of market power.
As a result, Lerner index values in
excess of 0 should be expected for the
Postal Service.

As shown in Table IV-1, the Postal
Service Lerner Index has increased from
0.228 in FY 2007 to 0.356 in FY 2017.
Within this time period, there have been
some relatively large year-over-year
shifts, particularly in FY 2009, FY 2010,
and FY 2016. These likely reflect the
effects of the global financial crisis of
the late 2000’s and changes in market
demand.

The global financial crisis of the late
2000’s constituted a severe economic
shock and reduced consumer demand.
Reductions in consumer demand for
Postal Service competitive products in
FY 2009 were a significant factor in
decreasing the Postal Service’s
competitive volume, and therefore its
revenue and costs. These volume losses
were disproportionately concentrated in
categories with unit contributions below
the average for competitive products. As
a result, the average unit contribution of
competitive mail increased, which
resulted in the increase in the Postal
Service Lerner Index.

As the economy recovered from the
global financial crisis of the late 2000’s,
demand increased and as a result the
Postal Service’s competitive volume,
revenue, and costs increased in FY
2010. The Postal Service also exercised
its pricing flexibility under PAEA, and
its use of pricing innovations such as
competitive negotiated service
agreements and flat-rate pricing
contributed to a large increase in the
average unit contribution of competitive
mail. The increase in unit contribution
outpaced the increase in average unit

39 Network industries are industries with cost
advantages arising from handling products together,
whether large amounts of the same product
(economies of scale), or several different products
(economies of scope). See United States Postal
Service Office of Inspector General, Risk Analysis
Research Center, Report No. RARC-WP12-008, A
Primer on Postal Costing Issues, March 20, 2012, at
2-3, available at: https://www.uspsoig.gov/sites/
default/files/document-library-files/2015/rarc-wp-
12-008_0.pdf.

revenue, leading to an increase in the
Postal Service Lerner Index in FY 2010.

In FY 2016, the volume of USPS
Ground #° products increased. These
products have a relatively low unit
volume-variable cost, so the increase in
their volume was a primary cause for
decreased unit volume-variable costs for
competitive products as a whole. This
decrease in unit volume-variable costs,
combined with a much smaller decrease
in average unit revenue, resulted in an
increase in the Postal Service Lerner
Index.

The Postal Service Lerner Index
suggests that the Postal Service’s market
power has grown over the last 10 years.
This growth, however, did not
necessarily occur at the expense of the
Postal Service’s competitors. It is
possible that the Postal Service’s
competitors have experienced similar
growth in market power, due to the fact
that overall demand for competitive
delivery has increased dramatically over
the last 10 years. In order to put the
Postal Service’s market power in context
relative to the market as a whole, the
Commission uses the Competitive
Market Output in the formula, which
captures the overall size of the
competitive market in which the Postal
Service operates.

2. Competitive Market Output

While the Postal Service Lerner Index
measures the Postal Service’s market
power in the competitive market, the
second component of the Commission’s
formula, the Competitive Market
Output, measures the overall size of the
competitive market.

Evaluating the overall size of the
market provides context for assessing
prevailing competitive conditions.
Capturing the overall size of the
competitive market is also important
because the Postal Service’s ability to
increase contribution for competitive
products should increase when the
competitive market grows and decrease
when the competitive market shrinks.
The appropriate share should balance

40 USPS Ground is a CRA classification that is
used to identify Retail Ground, Parcel Select, and
Parcel Return Service.


https://www.uspsoig.gov/sites/default/files/document-library-files/2015/rarc-wp-12-008_0.pdf
https://www.uspsoig.gov/sites/default/files/document-library-files/2015/rarc-wp-12-008_0.pdf
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the Postal Service’s ability to increase
contribution in a growing market with
the need to adjust for the realities of a
declining market. Therefore, capturing
the overall size of the competitive
market is an important part of the
appropriate share formula.

In order to measure the size of the
competitive market, it is first necessary
to define what the competitive market
encompasses. For this appropriate share
analysis, the competitive market
encompasses two groups. The first
group is the Postal Service’s competitive
products. As noted above, under the
PAEA, Postal Service competitive
products are any products that do not
fall within the market dominant product
definition. See section I, supra; see also
39 U.S.C. 3642(b)(1).

The second group is “similar
products” offered by the Postal Service’s
competitors. This group excludes any
competitors’ products that the Postal
Service does not actually compete with.
For example, the Postal Service does not
accept parcels weighing more than 70
pounds, so competitors’ parcels over 70
pounds are excluded from the
competitive market definition.4?

Each of these groups has its own
corresponding data source, and the two
are combined to calculate the overall
size of the competitive market.#2 The
Commission determines that revenue,
rather than volume, is the better
measure of the overall size of the

41 Domestic Mail Manual (DMM) section 3.2,
available at: https://pe.usps.com/text/dmm300/
101.htm#ep1034246 (last accessed Feb. 1, 2018).

42 This market definition effectively covers both
last-mile and end-to-end deliveries of mail outside
the market dominant system. “Last-mile” delivery
is delivery from a firm’s processing facility to the
end recipient. The Postal Service routinely
contracts with its competitors to provide such
service, delivering competitive pieces that were
entered with other firms to their end recipients.
This contrasts with “end-to-end” service, in which
one firm handles a mailpiece from acceptance to
delivery, including “last-mile” delivery. Firms
other than the Postal Service also provide last-mile
delivery services.

competitive market. Therefore, the data
sources for both groups are revenue-
based. Revenue data for both the Postal
Service’s competitive products and
competitors offering similar products
are directly comparable, as they
constitute the value of all transactions.
In contrast, volume data would have to
be adjusted for intra-industry
transactions. The revenue data are also
available for all firms in the relevant
market, whereas volume data for the
Postal Service’s competitors is
unavailable.

For the revenue of Postal Service’s
competitive products, the Commission
uses the PFA. For the revenue of Postal
Service’s competitors offering similar
products, the Commission uses data
obtained from two surveys conducted
by the United States Census Bureau:
The Quarterly Services Survey (QSS)
and the Services Annual Survey (SAS).

a. PFA Data

To measure the Postal Service’s
competitive product revenue, the
Commission uses the total competitive
revenue reported in the PFA. These data
are shown in Table IV-2 below.

TABLE [V—2—POSTAL SERVICE COM-
PETITIVE PRODUCT REVENUE, FY
2007-FY 201743

Revenue

Fiscal year (in millions)

$7,909
8,382
8,132
8,677
8,990
11,426
13,741
15,280
16,428
18,495
20,690

43 Source: PRG-LR-RM2017-1/1. The FY 2017
value is preliminary, subject to revision of the
underlying data in pending Docket No. ACR2017.

b. QSS/SAS Data

Revenue data for competitors offering
similar products is obtained from the
QSS and SAS. The QSS is a survey
conducted by the United States Census
Bureau to estimate operating revenues
for each service sector of the economy.
Revenue data are classified by
subsector, with the relevant subsector in
this case being North American Industry
Classification System (NAICS) Code
492—*“Couriers and Messengers.” #¢ The
QSS provides data on a quarterly basis,
which can be combined to correspond
with the Postal Service’s fiscal years.
However, quarterly data are not
available for FY 2007, FY 2008, or part
of FY 2009.45 As these data are
necessary to incorporate all of the
changes in the market’s size since FY
2007, the Commission uses calendar
year data from the SAS as a proxy for
those fiscal years. The SAS is a survey
conducted by the United States Census
Bureau to calculate revenues, expenses,
and other economic indicators for
industries on a calendar year basis. For
years where both QSS and SAS data are
available, the sum of four quarters of
QSS data are consistently 5 or 6 percent
lower than the SAS data, as shown in
Table IV-3 below.

44 NAICS is a classification system developed by
the Office of Management and Budget within the
Executive Office of the President of the United
States. It is designed to classify business
establishments by type of activity performed for
purposes of collecting, analyzing, and publishing
statistical data related to the United States business
economy. NAICS Code 492 encompasses all parcel
delivery by firms without a universal service
obligation (USO).

45 Quarterly data are only available beginning
Calendar Year (CY) 2009, which excludes the first
quarter of FY 2009. Data for Quarter 1 of FY 2009
is unavailable because this quarter took place in CY
2008 when the QSS did not survey this sector.


https://pe.usps.com/text/dmm300/101.htm#ep1034246
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Table IV-3

Comparison of QSS and SAS Revenue Data for NAICS Code 492%¢
Calendar Proportionate
Year SAS Data Sum of QSS Data Difference (%)
2009 $68,166 $64,429 0.95

2010 $67,620 $63,855 0.94

2011 $71,692 $67,947 0.95

2012 $73,136 $69,362 0.95

2013 $75,406 $71,570 0.95

2014 $79,158 $75,118 0.95

2015 $82,698 $78,424 0.95

2016 $87,596 $81,919 0.94

Total $605,472 $572,624 0.95

These differences are primarily due to
sampling differences between the QSS
and SAS and seasonality adjustments
made in the SAS.4”7 Absent any
adjustment, the Competitive Market
Output for FY 2007, FY 2008, and FY
2009 would not be comparable to
subsequent years. This would result in
an apparent decline in Competitive
Market Output from FY 2009 to FY 2010
that is primarily due to differences
between the SAS and QSS data
methodologies, rather than a real change
in the market. As a result, an adjustment
to account for these differences is
needed for FY 2007, FY 2008, and FY
2009. The Commission reduces the SAS
data for CY 2007, CY 2008, and CY 2009
by 5 percent in order to align the SAS
data with the QSS data. The
Commission uses the adjusted SAS data

from those calendar years for the
corresponding fiscal years of the Postal
Service, and it sums the quarterly QSS
data from FY 2010 to FY 2016 by Postal
Service fiscal year to align the QSS data
with the PFA data. These revenue data

are displayed in Table IV—4 below.

TABLE IV—4—COMPETITOR REVENUE

FROM SIMILAR PRODUCTS, FY
2007—FY 2017 48
. Revenue
Fiscal year (in millions)

FY 2007 $77,710
FY 2008 75,956
FY 2009 64,468
FY 2010 63,359
FY 2011 66,871
FY 2012 69,270
FY 2013 70,958

TABLE IV-4—COMPETITOR REVENUE

FROM SIMILAR PRoDuUCTS, FY
2007—FY 2017 48—Continued
) Revenue
Fiscal year (in millions)

FY 2014 oo 73,359
FY 2015 78,001
FY 2016 80,746
FY 2017 oo 84,825

c. Combined Competitive Market
Output Data

The PFA data and QSS/SAS data are
combined to produce the Competitive
Market Output. This information, along
with the year-over-year percentage
change in the Competitive Market
Output, is reported in Table IV-5 below.

TABLE |V-5—COMPETITIVE MARKET OUTPUT, FY 2007—FY 2017 49

Postal Service Competitor -
Fiscal year competitive I e\_/enLFJ)e from m%?rkne‘;ec:ﬁlt\;)it Peirﬁecnot;gpeet(i:tri]\?g 9
product revenue similar products (in millions) market outout
(in millions) (in millions) p
$7,909 $77,710 $85,619 N/A
8,382 75,956 84,338 -15
8,132 64,468 72,600 -13.9
8,677 63,359 72,036 -0.8
8,990 66,871 75,861 5.3
11,426 69,270 80,696 6.4
13,741 70,958 84,699 5.0
15,280 73,359 88,639 4.7
16,428 78,001 94,429 6.5
18,495 80,746 99,241 5.1
20,690 84,825 105,515 6.3

Table IV-5 illustrates that the
Competitive Market Output data follow
broad economic trends, declining from
FY 2008 to FY 2010 during the global

46 Source: PRC-LR-RM2017-1/1.

47 The methodologies of the QSS and SAS surveys
can be contrasted at https://www.census.gov/
services/sas/sastechdoc.html and https://
www.census.gov/services/qss/qsstechdoc.html.

financial crisis of the late 2000s and
increasing thereafter. However, Postal
Service’s revenue increased by a greater
percentage than its competitors’

48 Source: PRC-LR-RM2017-1/1. The FY 2017

value is preliminary, subject to revision of the
underlying data in pending Docket No. ACR2017.

revenue, due, in part, to its use of
pricing flexibility, including the
introduction of flat-rate pricing and
negotiated service agreements between

49 Source: PRC-LR-RM2017-1/1. The FY 2017
value is preliminary, subject to revision of the
underlying data in pending Docket No. ACR2017.
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FY 2008 and FY 2011. Several transfers
of market dominant products to the
competitive product category from FY
2010 to FY 2014 also contributed to the
increases in the Postal Service’s
competitive product revenue between
FY 2011 and FY 2015.5°

3. Resulting Formula

With the two components discussed
above, the Commission proposes to
calculate the appropriate share using the
following formula: 51

ASt+1 =ASI * (1 + %ALLf] +

%ACMO; _,
Ift=0=FY 2007, AS=5.5%
Where

AS = Appropriate Share 52

LI = Postal Service Lerner Index
CMO = Competitive Market Output
t = Fiscal Year

The Postal Service Lerner Index and
Competitive Market Output are given
equal weight in the calculation because
the Commission considers both to carry
equal importance in assessing the
appropriate share of institutional costs.
This is because it is necessary to balance
changes in the competitive market with
changes in the Postal Service’s market
power.

The Commission proposes to adjust
the appropriate share annually by using
the formula to calculate the minimum
appropriate share for the upcoming
fiscal year. Because the data necessary
to calculate the minimum appropriate
share for an upcoming fiscal year
(which begins each October 1st) are not

50 See Docket No. MC2010-20, Order Approving
Request to Transfer Selected Post Office Box
Service Locations to the Competitive Product List,
June 17, 2010, at 16 (Order No. 473); Docket No.
MC2010-36, Order Conditionally Granting Request
to Transfer Commercial Standard Mail Parcels to
the Competitive Product List, March 2, 2011, at 20
(Order No. 689); Docket No. MC2011-25, Order
Approving Request to Transfer Additional Post
Office Box Service Locations to the Competitive
Product List, July 29, 2011, at 14-15 (Order No.
780); Docket No. CP2012-2, Order Approving
Changes in Rates of General Applicability for
Competitive Products, December 21, 2011, at 13
(Order No. 1062); Docket No. MC2012-13, Order
Conditionally Granting Request to Transfer Parcel
Post to the Competitive Product List, July 20, 2012,
at 14 (Order No. 1411); Docket No. MC2012—-44,
Order Approving Request for Product List Transfer,
September 10, 2012, at 9 (Order No. 1461); Docket
No. MC2014-28, Order Approving Product List
Transfer, August 19, 2014, at 8-9 (Order No. 2160).

51 The mathematical structure of this formula, i.e.,
multiplying a base percentage by the sum of factors,
is common in regulated industries, particularly in
developing price caps. See James Ming Chen, Price-
Level Regulation and Its Reform, 99 Marg. L.R. 931,
944 (2016), available at: http://
scholarship.law.marquette.edu/cgi/viewcontent.cgi?
article=5295&context=mulr.

52 This figure would be expressed as a percentage
and rounded to one decimal place for simplicity
and consistency with the Commission’s past
practice of expressing an appropriate share using
only one decimal place.

final until the most recent ACD is issued
(typically at the end of March), the
Commission proposes to report the new
appropriate share level for the
upcoming fiscal year as part of its ACD.
The adjusted appropriate share would
then be applicable for the upcoming
fiscal year.53 In order to calculate an
upcoming fiscal year’s appropriate share
percentage (AS; 1, the formula
multiplies the sum of the percentage
changes in the Postal Service Lerner
Index and the Competitive Market
Output from the previous fiscal years 54
(1 + D/OALij 4+ ¢ACMO,7 1) by the
current fiscal year’s appropriate share
(AS,).55

This formula is recursive in order to
fully incorporate changes in the Postal
Service’s market power and the overall
market size from year to year.56 By using
the current fiscal year’s appropriate
share in the calculation of the next fiscal
year’s appropriate share, this formula
includes the cumulative effects on the
appropriate share from prior fiscal
years. Using data from the prior fiscal
year improves the predictability of the
appropriate share formula and mitigates
the effects of outlier years by
incorporating them only after the effects
of the outlier year have been reflected in
the market.57 The formula simplifies the
planning process for the Postal Service

53 The Commission notes that, as its completion
of the FY 2017 ACD is likely to occur prior to its
issuance of a final rule in this docket, the first
formula-based adjustment under this proposed rule
may be announced in the final rule, as opposed to
the Commission’s FY 2017 ACD. After that,
however, the Commission proposes that all future
changes would be announced as part of each ACD.

54The “1 + ”’ is a necessary mathematical concept
for any percentage change formula in order to
incorporate the pre-existing value being changed.
See Jagdish Arya & Robin Lardner, Mathematical
Analysis for Business and Economics 202-03 (2d
ed. 1985).

55 UPS advocates for a cost-based appropriate
share. See UPS Comments at 34—37. The
Commission notes that its formula is not directly
based on costs, although Postal Service costs are
incorporated into the formula through the use of
unit volume-variable costs in the Postal Service
Lerner Index. The Commission looks at the market
as a whole pursuant to 39 U.S.C. 3633(b)’s directive
to consider the prevailing competitive conditions in
the market, which necessitates looking at factors
beyond costs to determine the appropriate share.

56 A recursive formula is a formula where a
previous term is used to calculate the next term in
the sequence.

57 Year-over-year data would not be available for
contemporaneous calculation of the appropriate
share. For the Competitive Market Output, QSS data
are only available in November, after the end of a
Postal Service fiscal year. For the Postal Service
Lerner Index, data are only available when the
Postal Service files the CRA as part of its ACR at
the end of each calendar year, and only final when
the Commission issues the ACD no later than 90
days afterwards. See 39 U.S.C. 3652 and 3653. As
an example, the appropriate share for FY 2018
would be calculated using FY 2016 data for the
Postal Service Lerner Index and Competitive Market
Output.

and mailers because parties would
know months before the start of a fiscal
year what the appropriate share for that
fiscal year will be.

As an example of how the formula
functions, if the current year
appropriate share is 5.5 percent, the
Postal Service Lerner Index grew by 6
percent in the prior year, and
Competitive Market Output declined by
3 percent in the prior year, the
appropriate share for the next year is
calculated as follows:

Appropriate Share =5.5% * (1 + .06 =
.03) = 5.57%

Under this scenario, the next year’s
appropriate share would be 5.7 percent.
As noted above, this result will be the
starting point for calculating the
appropriate share for the following year.
Using 5.7 percent as the starting point
for calculating the appropriate share for
the following year, if the Postal Service
Lerner Index grew by 2 percent and
Competitive Market Output grew by 3
percent, then the calculation would be:

Appropriate Share = 5.7% * (1 + .02 =
.03) =6.0%

Under this scenario, the next year’s

appropriate share would be 6.0 percent

and would become the starting point for

calculating the appropriate share for the

next year.

In order to calculate the appropriate
share for future years, the Commission
must first establish the beginning
appropriate share percentage for the
calculation, as well as the beginning
fiscal year. In the terminology of the
formula, this means defining the starting
value of AS and t.

The Commission sets the beginning
appropriate share level for the formula
at 5.5 percent because that was the
initial appropriate share set in FY 2007.
As noted above in section III, the initial
appropriate share of 5.5 percent was
based on historical contribution levels,
as well as the consideration that setting
the appropriate share too high would
create risks for the Postal Service.

The Commission would begin the
formula calculation starting in FY 2007,
calculating each subsequent fiscal year’s
appropriate share. This would ensure
that the appropriate share fully reflects
changes in the market since the PAEA
was enacted. As discussed above,
prevailing competitive conditions in the
market and market uncertainties, as
measured by the Postal Service’s market
power and the overall size of the
market, have changed since FY 2007.
Using FY 2007 as a starting point (i.e.,
the initial t value) would allow the
appropriate share to reflect the
prevailing market conditions as they
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have developed over time since the
PAEA’s enactment.

Table IV-6 below illustrates the
application of the formula starting with

an appropriate share of 5.5 percent in

FY 2007.

TABLE IV—6—CALCULATION OF APPROPRIATE SHARE, FY 2007—FY 201958

Fiscal year

for the current
year
(AS):
(%)

Appropriate share

Percentage
change in Lerner
index for the
prior year
(%ALlt)

Percentage change
in Competitive Mar-
ket Output for the
prior year
(%ACMO;-1)

Appropriate share for
the following Year
(AS:+1)

(%)

As demonstrated in Table IV-6, the
formula and each resulting appropriate
share percentage follow trends in the
market. Additionally, Table IV-6 shows
what the FY 2019 appropriate share
under the proposed formula would be
based on the preliminary numbers
currently available. The Commission is
reviewing the CRA provided by the
Postal Service in pending Docket No.
ACR2017.

C. Analysis Pursuant to 39 U.S.C.
3633(b)

In this section, the Commission
explains how its proposed formula-
based approach captures the prevailing
competitive conditions in the market
and other relevant circumstances as
required by 39 U.S.C. 3633(b). In
addition, the Commission discusses
whether any costs classified as
institutional under the Commission’s
costing methodology are uniquely or
disproportionately associated with
Postal Service competitive products, as
required by 39 U.S.C. 3633(b).

1. Prevailing Competitive Conditions in
the Market

In past appropriate share
determinations, the Commission has
identified specific market conditions
that are indicative of the prevailing
competitive conditions in the market:
(1) The existence (or nonexistence) of
evidence suggesting that the Postal
Service has benefitted from a
competitive advantage with respect to
competitive products; (2) changes to the
Postal Service’s market share with
respect to competitive products since

58 Source: PRC-LR-RM2017-1/1. The FY 2019
value is preliminary, subject to revision of the
underlying data in pending Docket No. ACR2017.

the Commission’s last review; and (3)
changes to the package delivery market
and to the Postal Service’s competitors
since the Commission’s last review.59

The formula-based approach
developed by the Commission captures
the three specific market conditions that
the Commission has considered in its
previous appropriate share

determinations.6°

a. Postal Service Competitive Advantage

In analyzing evidence of competitive
advantage on the part of the Postal
Service, the Commission has previously
looked to the FTC’s report regarding
whether the Postal Service’s competitive
products have a net competitive
advantage, as well as evidence of
predatory pricing by the Postal

Service.61

59 See Order No. 26 at 69—74; Order No. 1449 at

13-19.

60 The proposed formula captures each of these
three specific market conditions, as discussed in
more detail in the remainder of this section.
However, in limited cases (e.g., antitrust actions
against the Postal Service), a purely qualitative
factor previously considered as a market condition
could not be explicitly captured through the
Commission’s proposed formula. Nevertheless,
these qualitative factors are, for the most part,
implicitly captured. For example, although antitrust
actions against the Postal Service are not explicitly
captured, changes in the Postal Service’s market
power may offer insight into whether the Postal
Service is engaging in the kinds of anticompetitive
behavior that would underlie an antitrust action.
See Areeda & Hovenkamp at 107 (“Market structure
and market power are often crucial in antitrust

analysis.”).

61 See Order No. 1449 at 14—16. The Commission
has also considered whether any antitrust actions
had been filed against the Postal Service, as such
actions may indicate a competitive advantage. The
Commission was able to locate one antitrust action
filed against the Postal Service, which did not
involve competitive products and was dismissed in
federal district court for not properly falling under
39 U.S.C. 409(e). Tog, Inc. v. U.S. Postal Serv., No.

The Commission discusses the FTC
Report and its assessment of whether
subsequent events have affected the
FTC’s findings in section V, infra.
Although that analysis is the
Commission’s primary method for
analyzing whether the Postal Service’s
competitive products have a
competitive advantage, the Postal
Service Lerner Index also provides
insight. The higher the Postal Service
Lerner Index, the more market power
the Postal Service possesses, and
sudden large increases may indicate a
competitive advantage under certain
circumstances. However, as previously
explained, a Lerner index is not a zero-
sum index. In growing markets,
competitors may experience similar
increases in their Lerner indices when
the benefits of growth are distributed

among competitors.62

The Postal Service Lerner Index also
indicates whether the Postal Service is
engaged in predatory pricing for its
competitive products as a whole,
because if such were the case then the
index value would be negative.63 By
definition, predatory pricing involves a
firm setting its prices below marginal
cost in order to drive its competitors out
of the market. Church & Ware at 659. In

12—cv-01946-JLK, 2013 WL 3353883 (D. Colo. July
3, 2013). To the Commission’s knowledge, no other
antitrust actions have been filed against the Postal

Service.

62 The growing profits of the Postal Service’s
competitors demonstrate this. See PR Comments at
15-17; Amazon Comments at 23-28.

63 While a negative Lerner index is
mathematically possible, it is unlikely to be
observed economically, because a firm with a
negative Lerner index would be pricing below
marginal cost and should therefore suspend
production in the short run, and if cost or market
characteristics do not change, exit the industry in
the long run. See Steven E. Landsburg, Price Theory
& Applications 277-80 (8th ed. 2011).
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the Postal Service context, if unit
volume-variable cost is greater than
revenue-per-piece, then the difference

between them will be less than zero;
hence, the Postal Service Lerner Index
will be negative.64 Figure IV—1 below

Figure IV-1

displays the Postal Service Lerner Index
from FY 2007 to FY 2017.

Postal Service Competitive Lerner Index,

0.8

a8

o o
sz 1

Lerner lndex
k]
o

- FY 2007 -FY 2017

2007

e

20089

2012 K] 2014

2010 2011

Figaal Yeur

(54

2016

B
x
g
]

As shown in Figure IV-1, the Postal
Service Lerner Index has never been
negative. Therefore, the Commission
concludes that there is no evidence that
the Postal Service has engaged in
predatory pricing.5¢ Developing the
Postal Service’s Lerner Index for use in
an annual formula will provide an
ongoing indication of whether or not the

64The Commission notes that the Postal Service’s
ability to engage in predatory pricing is also
constrained by 39 U.S.C. 3633(a)(2), which requires
that each of the Postal Service’s competitive
products “covers its costs attributable.” Under the
Commission’s costing methodology, marginal cost
is the starting point for determining which costs are
attributable to specific products. See, e.g., Order No.

Postal Service is engaging in predatory
pricing.

b. Postal Service Market Share

In analyzing changes to the Postal
Service’s market share, the Commission
previously has looked to factors such as
the Postal Service’s revenue and volume
share in the overall market. Order No.
1449 at 16—18. The Postal Service’s

3506 at 41. The practical effect of this is to bar the

Postal Service from pricing its products below
marginal cost.

65 Source: PRG-LR-RM2017-1/1. The FY 2017
value is preliminary, subject to revision of the
underlying data in pending Docket No. ACR2017.

market share can be directly calculated
by dividing the Postal Service’s
competitive product revenue (shown in
section IV.B.2.a, supra) by the total
Competitive Market Output (shown in
section IV.B.2.c, supra). The Postal
Service’s market share between FY 2007
and FY 2017 is reported in Figure IV—

2 below.

66In their comments, Amazon, the Postal Service,
the Public Representative, and Panzar all concur
that there has been no evidence of predatory pricing
by the Postal Service. See Amazon Comments at
32-33; Postal Service Comments at 10; PR Reply
Comments at 3—5; Panzar Decl. at 6. No other
commenter alleges that the Postal Service has
engaged in predatory pricing.
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Figure IV-2
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Figure IV-2 demonstrates that the Postal
Service’s revenue-based market share
has grown since FY 2007 and that
despite this growth, the Postal Service’s
overall market share remains relatively
low.

The change in the Postal Service’s
market share by revenue would likely be
reflected in both components of the
Commission’s proposed formula. If
there were a large shift in revenue share
between the Postal Service and
competitors in the market, this would be
reflected in the composition of the
Competitive Market Output. Although
the overall Competitive Market Output
may not change dramatically, the
numbers in the underlying calculation
would reflect shifts between
competitors and the Postal Service. If
this revenue shift were to benefit the
Postal Service, it would likely take the
form of increased profitability, as the
upward shift in revenue share would
indicate increased demand for Postal
Service deliveries. If the shift were to
decrease the Postal Service’s revenue,
the Postal Service would likely
experience a decrease in profitability.
The Postal Service Lerner Index would
reflect any increase or decrease in
profitability that results from the

67 Source: PRC-LR-RM2017-1/. The FY 2017
value is preliminary, subject to revision of the
underlying data in pending Docket No. ACR2017.

changed prices due to increased or
decreased demand for its products.

c. Changes to the Market and
Competitors

In analyzing changes to the market
and the competitors in it, the
Commission has looked to such factors
as growth in the overall market and
firms entering or exiting the market.
Order No. 1449 at 18—19. Overall growth
in the market is directly reflected in the
Competitive Market Output.

Both the Postal Service Lerner Index
and Competitive Market Output reflect
the entry and exit of firms from the
market. If a firm enters the market and
generates new business, the Competitive
Market Output would increase. If a firm
enters and takes business from the
Postal Service, whether through pricing
or innovation, the Postal Service would
have to price closer to marginal cost in
order to remain competitive, which
would reduce the Postal Service Lerner
Index. If a firm exits the market, the
business it generated may be lost, which
would be reflected in a decrease in the
Competitive Market Output.
Alternatively, the remaining
competitors might alter their pricing
strategies to gain that business, changing
either the Postal Service Lerner Index
or, depending on the nature of the
pricing, the Competitive Market Output,
or both.

2. Unique or Disproportionate Costs

The second element of section 3633(b)
requires the Commission to consider
“the degree to which any costs are
uniquely or disproportionately
associated with any competitive
products.” 39 U.S.C. 3633(b). In this
section, the Commission first
summarizes the comments and reply
comments that relate to the
Commission’s costing methodology and
then provides its analysis of the degree
to which any costs are uniquely or
disproportionately associated with any
competitive products.

a. Relevant Comments

Commenters and reply commenters
addressing the degree to which any
costs are uniquely or disproportionately
associated with competitive products
and the Commission’s costing
methodology generally fall into two
groups: (1) Those who allege the costing
methodology is flawed and assert that it
should result in an increased
appropriate share and (2) those who
contend the Commission’s costing
methodology is accurate and that there
are no unique or disproportionate costs
associated with competitive products
that are not already attributed to
competitive products.
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i. Comments Critical of Current Costing
Methodology

UPS and Carlton allege a number of
errors with the Commission’s costing
methodology as it relates to cost
attribution. UPS asserts that “[m]any
costs currently classified as
‘institutional’ are ‘uniquely or
disproportionately associated with’
competitive products.” UPS Comments
at 28. UPS takes the position that
“Congress saw the minimum
contribution requirement as a means to
ensure competitive products are held
responsible for all costs with which they
are ‘disproportionately associated,” even
when competitive products are not
exclusively responsible for such costs.”
UPS Reply Comments at 17 (emphasis
in original).

For example, UPS notes that most
Postal Service management costs are
classified as institutional. UPS
Comments at 28-29. UPS asserts that, as
competitive product volume increases
relative to market dominant product
volume, so too must the time and
attention of management toward
competitive products, and costs should
be attributed accordingly. Id. UPS and
Carlton also identify other cost
categories as being attributable to
competitive products, such as data
processing supplies and services,
inspection service field support, and
building projects expenses.68 UPS and
Carlton maintain that these cost
categories are largely treated as
institutional, even though their cost
would be reduced if the Postal Service
did not deliver any competitive
products.69

FUR and Sidak contend that the
Postal Service has an incentive to
attribute too many costs to market
dominant products and too few to
competitive products.”? As a result, FUR
asserts that “a high degree of
transparency and accuracy’ is needed.
FUR Comments at 5. FUR is concerned
that the methodology for assigning costs
may not be accurate because the Postal
Service attributes only about half of its
costs, which they state invites
inaccuracies and opportunity for cross-
subsidization. Id. at 6, 13.

UPS and Carlton assert that the
Commission’s costing methodology
incentivizes the Postal Service to
operate with an inefficiently high level
of fixed costs, which enables the Postal
Service to provide competitive products

68 UPS Reply Comments at 15 (citing Carlton
Reply Decl. at 21-23); Carlton Reply Decl. at 22—
23.

69 UPS Reply Comments at 15—16; Carlton Reply
Decl. at 22—-23.

70FUR Comments at 5; Sidak Decl. at 12—14.

at an artificially low marginal cost by
limiting the percentage of overall costs
which can be specifically attributed to
competitive products.”?

il. Comments in Support of Current
Costing Methodology

NAPM, MDMCS, and Amazon assert
that this proceeding is the incorrect
forum to address costing methodologies
and that a separate docket should be
opened if changes to cost models are
needed.”2 Amazon, Panzar, and
MDMCS point to the Commission’s
repeated invitations to stakeholders to
file rulemaking proceedings if they
believe existing cost attribution methods
can be improved, and specifically to
Docket No. RM2016-2, which was a
UPS-petitioned rulemaking that
explored these issues and resulted in a
decrease of the share of total costs
treated as institutional.”?

NAPM ““disagree[s] with UPS’s
contention that the Postal Service’s cost
models are not transparent or accurate.”
NAPM Reply Comments at 2. Similarly,
Amazon maintains that “[t]he
Commission has given the accuracy of
its cost attribution methodology
thorough scrutiny in costing
rulemakings over the last decade.”
Amazon Reply Comments at 14. Panzar
also echoes this, stating that the
methodology used is the economically
appropriate way to attribute costs.
Panzar Reply Decl. at 3. The Postal
Service denies the claim that its costing
methodology fails to account for any
costs which are properly attributable to
individual products and explains that
the costing system has been developed
through public, adversarial proceedings.
Postal Service Reply Comments at 30—
32. Amazon asserts that UPS’s
contention that some institutional costs
are caused by competitive products is
supported by neither data nor evidence
of a causal relationship. Amazon Reply
Comments at 16-17.

b. Commission Analysis

As most recently discussed in Docket
No. RM2016-2, the costing methodology
employed by the Postal Service and the
Commission is directed at determining
those costs which are “attributable to
each class or type of mail service
through reliably identified causal
relationships.” Order No. 3506 at 14.
The requirement that cost attribution
must be based on reliably identified

71 Carlton Reply Decl. at 12; UPS Reply
Comments at 10.

72NAPM Reply Comments at 3; MDMCS Reply
Comments at 2—3; Amazon Reply Comments at 14—
15.

73 See id. at 14—15, 18; Panzar Reply Decl. at 4;
MDMCS Reply Comments at 3.

causal relationships comes directly from
section 3622 of the PAEA. See 39 U.S.C.
3622(c)(2). Any cost that cannot be
specifically attributed to an individual
product is considered a residual or
institutional cost. Order No. 3506 at 10.

The Commission finds that there are
no costs uniquely or disproportionately
associated with competitive products
that are not already attributed to
competitive products. Under the
Commission’s methodology, any cost
that is uniquely or disproportionately
associated with any competitive product
is identified as an attributable cost
because it exhibits a reliably identifiable
causal relationship with a specific
competitive product. With regard to
costs that are disproportionately
associated with competitive products,
the Commission’s cost attribution
methodology identifies relationships
between costs and cost drivers, which
include mail characteristics such as
weight and shape (e.g., letters or
parcels). The costs associated with a
cost driver are distributed to products in
proportion to the prevalence of the
driver within each product. For
example, heavier products (e.g., parcels)
have more weight-driven costs
attributed to them than lighter products
(e.g., letters). In this way, the costs
attributed to products reflect any
disproportionate association of those
costs with any specific products
(including any competitive products).

Under t%ie Commission’s
methodology, the Commission also
classifies any cost that is uniquely
associated with any product (including
any competitive product) as attributable
to that product. These costs are often
referred to as product-specific costs. For
example, advertisements for a specific
product and supplies for money orders
are unique costs attributed to specific
products under the Commission’s
methodology.

By definition, costs identified as
institutional are those that cannot be
causally linked to any specific product.
Although UPS asserts that certain
institutional costs are
disproportionately associated with
competitive products, UPS fails to
provide any evidence of reliably
identified causal relationships between
the institutional costs it identifies and
specific competitive products. For
example, UPS states that the vast
majority of management costs are
treated as institutional, and it asserts
that ““[Postal Service] management is
clearly focused today on growing the
competitive products business.” UPS
Comments at 28. In support, UPS quotes
two news articles and an industry
publication, which indicate the Postal
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Service is interested in competitive
product growth but provide no evidence
that management costs are
disproportionately associated with
competitive products through reliably
identified causal relationships. Id. at
28-29. To the extent UPS or any other
party is able to demonstrate that costs
currently classified as institutional can
be clearly linked to specific products
through reliably identified causal
relationships, the Commission invites a
petition for rulemaking proposing
changes to its methodology in a separate
proceeding. In addition to inviting
petitions for rulemaking on these issues,
the Commission, as it has done in the
past, continues to invite public
participation and scrutiny in
proceedings that propose changes to
costing methodologies.

The comments alleging that the Postal
Service operates with an inefficiently
high level of fixed costs appear to
conflate fixed costs with institutional
costs and variable costs with
attributable costs. Under the
Commission’s methodology not all
attributable costs are variable, and not
all institutional costs are fixed. Carlton
also understates the extent to which
fixed costs are attributed to individual
products under the Commission’s
costing methodology due to the
methodology’s use of cost drivers. For
example, if the Postal Service were to
select inefficient processing
technologies, the increased costs of
those technologies would be attributed
to the products using them, through the
additional labor costs required to utilize
the processing machines. An inefficient
mail processing machine would require
additional workhours in order to
process the same amount of mail as a
more efficient machine. Under the
Commission’s methodology, these
workhours would be attributed to the
products utilizing these machines,

which would increase those products’
marginal costs. Additionally, the
economic fixed costs of facility space
and depreciation would be attributed to
the products utilizing the inefficient
machine in the same proportion as
workhours. This process, known as
“piggybacking,” is a way of attributing
indirect costs to specific products.”4
This reduces any incentive for the
Postal Service to choose inefficient
technologies with high fixed costs in the
way that Carlton suggests, because many
of those costs would be attributed to
specific products under the
Commission’s current costing
methodology.

For the reasons discussed above, the
Commission concludes that its costing
methodology already accounts for “the
degree to which any costs are uniquely
or disproportionate