 PURPOSE OF TESTIMONY


	My testimony discusses the need for reform of several special services, and provides an overview of the specific proposals presented in the Postal Service’s Request.  These proposals are discussed in detail in the testimonies of other Postal Service witnesses, especially that of Susan Needham, the principal pricing and classification witness.  I describe the context of the filing, summarize the reforms, and discuss certain financial, pricing, and other policy elements of the proposals.





II.  CONTEXT OF FILING


	This filing is one of several recent cases initiated by the Postal Service that represent a move toward more demand-oriented ratemaking, within the context of the Postal Service’s operational, financial, and other policy goals.  In Docket No. MC95-1, the Postal Service sought a revised classification schedule for commercial mailers in several existing classes.  The overall objectives were classifications that better reflect both cost and demand considerations.  This was followed by the still-pending Docket No. MC96-2, which seeks to extend the accomplishments of Docket No. MC95-1 to nonprofit mail classifications.  The current filing represents the next step in this direction.  In this case, the Postal Service is proposing pricing and classification reforms for several special services.  Reforms of expedited and parcel classifications are under development, and in the future proposals for other reforms will follow.  


	The current filing embodies three major goals.  First, the pricing and classification proposals are designed to place the services and products on a more economically rational, businesslike basis.  In this regard, the proposals are designed to reflect marketplace considerations, as well as the costs of providing the services. Specific pricing reform objectives include more market-based prices, more equitable contributions from the services to institutional costs, and the realignment and streamlining of certain special service offerings to make them more commercially attractive.  At the same time, the Postal Service fully recognizes that, as a public institution, it must balance these factors with its public service role, including an assessment of the impact on our customers and the availability of alternatives.  For example, while it is proposing significant increases in certain post office box fees, the Postal Service is proposing to eliminate the post office box fees altogether where no form of carrier delivery is available.  


	Second, we have reviewed the service offerings themselves to see what improvements could be made to make them more useful to the customer,  and both easier to administer and understand.  For example, the Postal Service has clarified customers’ choices for postal cards by creating a special fee that separates the cost of the mailpiece from the postage.  This also has the advantage of establishing a sounder cost basis for these products.  Other improvements along these lines include reducing the number of fees for certain services, clarifying procedures for using the services, and even eliminating a seldom-used service.


	Third, the added revenues and the improved contributions resulting from these proposed reforms are consistent with overall financial policy objectives, including the Board of Governors’ recently articulated policy goal of restoring equity.  The Postal Service expects that, coupled with efforts to control costs and generate sales, these proposals will help maintain most of the current rates and remaining fees for longer periods of time and will help moderate future rate increases.  This last objective has a positive effect on the individual consumer.  The  financial well-being of the Postal Service, combined with rate stability, will help ensure that the consumer will benefit more over time.





III.  SUMMARY OF SPECIAL SERVICES REFORMS


	The Postal Service proposes changes to the following special services:  insurance, registry, post office boxes,� certified mail, return receipts, and special delivery.  In addition, a new special service category is proposed for postal cards.  The proposed changes are rooted in several objectives that apply differently to the affected services.  These objectives include:  more demand-oriented pricing generally (post office boxes, certified mail, and return receipts); a minor cost-based special service addition to an existing mail category (postal cards); improved design features that will enhance the usefulness of certain special services to mailers (insurance, registry, return receipts); elimination of an underutilized service and rarely used service options (special delivery, registry); and improved equity and consistency in the pricing for two existing products (post office boxes, postal cards).


	These proposals do not exhaust the potential for reform of the special services.  In future cases, the Postal Service may pursue other improvements, as yet unformulated.  


	The following summarizes the changes proposed in the present case:


	(1)	Insurance


Raise the indemnity limit from $600 to $5000


Raise the indemnity limit for Express Mail merchandise from $500 to $5000





Reduce the limit for Express Mail document reconstruction from $50,000 to $500





	(2)	Registry


Simplify fee schedule by eliminating uninsured registry service over $100





	(3)	Post Office Boxes


Increase basic Group I fees by an average of 24 percent


Increase basic Group II fees by 100 percent


Eliminate basic fees for offices with no carrier delivery


Institute an annual $36 non-resident fee


Refine definitions of the fee categories





	(4)	Certified Mail/Return Receipts


Increase certified mail fee by 40 cents


Replace the two basic return receipt options with one option


Replace the two return receipt for merchandise options with one option





Clarify the categories of mail eligible to use return receipt for merchandise service





(5)	Special Delivery


Eliminate special delivery service


(6)	Postal Cards


Rename “postal cards” which are sold to customers by the Postal Service as “stamped cards”





Institute a 2-cent fee (above postage) for stamped cards





IV.	FINANCIAL FOUNDATION


	Each of the proposals summarized above involves a beneficial and justifiable reform of a special service.  Many of the proposals are designed principally to improve the value of a special service to users, or to meet mailers’ particular needs or demands.  Several of the proposals (especially post office boxes, certified mail, and return receipts) will also result in additional revenue and greater contributions to institutional costs from the affected special services.  In the case of the elimination of special delivery service, revenues and costs from the service will disappear, while demand for comparable services will increase.


	In the past, the Postal Service has typically made rate and classification changes as part of a set of general rate change proposals.  In part, this practice was influenced by financial policy determinations, by the convenience of adjusting many rates and fees simultaneously, and by the interrelationships among costs, revenues, and volumes of all mail and special services.  When more limited rate adjustments or the creation of new worksharing discounts have been proposed, the Postal Service has usually based its proposals on the financial projections underlying the most recent omnibus rate case.  In Docket No. MC95-1, the Postal Service broadened this approach by basing major reclassification proposals on the financial estimates supported by the most recent general rate case, with costs reallocated and rates constructed in such a way as to produce a “contribution neutral” result.


	In the interest of mitigating the impact of general increases on its customers, the Postal Service would like to moderate the pace toward the eventual need to increase overall revenues as a result of rising cost levels.  In Docket No. R94-1, the Postal Service’s moderation manifested itself through its choice of a test period under the Commission’s rules, and through pricing constraints complementing below-inflation revenue goals.  In the present case, the Postal Service is seeking certain demand-oriented price adjustments that had been previously deferred.  These adjustments would significantly increase revenues and contributions to institutional cost from selected special services.  The infusion of revenues from these sources would contribute to the Postal Service’s general financial policy goals, including the Board Of Governors’ concern for restoring equity.  The same logic could also apply to future proposals for new products or classification that would create additions to total revenues, outside of an omnibus rate case, and that would expand contributions to institutional costs.


	The Postal Service’s legitimate financial and other policy objectives can be pursued through rate and fee adjustments of the type proposed here, without proposing to change all rates and fees simultaneously.  These proposals are consistent with the Act as they are fair and equitable, and conform to the other ratemaking criteria, as explained below and in the testimonies of witness Needham (USPS-T-7 and USPS-T-8).  Below, I will address the selection of the test period on which these proposals are based, the revenue consequences of the proposals, and their relationship to the Postal Service’s goal of equity restoration.





	A.	TEST PERIOD


	The Postal Service has chosen to base its proposals on estimates for a FY 1996 test period projected by rolling forward a FY 1995 base year.  In electing FY 1996 as its test period, the Postal Service has, as in Docket No. R94-1, chosen a moderate basis that conforms to the Commission’s rules requiring a fiscal test year beginning no more than 24 months after filing.  In my opinion, FY 1996 is appropriate for several reasons:  (1) it is partially prospective at the time of filing; (2) it minimizes cost level increases compared to future fiscal years; (3) its estimates are likely to be more reliable than those for future fiscal years; and (4) it is likely to be representative of the period during which the fee changes proposed for the affected special services will be in effect.  I present the revenue estimates for this test period, and witness Patelunas (USPS-T-5) presents the cost estimates for this test period.�





	B.	REVENUE CONSEQUENCES


	The financial impact of the Postal Service’s proposals are estimated using the roll-forward model expense calculations presented in witness Patelunas’s testimony and workpapers, and the revenue forecast, which is presented in my workpapers.  The effects of the proposals on revenue, expenses, and net income are summarized in Exhibit A.  Of the proposed fee changes, those affecting post office boxes, certified mail, and return receipts will have the most significant effects on net income.  Certified mail and return receipt revenues will increase by $174.6 million, while expenses will decline by $25.3 million.  Post office box revenues are estimated to increase by $134.5 million, while attributable cost will decline by $12.8 million.�  The total impact of all the initiatives is an estimated increase in revenues of $339.9 million and an increase in expenses of only $0.5 million.  Annual income would be improved by the net of these two amounts, or $339.4 million.





	C.	EQUITY RESTORATION


	The Postal Service’s equity position presents an important consideration supporting the proposals in this case.  Historically, the Postal Service has incurred net losses and, consequently, has experienced a decline in equity over each rate cycle since Postal Reorganization, with the exception of the period following the Docket No. R80-1 rate changes from 1981 to 1984, and, so far, the current period.  Postal Service equity declined from $1.7 billion, when it began operations in July of 1971 to a negative $6.0 billion at the end of FY 1994.  The Postal Service has begun to reverse this trend.  Since implementation of the rates recommended in Docket No. R94-1, on January 1, 1995, the prospects appear very good that a substantial amount of equity can be restored over the period lasting until the next general rate change.  As shown in Exhibit B which depicts historical net income and losses, a net income of almost $1.8 billion was realized in FY 1995.  This increased equity to a negative $4.2 billion as of the end of FY 1995.�  Through Accounting Period 9 of FY 1996, an additional net income of $1.8 billion has been achieved.  Due to seasonal factors, however, the current FY 96 net income of $1.8 billion will likely decline substantially by the end of the fiscal year.  Nevertheless, a significant total net income is still anticipated, which would result in significant improvement in our equity position.


	Notwithstanding this progress, rising cost levels and possible adverse volume and revenue trends would tend to undermine the Postal Service’s equity position.  In this regard, the Board of Governors of the Postal Service recently affirmed the Postal Service’s commitment to restoring and maintaining equity over time.  In Resolution No. 95-9, adopted July 10, 1995, the Board issued a policy statement outlining a goal for restoring equity between general rate cases cumulatively in relation to the amount included for recovery of prior years losses in the most recent rate case.�  In connection with that goal, the Resolution further stipulated that, whenever it is projected that restoration of equity as specified might not be met, the Board and the Postal Service will take action to reduce costs and/or increase revenues.


	Unless some action is taken, net losses are likely to erode the progress made toward restoring equity in future years.  Consequently, measures that infuse new net revenues, along with containing costs, should be important objectives for the Postal Service.  In this regard, a report on equity restoration prepared by Price Waterhouse LLP for the Board of Governors provided significant advice as background to the Board’s policy pronouncement.�  In particular, the Report recommended that one of the major elements of the Postal Service’s action plan on restoration of equity should be “implementation of ratemaking reform initiatives such as demand-based pricing, experimental testing of new products, and procedural adjustments which will allow the Postal Service to react more quickly to market changes and revenue needs.”�


	The proposed changes in this filing that would significantly increase net income are supported by the Board’s policy objectives with regard to equity restoration.  In particular, in the context of an FY 1996 test period with a projected net income, the proposals in this Request that will increase net income are consistent with the goal of equity restoration and with the requirement to break even over time, as it has been interpreted in practice over the years.  As reflected in its pursuit of classification reform designed to promote cost savings in Dockets No. MC95-1 and MC96-2, postal management would prefer an alternative to substantial increases in all rates and fees.  Whenever it would  be consistent with the requirements and policies of the Act, the Postal Service would prefer to restrain costs and increase revenues, especially through justified demand-based pricing proposals, increasing volumes, and the introduction of new products that will increase contributions to institutional costs.  The current reform proposals for many of the special services are consistent with those objectives.�
V.	PRICING AND CLASSIFICATION POLICY GOALS


	Witness Needham explains in detail the Postal Service’s assessment of the proposed fee and classification changes under the ratemaking and classification criteria in 39 U.S.C. §§ 3662 (b) and 3623 (c), and the other policies of the Act.  Consistent with that discussion, the following outlines three major pricing and classification policy objectives that Postal Service management is seeking to accomplish in its Request.  These include: (1) to better reflect market conditions; (2) to realign fees to reflect costs; and (3) to streamline product offerings when appropriate.





	A.	BETTER REFLECT MARKET CONDITIONS


	In contrast to special service fee proposals in the most recent general rate case, certain of the Postal Service’s objectives in this filing have been significantly influenced by “marketplace” considerations.  The Postal Service believes that the interests of its customers and the public will be best served if its service offerings conform to sound principles of business and economics, consistent with the ratemaking provisions and policies in the Act.  In my opinion, this purpose will be furthered by greater orientation toward market conditions, including the prices of alternatives offered by other firms.  The Postal Service has therefore been influenced by this objective in developing the proposals in this request. The proposals for insurance, postal cards, post office box fees, certified mail, and return receipts have been formulated with particular reference to the market for comparable services available to our customers.


	In this regard, through several surveys, we are providing information that will help define the actual markets that are pertinent to consideration of the Postal Service’s proposals.  For instance, we have examined the commercial alternatives to post office boxes and what they offer.  In addition, we have evaluated the market alternatives to certified mail, and have addressed, with the aid of surveys, the need for expanded insurance, and the concerns related to simplifying the registered mail fee schedule.  In fact, the Postal Service is presenting more evidence pertaining to the markets for certain special services in this filing than in any previous filing.


	The Postal Service’s proposals also manifest this concern for a market orientation by their emphasis on demand factors in pricing, as explained by witness Needham.  Her general view that certain special services have a relatively high value of service is consistent with the testimonies of Postal Service witnesses in previous general rate cases who have indicated that the allocations of institutional costs for certain of these special services have been held lower than the value of service would support.�  This consideration particularly affects determination of the fee levels and structure for post office boxes, but it also affects certified mail and return receipts.  Like post office boxes, certified mail and return receipts represent premium services� that are currently priced much lower than a premium markup would dictate.  The fees proposed by witness Needham would alleviate that circumstance by better reflecting the value of the service.  In this regard, the Postal Service in the current case provides evidence addressing the market in which certified mail and return receipts operate.  As indicated by the study, the closest alternatives cost much more.





	B.	REALIGN FEES TO REFLECT COSTS


	As required by the Act and as sound business practice, as well, it is important that postal services recover their causally connected costs.  In two respects, moreover, the Postal Service has determined that refinements could be made that would better reflect the cost, as well as the logic, of the service offerings from the customer’s perspective.  First, with respect to postal cards, the Postal Service’s proposal reflects the logic behind the existing fee structure for stamped envelopes, which separates the recovery of the costs of producing the physical mailpiece from the rate of postage.  Accordingly, the Postal Service has proposed a special service classification to establish a separate fee for postal cards.  Second, with regard to post office box fees, the Postal Service’s proposals reflect the objective of ensuring that the box fees in non-city delivery offices (Group II) are better aligned with costs.  In this respect, the Postal Service has moved the level of fees for this group more in the direction of fees for city-delivery offices (Group I), which are currently the only post office box fees making a contribution to institutional costs.  In my opinion, this change also makes the fees for post office boxes fairer and more equitable overall.  We intend to phase out the substantial difference in fees between city and non-city delivery offices over time.  This goal is justified, especially given the fact that the expansion of the suburbs to formerly more rural areas, coupled with similar cost levels, blurs distinctions which might have been more significant in the past.





	C.	STREAMLINE PRODUCT OFFERINGS WHEN APPROPRIATE


	Along with the fees, the Postal Service has evaluated the services themselves to see if particular features are outmoded or unduly complicated.  As a result, we are proposing revisions in registered mail and return receipt service that will create more understandable, user-friendly schedules, and that will improve the quality of retail registered and return receipt transactions.


	In other respects, the proposed changes clarify existing services.  For example, we are proposing changes in how we administer distinctions among post office box fee groups.  We also propose to reduce the maximum indemnity for Express Mail document reconstruction.  As explained by witness Needham, the existing limits of $50,000 per piece imply much higher levels of indemnities to customers than are appropriate.  In making this proposal, the Postal Service seeks to provide its customers with a more realistic understanding of what document reconstruction entails and to clarify expectations in the event of conflicts involving loss or damage.  We are also proposing clarification of the categories of mail eligible to be sent using return receipt for merchandise service in order to simplify the retail transaction and clear up some current  misunderstandings.


	In addition, the Postal Service is currently revising the forms used in conjunction with special services.  The end result of this effort will be forms that are easier for customers to use, less expensive to stock at postal facilities, and more conducive to automated operations.





VI.	OTHER POLICY CONSIDERATIONS


	The Postal Service’s proposals embody a number of other policy objectives and considerations not encompassed by the above discussion.  In the following section, I would like to amplify some of these.





	A.	POST OFFICE BOXES AND CERTIFIED MAIL


	The Postal Service recognizes that the percentage increases resulting from its post office box and certified mail fee proposals are significant.  While the box fees for Group III nondelivery customers will decrease by 100 percent, most customers will see box fee increases of at least 25 percent.  Non-city delivery �
customers will face increases of 100 percent or more.�  Certified mail fees are proposed to increase 36 percent.�  The decision to seek these increases was not taken lightly or arbitrarily.  The following elaborates on Postal Service management’s policy judgments in making these proposals.


	First, the fee increase proposals need to be placed in perspective.  While the post office box fee increases for some non-city delivery customers sound large when expressed in percentage terms, the dollar amounts actually are quite modest.  The 100 percent increases amount to only $0.67 per month for the most popular box size, and $1.08 per month for the next most popular box size.  The resulting fee increases for box sizes 1 through 3 are less in dollar amount than the increases for city delivery customers.  The 36 percent fee increase for certified mail (and the enhanced return receipt service) are also reasonable.  There were about 268 million certified transactions last year, or about three per household.  The maximum additional cost for these transactions, assuming they also include the enhanced basic return receipt service, would be $2.40 per year.  That amounts to 0.005 percent of personal income.�  Even for businesses that, for example, face a legal requirement for using certified mail, the impact will not be a large additional expenditure.


	Second, although the Postal Service believes that its pricing policies should conform to sound business principles under the Act, it is fully aware of the Postal Service’s role as a basic means of distributing messages and other materials to the public.  As a matter of policy, the Postal Service should be careful not to take advantage of customers when alternatives are not available.�  In this regard, it is important to keep in mind that the Postal Service provides carrier delivery to almost every address in the country, at no charge to the addressee.  In a relatively few offices, however, carrier delivery is not provided.  The Postal Service's post office box fee proposals in this case account for that circumstance by offering box service at no charge to a boxholder who is not eligible for carrier service.


	Finally, another benefit from the proper pricing of post office boxes has to do with how it affects the availability of boxes through internal postal spending decisions.  To the extent that the current fee structure does not accurately reflect market values for space in different locations, or with respect to rural versus urban environments, the fees can send postal managers the wrong signals for decisions about use of rental space.  In other words, the space costs for adding new boxes at current market rates may exceed the revenue potential from those boxes, despite an apparent customer need, because other uses of the space will be perceived as more efficient.  The proposed fee increases will provide additional revenue potential to encourage the addition of post office boxes in some instances.  In fact, low revenue potentials under the existing fee structure currently serve as an incentive to provide boxes only in low-cost areas, which are frequently not the locations which customers desire.  Moreover, I believe that there are customers at popular offices who are quite willing to pay the higher fees we propose, but are unable to obtain box service at the lower fees because no boxes are available.  I believe that the Postal Service’s proposal in this case will ameliorate that situation.


	In conclusion, the absolute increases in fees proposed by the Postal Service for post office boxes and certified mail are reasonable when viewed in perspective and do not violate principles of fairness and equity.  In addition, the Postal Service has proposed a more rational post office box pricing scheme which reflects market conditions, costs, and public policy.  Under these proposals, similar services with similar costs would be priced in a similar manner.  In keeping with the mission of the Postal Service, furthermore, free box service would be provided in offices where no carrier delivery is available.  Clarifying the fee schedules through better definitions of how the fees apply to different categories of customers would also provide a more coherent fee administration policy.





	B.	CONSIDERATION OF COST COVERAGES


	Exhibit C provides the cost coverages for the affected special services from before and after rates analyses for FY 1996.  In my opinion, given the new information we are providing in this docket, including the analysis of the rate and classification criteria by witness Needham, the new cost coverages are reasonable, and consistent with the systemwide Docket No. R94-1 cost coverage of 157 percent.


� Including caller service.


� Because of the limited nature of the Postal Service’s proposals in this case, and the particular categories to which they apply, estimates of accrued costs have not been adjusted by a contingency factor.  For the limited fee changes proposed in this filing, we have concluded that this is reasonable.  In no way, however, should the Postal Service’s filing be treated as a change in interpretation of the requirement in 39 U.S.C. §3621 that estimates of total costs include a reasonable provision for contingencies.





� A detailed explanation of how post office box revenues were estimated is provided in the appendix to my testimony.  Post office box costs are developed in witness Patelunas’s testimony and workpapers.


� Net incomes and losses historically have been the main drivers of changes in equity.


� Library Reference SSR-112.


� Id.


� Id. at 16.


� See, e. g., Docket No. R80-1, USPS-T-11, at 19 (witness Redic); Docket No. R87-1, USPS-T-17, at 49 (witness Lyons); Docket No. R90-1, USPS-T-18, at 55-56 (witness Lyons); Docket No. R94-1, USPS-T-12, at 61, 66 (witness Foster).





� USPS-T-8 at 68, 85-88 (witness Needham).


� The highest percentage increases will apply to nonresident boxholders in non-city delivery offices.  These customers are about 6 percent of all box customers in non-city delivery offices, and less than 3 percent of all box customers.  Workpaper C at 3.  Moreover, these customers, for the most part, could avoid this large increase by switching their box to their local post office.





� Moreover, the return receipt service restructuring will enhance the service for most customers, but also increase their fee by 36 percent.





� This is a worst case analysis for individuals assuming that they are responsible for all certified/return receipt transactions.


� As explained more fully by witness Needham, 39 U.S.C. § 3622 (b) (5) indicates that the Postal Service and the Commission should consider available alternatives in assessing rate and fee proposals.
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