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Issues in assessing the relative efficiency of Delivery Offices and Mail Centres

Note prepared for Royal Mail
March 6th 2006

1 Introduction

Having considered LECG’s paper, ‘Future Efficient Costs of Royal Mail’s Regulated Mail Activities: Internal Benchmarking Final Conclusions’,
 it is encouraging that LECG agrees with some of the points raised by Oxera, namely:

· the use of the exponential distribution in SFA is valid; 

· there is bias in excluding delivered mail at Mail Centres.

LECG's report confirms that it is possible to attain DO results with an inefficiency of 9% or £180m using SFA (para 2.79) and MC results with an inefficiency of 11.3% or £80m using DEA (para 3.29). LECG’s estimates are now, as a result, closer to Oxera’s estimates for DOs
 and in line with the potential savings from catch-up to best practice for MCs of up to £100m. However, despite estimating inefficiency of £180m for DOs and purporting to be ‘conservative’, LECG’s estimated range of savings for DOs is significantly higher than this (by another £40m).

There are also still several points of disagreement in the following areas:

· additional savings from ‘redressing’ diseconomies of scale with respect to staff costs in MCs;

· use of flexible functional forms to account for interactions between variables and non-linear relationships.

Moreover, LECG has discarded its exponential result of £180m for DOs to derive the lower-bound efficiency estimate, and instead takes an average of this result and that for the half-normal to derive the lower-bound efficiency estimate.

The key issues with respect to DOs and MCs respectively are set out below.
2 DOs

LECG's report continues to overstate the inefficiency with the DO dataset, noting a preference for using the results of the half-normal SFA results within the Cobb–Douglas functional form and claiming that its final figures are conservative because they take some account of lower exponential SFA results. There are two primary reasons why LECG's report continues to overstate the DO inefficiency.

· LECG's preference for the half-normal is not based on the DO data, but relies on the analysis in a theoretical report, which is not necessarily relevant for the DO data. While no direct statistical test can be applied to choose between the two results, the statistical evidence of the log likelihood value suggests prima facia evidence that the exponential model better explains the data, and thus that the exponential may be preferred. In addition, it is important to note that an alternative assumption suggests significantly lower possible savings (by £40m as estimated by LECG), and caution is advised, given the regulatory consequences of setting too harsh a target. 

· LECG has not taken full account of the translog functional form, and appears to have dismissed this on an erroneous interpretation of Oxera's results and incomplete appraisal of the application of this functional form
.

Various versions of the translog functional form produce robust elasticity estimates that are economically intuitive and consistent estimates of inefficiency (£148m using the exponential and £212m using the half-normal distribution)—both of which are below the bottom of LECG’s range. All these models have enough degrees of freedom (a minimum of 1,027) compared with other regulated industries, where degrees of freedom have been as low as 20.

Furthermore, when the wage coefficient is restricted to unity and sensitivity analysis to the possibility of over-fitting by excluding insignificant variables, not only are there a enough degrees of freedom left for statistical analysis (1,062, compared with 1,095 for LECG’s Cobb–Douglas model), but the results also again make economic sense and yield inefficiency estimates that are considerably lower than the Cobb–Douglas functional form (£147m using the exponential and £208m using the half-normal distribution). Statistical tests
 show the extra terms from the translog functional form give extra explanatory power compared with the Cobb–Douglas functional form.

3 MCs

Oxera’s analysis suggests savings of up to £100m associated with catching up to best practice. However, Oxera does not agree with LECG that additional savings can be made from ‘redressing’ diseconomies of scale with respect to staff costs.

LECG's scale economies results are counterintuitive from an operational perspective—the direction planned by other postal operators and Royal Mail. The primary reason for the problems of efficiency analysis in the case of MCs is that the costs are limited to the staff element and therefore exclude other common costs (including transportation) that contribute to total costs.

These costs are not easily included, as they need to be allocated between MCs, with appropriate explanatory variables identified. Even within the staff costs there are issues with explanatory variables not capturing the relative degrees of work undertaken in each MC. This is magnified when total costs need to be considered to assess scale economies. Therefore, alternative analysis might result in no kink in the cost function being estimated.

Consequently, any conclusions on scale economies from this current kind of efficiency analysis (by LECG or anyone else) need to be treated with caution, reflecting the weakness of the ability to model scale economies through efficiency analysis in the absence of total cost information.
















� LECG (2006), ‘Future Efficient Costs of Royal Mail’s Regulated Mail Activities: Internal Benchmarking Final Conclusions’, January 19th.


� The bottom of LECG’s range of potential savings is £220m (£180m when using the SFA exponential model), whereas Oxera’s range indicates savings of £140m–£180m.


� It appears that LECG has not attempted to estimate the translog model in its latest report, but has instead used the estimated coefficients in Oxera’s reports.


� Examining both the log-likelihood values and F-tests for the significance of additional variables.
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