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INTRODUCTION


My name is Ralph L. Luciani.  I am a Vice President of PHB Hagler Bailly, an economic and management consulting firm specializing in public policy and corporate strategy.  PHB Hagler Bailly was formed through the merger of Putnam, Hayes & Bartlett, Inc. and Hagler Bailly, Inc. (collectively, “PHB”) in 1998.  


I have 15 years of consulting experience analyzing economic and financial issues affecting regulated industries, including costing, ratemaking, business planning, and competitive strategy issues.  Since 1990, I have directed PHB’s analytic investigations of United States Postal Service (“Postal Service”) costing and rate design issues.  In Docket No. R90-1 and again in Docket No. R94-1, I assisted Dr. George R. Hall in the preparation of analyses and testimony regarding the attributable costs, cost coverages, and rate design of Parcel Post, Priority Mail, and Express Mail.  In Docket No. R94-1, I assisted Dr. Colin C. Blaydon in the preparation of analyses and testimony concerning the treatment of mixed mail costs in the In-Office Cost System (“IOCS”).  In Docket No. MC95-1, I presented testimony regarding the costs associated with parcels handled by the Postal Service in First Class Mail and in Standard (A) Mail.  I also presented supplemental testimony in Docket No. MC95-1 regarding rate design for Standard (A) Mail parcels.  In Docket No. R97-1, I presented testimony regarding the costing and rate design of Parcel Post and Priority Mail.  


Since 1995, I have visited and observed the operations at a number of Postal Service facilities, including the Washington BMC on two different occasions, two Sectional Center Facilities, three Associate Offices/Delivery Units, a HASP (”Hub and Spoke Project”) facility, and an Air Mail Center.


I hold a B.S. with University Honors in Electrical Engineering and Economics from Carnegie Mellon University.  I also hold an M.S. with Distinction from the Graduate School of Industrial Administration at Carnegie Mellon University.  Prior to joining PHB in 1985, I worked as an Edison engineer at General Electric Company and as a financial analyst at IBM Corporation.

PURPOSE OF TESTIMONY AND

SUMMARY OF CONCLUSIONS

I have been asked to investigate the costing and rate design proposals of the Postal Service as they pertain to Parcel Post and Priority Mail.  In addition, I have estimated the impact on the Base Year and Test Year revenues and attributable costs of Parcel Post, Priority Mail, and Express Mail that result from the recommendations of UPS witnesses Sellick (UPS-T-2 and UPS-T-4), Neels (UPS-T-1 and UPS-T-3), Sappington (UPS-T-6), and myself.  As part of this investigation, I have reviewed the testimony and workpapers of Postal Service witnesses Harahush (USPS-T-3), Tolley (USPS-T-6), Kingsley (USPS-T-10), Meehan (USPS-T-11), Baron (USPS-T-12), Raymond (USPS-T-13), Kashani (USPS-T-14), Smith (USPS-T-21), Kay (USPS-T-23), Eggleston (USPS-T-26), Daniel (USPS-T-29), Mayes (USPS-T-32), and Plunkett (USPS-T-36).


Based on my review, I have reached the following conclusions with respect to the Postal Service’s proposals:

1.
The Postal Service has understated the attributable costs associated with Parcel Post and Priority Mail;

2.
The Postal Service has overstated the revenues associated with Parcel Post;

3.
The changes recommended by UPS witnesses to the costs, revenues, volumes, and cost coverages of Parcel Post, Priority Mail, and Express Mail lead to significant changes in the rate increases necessary for these subclasses;

4.
The Postal Service has overstated the costs avoided by Parcel Post worksharing; and 

5.
The passthroughs for Parcel Post DSCF-entry and DDU-entry should be decreased from those recommended by the Postal Service.

THE POSTAL SERVICE HAS UNDERSTATED

THE ATTRIBUTABLE COSTS ASSOCIATED

  WITH PARCEL POST AND PRIORITY MAIL.  

A.
Advertising Costs
The Postal Service has agreed that it underestimated advertising costs for Parcel Post, Priority Mail, and Express Mail in its initial filing. In the Base Year there should be $20 million of advertising costs for Parcel Post, an additional $38.3 million for Priority Mail, and an additional $0.4 million for Express Mail.  In the Test Year there should be $18.5 million of advertising costs for Parcel Post, an additional $38.3 million for Priority Mail, and an additional $0.4 million for Express Mail.  Postal Service witness Kay issued an errata to her testimony in which she included these additional costs as Product Specific costs under the Postal Service’s costing method (USPS-T-23 , pages 14 and 16, as revised March 13, 2000).

Advertising costs are properly treated as specific fixed attributable costs under the Commission’s costing method.   Thus, the Test Year After Rates attributable costs under the Commission’s costing method provided in Library Reference USPS-LR-I-131 need to be increased by $18.5 million for Parcel Post, $38.3 million for Priority Mail, and $0.4 million for Express Mail.  


B.
Parcel Post Final Adjustments
In a final step of his roll forward model, Postal Service witness Kashani adjusts the rolled forward Test Year attributable transportation costs for Parcel Post downward.  The adjustments were derived by Postal Service witnesses Eggleston and Daniel based on changes in the estimated relative volume mix by rate category.  Ms. Eggleston adjusts for the increased share of DBMC-entry Parcel Post pieces from the Base Year to the Test Year (Tr. 13/5201).  Using Ms. Eggleston’s estimates of DBMC-entry, DSCF-entry, and DDU-entry transportation costs per piece, Ms. Daniel adjusts Parcel Post transportation costs for the inclusion of DSCF-entry and DDU-entry pieces in the Test Year, since the DSCF-entry and DDU-entry discounts were not in effect during the Base Year (Response to UPS/USPS-T28-3, filed April 5, 2000).

Ms. Daniel calculates that Parcel Post Test Year transportation costs should be reduced by $10 million Before Rates and $21 million After Rates due to the “post-mix” appearance of 30 million DSCF-entry and DDU-entry parcels.
  Ms. Daniel assumes that Parcel Post’s “pre-mix” transportation costs do not reflect any cost savings from entering parcels at the DSCF or at the DDU.
 


However, Ms. Eggleston’s Test Year transportation costs for DBMC-entry Parcel Post have already been reduced from what they otherwise would have been because 7.11% of  DBMC-entry pieces were entered at a DSCF, thereby already saving a leg of intermediate transportation from the DBMC to the DSCF (USPS-T-26, page 24, and Attachment M, page 3).
  This means that Ms. Eggleston’s estimate of transportation cost incurred by DBMC-entry Parcel Post in the Base Year already reflects, before any further adjustment by Ms. Daniel to reflect the cost savings of DSCF-entry, the cost savings resulting from the 7.11% of those DBMC parcels that were actually entered at a DSCF even in the absence of a DSCF-entry discount.  This lowers Ms. Eggleston’s estimate of the transportation cost incurred by destination entry Parcel Post.  Ms. Daniel then applies Ms. Eggleston’s transportation cost estimate as if it did not reflect any transportation savings from DSCF entry.  This yields a double-count of transportation savings.

Assume, for example, that 7.11% of combined DSCF and DBMC volume was entered at the DSCF in the Test Year both “pre-mix” and “post mix” -- in other words, there was no mix change at all.  Obviously, there should be no mix adjustment in that situation.  However, under Ms. Daniel’s approach, there would be a mix adjustment.  As shown in Table 1, below, Ms. Daniel would use the weighted average DBMC/DSCF- entry transportation cost per piece derived by Ms. Eggleston as the “DBMC-entry only” transportation cost in the post-mix case, even though the average already reflects the lower cost of DSCF entry.   In other words, the approach would assume a pre-mix transportation cost of $0.660 per cubic feet and a post-mix transportation cost of $0.636 per cubic feet, when no mix change has occurred.  As a result, the approach would show that Parcel Post transportation costs are lower post-mix when in fact they have not changed. 

Table 1: Illustration of Transportation Adjustment Double-Count


Pre-Mix
Post-Mix


Volume Share
Transport Cost ($/pc)
Volume Share
Transport Cost ($/pc)

DBMC
92.89%
$0.685
92.89%
$0.660

DSCF
7.11%
$0.330
7.11%
$0.330

Weighted Average

$0.660

$0.636

The double-count can be easily fixed simply by recognizing that 7.11% of DBMC-entry volume is already entered at a DSCF in the pre-mix starting point, and therefore reducing Ms. Daniel’s calculated DSCF-entry transportation savings to that extent.  In so doing, the TYAR final adjustment for transportation is reduced by $6.6 million to $7.7 million, thereby increasing Parcel Post attributable costs by the same amount, as summarized in the table below.  See Exhibit UPS-T-5A for further detail.

Table 2: Corrected Test Year Parcel Post Transportation Final Adjustment

(Commission’s Costing Method, Millions of Dollars)


TYBR
TYAR

Transportation Final Adjustment As Filed (USPS-LR-I-140)
(10.0)
(20.9)

Corrected Transportation Final Adjustment
(2.3)
(14.3)

Increase in Parcel Post Attributable Costs
7.7
6.6

Source: Exhibit UPS-T-5A


C.
City Carrier Elemental Load Costs Should 


Be Distributed By Weight.                             


Postal Service Witness Daniel distributes city carrier elemental load cost by weight within the First Class Mail Presort and Standard Mail (A) categories.  Elemental load includes the time spent handling mail pieces at the point of delivery (USPS-T-28, page 8).  Ms. Daniel notes, quite reasonably, that the cost of city carrier delivery of heavier parcels is significantly higher than for lower weight parcels in those categories (USPS-T-28, pages 3, 8-9).  

Although Ms. Daniel’s testimony was provided for the purpose of guiding the Postal Service’s costing and rate design witnesses (USPS-T-28, page 3), Postal Service Witness Meehan fails to incorporate Ms. Daniel’s recommendation in her distribution among the classes and subclasses of mail of elemental load cost for city carrier regular routes (Tr. 6/2665-67).  If weight is a proper basis for reflecting cost differences within the narrow ranges from one ounce up to thirteen ounces for First Class Mail Presort and from one ounce up to sixteen ounces for Standard Mail (A), then it surely should be used in the case of the more significant weight differences between the lighter weight and the heavier weight classes of mail.  The Commission should apply Ms. Daniel’s recommendation to all classes of mail and distribute the parcel shape costs for city carrier regular route elemental load time to subclasses by weight, rather than by piece volumes. 

The impact of distributing the parcel shape costs by weight for city carrier elemental load time for regular routes is summarized in Table 3, below, which reflects the Commission’s costing method.  The new distribution key is based on the product of average weight and City Carrier System volume data for each subclass for parcel shaped items.
  As Table 3 shows, the volume variable costs for Parcel Post and for Priority Mail increase significantly.  See Exhibit UPS-T-5B for further detail.

Table 3: Distribution of City Carrier Regular Route Elemental Load Costs

(Commission Costing Method, Millions of Dollars, Base Year)


As Filed – 
Distributed by Piece 
Corrected – Distributed by Weight 
Change

First Class
   669.9
   644.6
(25.3)

Priority Mail
     49.9
     69.0
19.1

Express Mail
     24.5
     25.6
 1.2

Periodicals
     94.1
     86.8
 (7.3)

Standard (A)
   728.1
   677.8
(50.3)

Parcel Post
     26.4
     80.6
54.2

Other
   164.0
   172.5
 8.5

Total
1,756.9
1,756.9
 0.0

Source: Exhibit UPS-T-5B


The distribution of city carrier Street Support costs is also affected by a change in the underlying distribution of city carrier elemental load costs, and the impact on Street Support costs is provided in Exhibit UPS-T-5B.


The two cents per pound charge used in the rate design for Parcel Post and Priority Mail to account for weight-related non-transportation costs helps capture the impact of weight on costs within those specific subclasses.  Indeed, the Postal Service argues that one of the reasons for the two cents per pound adder for Parcel Post is the extra cost incurred by city carriers in delivering higher weight pieces (Tr. 13/5082).  Similarly, the allocation of elemental load to subclasses should be more heavily weighted to those subclasses that contain heavier weight parcels.

The A.T. Kearney Data Quality Study recommended the development of “engineering studies that track weight in conjunction with other mail cost-causing characteristics through the entire production process” (Data Quality Study, Summary Report, April 16, 1999, page 94).  The A.T. Kearney study also recommended updating the city carrier special studies which were last performed in the mid-1980’s noting that this “will improve this data and will have a large impact on the precision of many sub-class’s UVVCs [Unit Volume Variable Costs]” (id. at 44).  Further investigation into the effect of weight on other cost components as part of this updating would lead to higher quality data in future rate cases.


D.
The Cost of Sequencing Parcels by City Carriers Should 


Be Assigned to Parcels.                                                        

Letters and flat-shaped mail are sequenced (cased) for delivery by city carriers in the office, while parcels are sequenced (i.e., sorted into delivery order) outside the office during the loading of the city carrier’s vehicle or while en route. Tr. 5/2093 (Kingsley), 19/8081-82 (Raymond).  Thus, while IOCS, which samples only in-office activities, captures the full sorting costs for letters and flats, it does not do so for parcels.

Just as for the other shapes of mail which are sequenced by the carrier in-office, the cost for the sequencing of parcels is significant, as each individual parcel must be examined and put in proper delivery order.  Unlike letters and flats, the sequencing costs for parcels are buried within city carrier Street Support costs or Driving Time, which include generic activities such as driving to the beginning of the route and driving back to the office from the end of the route. Tr. 19/8084 (Raymond).   Street Support costs are distributed to subclasses as a piggyback off of the distribution of the remainder of city carrier costs for each category – load, access, route, and office.  Therefore, the cost of sequencing parcels for delivery on city carrier regular routes is distributed to all types of mail, not just to parcels.

I recommend that the cost of sequencing parcels be removed from city carrier Street Support costs and distributed to subclasses directly by shape, as is done in the case of the sequencing of letters and flats.  

I have derived parcel sequencing costs by multiplying the cost per piece for sequencing parcels by the volume of parcels delivered in each subclass as estimated by Postal Service Witness Harahush.  The cost per piece for sequencing parcels was obtained by multiplying the city carrier wage rate by the city carrier sequencing time per parcel taken from the Postal Service’s confidential Engineered Standards study.   The Engineered Standards study is based on time standards rather than actual observations.  In practice, city carriers are likely not yet meeting those time standards since they reflect more efficient operating procedures than are now used, Tr. 19/8122-23 (Raymond), and thus the cost per piece for sequencing parcels obtained using the results of the time standards study is a conservatively low estimate.

These parcel sequencing costs are then removed from Street Support.  The parcel sequencing costs are assumed to have the same volume variability as city carrier in-office costs, since the activity is essentially the same in both cases.  This change was implemented only for those subclasses with heavier weight parcels  -- Priority Mail and Standard Mail (B) -- given that lighter weight parcels can include samples that are not individually sequenced, and can include parcels that are removed by the carrier from parcel hampers and sorted into letter or flat trays in the office (Tr. 5/2091, 19/8081-82, 8086).

The resulting change in volume variable costs for each subclass is shown in Exhibit UPS-T-5C, which is being filed under seal because it uses data taken from the Engineered Standards study.  Total attributable costs increase due to the higher volume variability of in-office costs. 


The recommended methodology and the resulting cost distribution to individual subclasses of mail would be much improved by a study of the cost of sequencing parcels outside of the office.  I urge the Commission to recommend that the Postal Service perform such a study.


E.
The Cost of Exclusive Parcel Post Delivery



Routes Should Be Treated as Specific Fixed Costs.
City Carrier Special Purpose Routes include Exclusive Parcel Post Routes, Parcel Post Combined Routes, Collection Routes, OMMS and Other.  Exclusive Parcel Post Routes are regular routes devoted entirely to the delivery of Parcel Post.  Tr. 6/2662-63.  Thus, all of the costs associated with Exclusive Parcel Post Routes should be assigned to Parcel Post.  The total costs incurred in the Base Year for Exclusive Parcel Post Routes was $37.4 million (Tr. 6/2663).  

Ms. Meehan’s distribution of Special Purpose Route  costs is based on a study performed by Postal Service Witness Nelson in Docket No. R97-1 (Tr. 21/8553).  Based on the data Ms. Meehan has been able to obtain from that study, it is not possible to tell what the distribution key was for each individual type of Special Purpose Route. Tr. 6/2663-65.  However, across all of the SPR route types, Ms. Meehan distributes only $11.0 million to Parcel Post.

It is clear that Parcel Post should be attributed some share of the costs of the other types of Special Purpose Routes (e.g., Parcel Post Combined Routes).  However, in the absence of better data, a very conservative means of dealing with this issue is to assign to Parcel Post the difference between the total cost of the Exclusive Parcel Post Routes and the total Special Purpose Route costs attributed to Parcel Post.  That difference is $26.4 million, as shown in Table 4, below.  These costs may be treated as a Product Specific cost under the Postal Service’s costing method, or as a specific fixed cost under the Commission’s costing method.

Table 4: Specific Fixed Costs for Exclusive Parcel Post Routes

(Commission’s Costing Method, Millions of Dollars, Base Year)


Special Purpose
 Route Costs

Exclusive Parcel Post Route Costs
37.4

Special Purpose Route Costs Assigned to Parcel Post
11.0

Amount to Treat as Parcel Post Specific Fixed Costs
26.4

Because this is a very conservative means of estimating the amount of costs that should be attributed to Parcel Post, I urge the Commission to recommend that the Postal Service perform a more refined investigation of this issue for subsequent rate cases.

THE POSTAL SERVICE HAS OVERSTATED THE

REVENUES ASSOCIATED WITH PARCEL POST.
Postal Service Witness Plunkett projects a significant decline in OMAS and Alaska volume from the Base Year to the Test Year, but, inexplicably, assumes OMAS and Alaska revenues will increase significantly over this same period.  This is inconsistent and clearly wrong.  He stated that he projected OMAS and Alaska revenue based on the underlying growth of Parcel Post in conformance with historical practice (Tr. 13/5020).  Such an approach might be proper if he also projected an increase in OMAS and Alaska volume based on the underlying growth of Parcel Post, but it makes no sense in the face of the substantial decline in OMAS and Alaska volume which he projects.

Since OMAS and Alaska pieces are subsets of the other Parcel Post rate categories, Mr. Plunkett is double-counting revenues.  Because OMAS and Alaska volume are assumed to decrease from the Base Year to the Test Year, the volumes of intra-BMC, inter-BMC, and DBMC in the Test Year are higher than they otherwise would be.  This makes the Test Year revenues for intra-BMC, inter-BMC, and DBMC higher than they otherwise would be.  To then increase the OMAS and Alaska revenue despite the OMAS and Alaska volume decrease is inconsistent and is a clear double-count.

I have corrected this overstatement of Parcel Post revenues as shown in Table 5, below.  I used the Base Year revenue per piece for Alaska and OMAS provided by Mr. Plunkett, adjusted it for the rate increase from Docket No. R94-1 to Docket No. R97-1 that took place in FY1999 (approximately 21%, given that the Alaska and OMAS pieces are largely charged intra-BMC and inter-BMC rates), and then multiplied it by Mr. Plunkett’s volume estimates for Alaska and OMAS in the Test Year Before Rates.  As shown, the total revenue for Parcel Post decreases by $8.1 million ($23.5 million as filed minus $15.4 million corrected) in the Test Year Before Rates once corrected. See Exhibit UPS-T-5D for further details, including the similar $8.4 million correction in the Test Year After Rates.

Table 5: Correction of Test Year OMAS and Alaska Parcel Post Revenue


Postal Service As Filed
As Corrected


Base Year
Test Year
% Change 
Base Year
Test Year
% Change

Revenue ($000)
18,968
23,486
24%
18,968
15,390
-19%

Volume (000)
3,488
2,327
-33%
3,488
2,327
-33%

Rev./Pc. ($/pc.)
5.43
10.09
86%
5.43
6.61
21%

Source: Exhibit UPS-T-5D

CHANGES TO PARCEL POST, 

PRIORITY MAIL, AND EXPRESS MAIL

 REVENUES AND COSTS BY UPS WITNESSES

A.
Base Year 1998
UPS witnesses Sellick, Neels, and I recommend a number of changes to Parcel Post, Priority Mail, and Express Mail costing for the Base Year, including:

1. Use of the Domestic RPW as the sole source of Base Year Revenue, Pieces, and Weight for Parcel Post (Sellick, UPS-T-4);

2. Use of Postal Service Witness Degen’s improvements to the Commission’s Cost Segment 3 cost allocations (Sellick, UPS-T-2);

3. 100% volume variability for mail processing costs (Neels, UPS-T-1, and Sellick, UPS-T-2);

4. Reallocation of dedicated air network costs in Cost Segment 14 (Neels, UPS-T-3);

5. Reallocation of highway transportation costs in Cost Segment 14 (Neels, UPS-T-3);

6. Allocation of city carrier elemental load costs by weight for parcels (Luciani);

7. Distribution to parcels of the cost of sequencing parcels by city carriers (Luciani);

8. Distribution of the cost of Exclusive Parcel Post Special Purpose Routes solely to Parcel Post (Luciani); and

9. Ms. Kay’s advertising cost corrections (Luciani).

I have calculated the combined impact of these changes on Parcel Post, Priority Mail, and Express Mail under the Commission’s costing method.  As a simplification, piggyback factors are used to capture the impact of the recommended changes on cost segments other than Cost Segments 3, 7, and 14.  The results are summarized in Table 6, below.

Table 6: Base Year Revenue and Attributable Cost

(Commission’s Costing Method, Millions of Dollars)


As Filed (USPS-LR-I-130)

As Corrected


Revenue
Attributable Cost
Cost Coverage
Revenue
Attributable Cost
Cost Coverage

Priority Mail
4,187.4
2,693.2
155%
4,187.4
2,911.6
144%

Express Mail
   854.5
   619.5
138%
   854.5
   508.7
168%

Parcel Post
   947.9
   880.9
108%
   823.6
1,041.1
 79%

Source: UPS-Luciani-WP-3


B.
Test Year After Rates With Postal Service Proposed Rates
Based on a simplified roll forward process, I have estimated the results of rolling forward the Base Year to the Test Year After Rates, using the proposed Postal Service rates as the basis.  Additional changes to the Base Year changes noted above include: 

1. A revised Parcel Post Test Year volume projection, based on corrected Base Year volumes;

2. Corrected Parcel Post OMAS and Alaska Test Year Revenue; and

3. Corrected final adjustments for Parcel Post.

The resulting cost coverages under the Postal Service’s proposed rates are shown in Table 7, below.

Table 7: TYAR Revenue and Attributable Cost

(Commission’s Costing Method, Postal Service Proposed Rates)


As Filed (USPS-LR-I-131)
As Corrected


   Revenue
Attributable
Cost
Cost Coverage
Rate Increase
  Revenue
Attributable Cost
Cost Coverage
Rate Increase

Priority Mail
5,542.3
3,389.0
164%
15%
5,542.3
3,653.7
152%
15%

Express Mail
1,068.6
719.3
149%
4%
1068.6
590.6
181%
4%

Parcel Post
1,211.5
1,082.0
112%
2%
991.2
1216.1
82%
2%

Source: UPS-Luciani-WP-3


C.
Test Year After Rates – Revised Cost Coverages
I have calculated the Priority Mail and Parcel Post rate increases that would result from the cost coverage recommendations provided by UPS Witness Sappington, as shown in Table 8, below.  Table 8 also shows the rate increase needed for Express Mail to cover its revised costs using the Postal Service’s proposed markup ratio normalized to the systemwide coverage.

Table 8: TYAR Revenue and Attributable Cost

(Commission’s Costing Method, Revised Cost Coverages)


As Filed (USPS-LR-I-131)
As Corrected and Revised


   Revenue
Attributable Cost
Rate Increase
  Revenue
Attributable Cost
Cost Coverage
Rate Increase

Priority Mail
5,542.3
3,389.0
15%
5,787.9
3,288.2
176%
40%

Express Mail
1,068.6
719.3
4%
1,191.8
603.6
197%
13%

Parcel Post
1,211.5
1,082.0
2%
997.7
898.7
111%
31%

Source: UPS-Luciani-WP-3


D.
 Parcel Post Volumes and Revenue Adjustment Factors

I have updated Mr. Plunkett’s analysis to derive Revenue Adjustment Factors for Parcel Post based on the corrected Parcel Post Base Year volumes recommended by Mr. Sellick.  The results are provided in UPS-Luciani-WP-3.   I then updated Postal Service Witness Tolley’s analysis of Parcel Post volumes to reflect Mr. Sellick’s recommendations by correcting the actual Parcel Post volume data for Base Year 1998, and re-running Dr. Tolley’s model to predict Parcel Post volume by rate category for the Test Year Before and After Rates.  The results are summarized in Table 9, below.  See UPS-Luciani-WP-3 for further detail.

Table 9: Corrected Projection of Parcel Post Volumes
(000)


Postal Service As Filed
As Corrected


Base Year
TYBR
Base Year
TYBR

Intra-BMC
  42,121
  28,817
  48,172
  35,675

Inter-BMC
  64,314
  51,620
  67,745
  57,473

DBMC
209,713
298,009
150,562
223,126

Total
316,148
378,447
266,479
316,274

Source: UPS-Luciani-WP-3

THE POSTAL SERVICE HAS OVERSTATED THE

COSTS AVOIDED BY PARCEL POST WORSHARING.

A.
DBMC-Entry Mail Processing Cost Avoidance Is Overstated.

As in Docket No. R97-1, the Postal Service is again proposing a much greater rate increase for inter-BMC and intra-BMC Parcel Post than for DBMC-entry Parcel Post, as shown in Table 10, below.  

Table 10: Rate Increases by Parcel Post Rate Category


R97-1 Postal Service Proposed Rate Increase
R2000-1 Postal Service Proposed Rate Increase

Non-workshared Inter-BMC
16.5%
10.0%

Non-workshared Intra-BMC
21.6%
9.4%

DBMC-Entry
3.7%
0.5%

Source: UPS-T-4, page 24 (R97-1), Tr. 13/5010

The Commission mitigated the differential somewhat in Docket No. R97-1.  Nevertheless, the Postal Service again proposes much higher rate increases for intra-BMC and inter-BMC Parcel Post than for dropshipped Parcel Post.  

These disparate rate increases by rate category are largely driven by increases in the Postal Service’s estimates of the dropshipment mail processing cost avoidance derived using an outdated “top-down” estimation technique.  In the outdated “top-down” approach, outgoing mail processing costs at non-BMCs obtained from IOCS data are divided by the Parcel Post volume entered upstream of the BMC to estimate the DBMC-entry cost avoidance. The top-down approach uses (1) the old LIOCATT cost breakdown in Cost Segment 3.1 that has since been abandoned for general cost allocation purposes in favor of the MODS-based approach, and (2) a rough estimate of the volume entered upstream of the BMC based on outdated studies (performed in 1990 and 1993).  

Moreover, outgoing Parcel Post costs at non-BMCs include costs at MODS pools for flat sorting machines, international mail, etc., that do not make much sense when one is attempting to determine Parcel Post costs.  Thus, it is no surprise that we see inexplicable changes in the cost savings estimates over time, as shown in Table 11, below.  For example, as Table 11 shows, the outdated top-down technique’s estimation of outgoing mail processing costs have increased dramatically from Docket No. R97-1, even though the volume of intra-BMC and inter-BMC mail entered upstream of the BMC which gives rise to these costs has fallen.

Table 11: Top-Down Estimates of DBMC-Entry
Mail Processing Avoided Costs  


Postal Service R90-1
Postal Service R97-1
Postal Service R2000-1

Non-BMC Outgoing Mail Processing Costs
  15,166
  40,401
  51,153

Volume Entered Upstream of BMC (000)
112,185
112,738
103,287

TY/BY Wage Rate Adjustment Factor
 1.1677
   1.053
   1.124

Test Year DBMC Cost Avoided
14.1 (a)
    37.7
   55.7

(a) Derived separately for machinable and non-machinable and then averaged.

Source:  R90-1, USPS-T-12 (Acheson); R97-1, USPS-T-28, Exhibit C (Crum); USPS-T-26 (Eggleston), Attachment F


Finally, the top-down technique has a basic presumption that non-BMC outgoing mail processing costs cannot be incurred by DBMC-entry parcels.  I asked Mr. Sellick to test this presumption using the IOCS database and programs.  Mr. Sellick calculated that nearly 20% of the non-BMC outgoing mail processing costs determined by the Postal Service is based on IOCS observations in which the Parcel Post piece examined is a DBMC-entry parcel.  See Exhibit UPS-T-5E.  To state the obvious, counting costs incurred by DBMC-entry parcels as avoided by DBMC-entry parcels is a serious error.


As a result of Ms. Eggleston’s modeling of Parcel Post costs, there is now available a better way of determining dropshipment rates than to rely on the Postal Service’s outdated and erroneous top-down technique.  DBMC-entry rates are determined by subtracting DBMC avoided costs from intra-BMC rates.  Thus, the DBMC mail processing avoided cost can be determined by simply taking the difference between (1) the mail processing costs for intra-BMC parcels and (2) those for DBMC-entry parcels developed by Ms. Eggleston in her workflow models.  Using this “bottom-up” approach yields a DBMC mail processing avoided cost of 24.9 cents per piece in comparison to the 55.7 cents per piece derived from Ms. Eggleston’s “top-down” approach, as Table 12 shows.   

Table 12: Bottom-Up DBMC-Entry Mail Processing Cost Avoided

(Postal Service As Filed)


Machinable
Non-Machinable


Intra-BMC
DBMC-Entry
Intra-BMC
DBMC-Entry

Cost per Piece
92.2
67.3
193.9
178.0

DBMC Avoided Cost
24.9
15.9

Source:  USPS-T-26, Attachment A (Eggleston)


The weighted average savings based on a mix of 95% machinable and 5% non-machinable DBMC-entry parcels (per USPS-T-26, Attachment D) is 24.5 cents per piece.  However, because both intra-BMC and DBMC-entry non-machinable parcels are proposed to be assessed a cost-based surcharge, it is more appropriate to use only the machinable cost difference, rather than taking a weighted average of the machinable and non-machinable avoidances, since the cost-based non-machinable surcharge takes into account the cost differences between DBMC-entry parcels and intra-BMC parcels with respect to non-machinability.


The Postal Service determines the other Parcel Post discounts  (DDU-entry, DSCF-entry, OBMC-entry, and BMC presort) on the basis of the bottom-up approach, and has done so since those discounts were instituted in Docket No. R97-1. The top-down approach for DBMC-entry cost avoidance is an artifact of history previously necessitated by the lack of workflow models.  Now that the Postal Service has developed workflow models that were accepted by the Commission in Docket No. 
R97-1, the same models should be used to derive all mail processing avoided costs, including that for DBMC entry.


Because the Postal Service’s workflow models currently start at the origin SCF, the bottom-up approach does not capture any DBMC-entry mail processing costs avoided at the origin AO.
  Ms. Eggleston indicates that these origin AO costs are for collection, placing parcels into containers, and loading containers. Tr. 13/5168.   Postal Service witness Degen has stated that these types of costs at the origin AO are 

predominantly in pool LD43 and Function 4 costs in pool LD48 (Tr. 15/6547-49).  As a result, I have used the outgoing non-DBMC Parcel Post costs from (1) the LD43 cost pool, (2) the Function 4 costs in the LD48 pool, and (3) conservatively, all of the non-MODS costs pools, divided by the Parcel Post volume entered upstream of the BMC to determine an additional 10.9 cents of cost savings not yet reflected in the workflow modeled savings.  See Exhibit UPS-T-5F.


Adding the 10.9 cents of avoided costs at the AO to the 24.9 cents of savings from the workflow models from the origin SCF on yields a total mail processing avoided cost for DBMC of 35.8 cents.  This is reasonably close to the 30 cents per piece DBMC-entry avoided mail processing cost savings determined by the Commission in Docket No. R97-1.  That is not surprising, since the Docket No. R97-1 discount was implemented little more than a year ago.  I recommend that 35.8 cents per piece be used in this proceeding.
  Using a similar methodology, I have calculated the applicable avoided cost to be 36.4 cents per piece if 100% volume variability for mail processing is 

adopted by the Commission. See Exhibit UPS-T-5F.  In addition, I urge the Commission to recommend that the Parcel Post workflow models be expanded to include operations at the origin AO so as to avoid any future use of the outdated top-down approach.  


B.
DDU-Entry Mail Processing Cost Avoidance Is Overstated.


1.
Sack Shakeout

The Commission found in Docket No. R97-1 that the DDU-entry cost avoidance should exclude the 2.1 cents cost per piece of sack shakeout.  The Postal Service asserts that the mailer is required to unload the mail and empty the contents of any containers into a DDU specified container (Tr. 13/5169).  However, Ms. Eggleston was only able to cite one section (§ E652.3.8) of the Domestic Mail Manual (“DMM”) which requires shippers to unload pallets into a container specified by the DDU, if the DDU cannot handle pallets, and to place bedloaded pieces into containers specified by the DDU, if the DDU needs to maintain a 5-digit separation (Tr. 13/5199).  There is no specific requirement for a “sack shakeout” in the DMM. See DMM, § E652.3.8 (January 10, 1999).  Moreover, Ms. Eggleston was unable to provide any information with respect to the delivery units’ container of choice, including the type of containers and where the container is located (Tr. 13/5199).

Recent Mailers’ Technical Advisory Committee meeting minutes make clear that Postal Service employees at the DDU will assist in unloading DDU-entry mail when they are available.  Mailers’ Technical Advisory Committee, Parcel IRT Meeting Minutes, May 14, 1998, at 8, <http://ribbs.usps.gov/mits/search.cfn> (Issue Number 28).  Thus, it is questionable that the 4.36 cents per piece unloading costs said to be avoided by DDU-entry -- let alone the sack shakeout costs of 2.1 cents per piece -- will actually be avoided.  Excluding only the 2.1 cents in sack shakeout costs is a reasonable way of accounting for the likelihood of Postal Service assistance in unloading and the lack of firm guidelines on DDU-entry policy in this regard.



2.
The Discount Should Be Based on Machinable Cost 




Differences.

The Postal Service proposes a non-machinable surcharge for DBMC-entry Parcel Post.  Yet, the DDU-entry cost avoidance deducted from the DBMC-entry rates is based on an average of both the machinable and the non-machinable cost avoidances.  This leads to the nonsensical result that a machinable DBMC-entry parcel with 67.3 cents per piece of mail processing costs avoids 73.0 cents of costs if entered at the DDU.  

With the imposition of a surcharge for non-machinable DBMC-entry parcels, the DDU cost avoidance should no longer be based on an average of both machinable and non-machinable savings.  The desire to avoid the non-machinable DBMC surcharge will provide an incentive for mailers to send non-machinable parcels to the DDU or to the DSCF.  That incentive should not be improperly increased by inflating the avoided cost calculation to reflect non-machinable costs that are not avoided.  Using only the machinable savings to derive the DDU-entry cost avoidance decreases the DDU-entry cost avoidance by 5.7 cents per piece.

The sack shakeout and machinable-only savings adjustments reduce Ms. Eggleston’s proposed DDU-entry mail processing cost avoidance (off of DBMC-entry) from 73.0 cents per piece to 65.2 cents per piece.


C.
DDU-Entry and DSCF-Entry Transportation Cost


Avoidance Is Incorrect.                                             


1.
Cubic Feet Per Piece for DDU-Entry and 



DSCF-Entry Parcels

In his Parcel Post rate design, Mr. Plunkett assumes that DSCF-entry and DDU-entry parcels will have the same cubic feet per piece as intra-BMC parcels.  In his response to Presiding Officer’s Information Request No. 3, Question 7, Tr. 13/5017, Mr. Plunkett agreed that intuitively one would expect the physical characteristics of DSCF-entry and DDU-entry parcels to more closely approximate DBMC-entry parcels rather than intra-BMC parcels.  I agree.  

Thus, DDU-entry and DSCF-entry Parcel Post cubic feet per piece should be based on the cubic feet per piece of DBMC-entry Parcel Post.  DBMC-entry Parcel Post has more cubic feet per piece than does intra-BMC or inter-BMC Parcel Post.  As a result, parcels entered at the DSCF or at the DDU are likely to incur higher transportation costs for the transportation they use than non-dropshipped parcels using those same transportation legs.  

In the absence of alternative data, it is reasonable to expect that all drop-shipped mail will have similar physical characteristics.  Indeed, Mr. Plunkett estimates the volume of DSCF-entry and DDU-entry parcels using total DBMC volume -- not total Parcel Post volume -- as his basis.  This implicitly assumes that the characteristics of DSCF-entry and DDU-entry parcels are likely to resemble those of DBMC-entry parcels rather than the characteristics of all parcels.  Ms. Daniel assumes the same in her final adjustments.  The Commission should do likewise.



2.
Consistent Treatment of Alaska Air Costs

The Postal Service distributes Alaska air costs only to intra-BMC and inter-BMC Parcel Post on the basis that only these rate categories are offered in Alaska.  That was the Commission’s approach as well in Docket No. R97-1.  However, Ms. Eggleston has agreed that the DSCF-entry and DDU-entry rate categories are now offered in Alaska.  Tr. 13/5202.  She has also agreed that these DSCF-entry and DDU-entry parcels incur Alaska air costs.  Tr. 13/5202.  Accordingly, following the Commission’s standard practice, Alaska air costs should be allocated to DSCF-entry and DDU-entry parcels.  

This simply requires allocating the $9.44 million of Test Year Alaska air costs for transportation so that DSCF-entry and DDU-entry volume incurs one leg of transportation in comparison to two legs for intra-BMC and inter-BMC volume.
  The transportation cost for DDU-entry and DSCF-entry parcels would be increased by 8.5 cents per cubic foot, and the transportation cost for inter-BMC and intra-BMC would be reduced by 3 cents per cubic foot. See Exhibit UPS-T-5G for further detail. 


D.
The DBMC-Entry Rates Are Based on a Reduction 



in DBMC’s Institutional Cost Contribution, Not 



Just Avoided Costs.                                                      


In the past, the Commission has ensured that DBMC-entry Parcel Post rates were derived as a worksharing discount directly off of the intra-BMC Parcel Post rates.  This preserves the contribution of DBMC-entry parcels to institutional costs.  

In Docket No. R97-1, the Postal Service attempted to derive DBMC-entry rates by marking up the lower DBMC transportation costs per piece, rather than by deducting the transportation cost differential between DBMC and intra-BMC parcels from intra-BMC rates.  This approach implicitly passes through not only 100% of DBMC-entry avoided transportation costs, but also passes along a “markup factor” on those savings.  The Commission rejected this approach in Docket No. R97-1, and instead derived DBMC rates by deducting only the estimated DBMC-entry cost savings from the intra-BMC Parcel Post rates.


In this proceeding, the Postal Service again derives its proposed DBMC-entry rates by applying a markup factor (this time, 21%) to the estimated DBMC-entry transportation cost savings per piece.  Tr. 13/4970.  The Commission should reiterate its Docket No. R97-1 ruling, and again treat DBMC-entry like all other worksharing discounts by simply subtracting the passed through avoided DBMC-entry costs off of intra-BMC rates, as follows:

    DBMC Rate = Intra-BMC Rate – DBMC Non-Transportation Discount – DBMC 
  


     Transportation Savings.

The DBMC-entry transportation discount in each rate cell should be the difference between the intra-BMC transportation cost in that rate cell minus the DBMC-entry transportation cost in the same rate cell.

THE PASSTHROUGH PROPOSED FOR DDU AND DSCF 

WORKSHARING AVOIDANCES SHOULD BE REDUCED.
The Postal Service proposes a 9.4% rate increase for intra-BMC Parcel Post and a 10.0% rate increase for inter-BMC Parcel Post, while DBMC-entry rates would increase by only 0.5%, DSCF-entry rates would increase by 0.7%, and DDU-entry rates would not change at all. Tr. 13/5010. 

DDU-entry Parcel Post is attracting substantial volumes with the promise of next-day delivery from the DDU as well as through low rates (Tr. 5/1874).
  It is achieving that next day delivery goal 97% of the time (Tr. 5/1912).  In other words, through bypass of the BMC network, shippers can obtain next-day delivery service for their parcels.  By the time a parcel reaches the DDU, it is nearly 100% likely to be delivered the next day, whether it is sent by Parcel Post, by Priority Mail, or by First Class Mail.  Indeed, my tours of DDU operations confirm that there is little or no difference between the parcel handling practices for Priority Mail and for Parcel Post once the parcels arrive at the DDU.

Priority Mail is proposed to contribute approximately 63 cents to institutional costs on every underlying dollar of attributed cost. A 63% markup on the attributed cost of DDU-entry pieces is also appropriate.  Using the Postal Service’s costs, that would produce an average target revenue per piece of $1.57 for DDU-entry.  The DDU-entry transportation and non-transportation cost avoidances off of DBMC-entry total $1.18 per piece (Postal Service, as filed), for a pre-discounted cost for DDU-entry of $2.14 ($0.96 plus $1.18). 
  To get an average revenue of $1.57 per piece for DDU-entry, the transportation and non-transportation discount would need to be $0.57 per piece ($2.14 minus $1.57).  Thus, the transportation and non-transportation passthroughs would need to be approximately 50% ($0.57 discount divided by $1.18 cost avoidance). See Exhibit UPS-T-5H.   After making the corrections to the DDU-entry costs I recommend above, the Commission should follow a similar method in deriving the applicable passthrough in order to ensure that DDU-entry has a markup similar to that of Priority Mail.

Mr. Plunkett has noted that he constrained DDU-entry rates to take value of service issues into account. Tr. 13/5005-06.  He limited the DDU-entry passthrough to 80% in this manner.  Tr. 13/5009.   After making the corrections to DDU-entry costs I recommend above, certainly the Commission should not pass through more than 80% of the avoided costs.

Finally, I have conducted a bottom-up costing of parcel delivery costs.   Combining the cost from the Engineered Standards study for loading and access costs with the volume variable costs for route time and in-office costs and adding the cost of the manual sort to carrier route conducted by a clerk/mailhandler at the DDU yields a total cost of $1.14 per piece in comparison to the $0.96 per piece noted above that was derived using Mr. Plunkett’s analysis.  Only those costs from the Engineered Standards study which captured the incremental time spent by carriers in dealing with an additional parcel were included.  For conservatism, when a range of time for an activity was cited in the Engineered Standards study, the shortest amount of time was selected for use.  See Exhibit UPS-T-5I (filed under seal) for further detail.  

The Engineered Standards study is based on time standards, which reflect more efficient operations than are now conducted.  Thus, the DDU-entry costs based on it are lower than in reality.  Yet, Mr. Plunkett’s analysis results in still lower DDU-entry costs.  Clearly, something is wrong in the Postal Service’s discounting approach.  As a result, a lower passthrough is required on DDU-entry.

While it is not clear at this time what delivery standards are being met by DSCF-entry Parcel Post, DSCF-entry also avoids the BMC network.  Thus, I recommend that the passthrough for DSCF-entry be set midway between that for DDU-entry and that for DBMC-entry.

CONCLUSION


The Postal Service has (1) understated the attributable costs associated with Parcel Post, Priority Mail, and Express Mail, (2) overstated the revenues associated with Parcel Post, (3) overstated the costs avoided by Parcel Post worksharing, and (4) applied passthroughs for destination entry discounts that are too low.  I suggest appropriate corrections for each of these problems.  

Finally, the changes recommended by other UPS witnesses to the costs, revenue, volumes, and cost coverages of Parcel Post, Priority Mail, and Express Mail lead to significant changes in the rate increases necessary for these subclasses.   I have estimated the impact of these changes on the revenues, volumes, attributable costs, and resulting cost coverages and rate increases for Parcel Post, Priority Mail, and Express Mail, as indicated in the main body of my testimony.

�. 	USPS-LR-I-97, USPS Transportation Summary, page 35 of 37. USPS LR-I-140 contains the Commission’s costing version of Ms. Daniel’s final adjustments.


�. 	See “2001br” column in USPS-LR-I-97, page 32 of 37.


�. 	Some of this volume arises from co-location of the DBMC and the DSCF.


�. 	The CCS data is described by Mr. Harahush in USPS-T-3, USPS-LR-I-16, and USPS-LR-I-130.  The cost studies performed by Ms. Daniel were used to derive the average weight for parcels in First Class Mail and Standard Mail (A).  Billing determinant data (normalized to CRA data) was used to estimate the average weight for parcels for other subclasses.


�. 	My DDU visits confirm that substantial time is spent by carriers at their vehicle sorting parcels.  Indeed, much of the vehicle loading time is spent sequencing the 30 or so parcels on the route, rather than loading the numerous flats and letters already cased in trays.


�. 	The $11.0 million results from adding the Special Purpose Route costs assigned to Parcel Post in USPS-LR-I-130-errata.  See UPS-Luciani-WP-2.


�. 	The Commission’s Alaska Air treatment was not used in the filed version of USPS-LR-I-130. I have incorporated this treatment in the “As Filed” figures listed above.  The Postal Service filed an errata to Workpaper B of the USPS-LR-I-130 workpapers, but did not incorporate these changes in the costs by subclass contained in USPS-LR-I-130.  I have included the impact of this errata as part of the UPS recommended set of corrections.


�. 	Ms. Eggleston asserted that an increased level of volume variability caused this 48% increase from Docket No. R97-1 to Docket No. R2000-1. Tr. 13/5170-71.  However, as shown in the Commission’s R97-1 Parcel Post workpapers (PRC-LR-15, DBMC.xls, page 12), using 100% volume variability for mail processing costs made little difference to the amount of non-BMC mail processing costs.  This is because most of the low variabilities used by the Postal Service in Docket No. R97-1 affecting Parcel Post were for operations taking place at the BMC.


�. 	The fact that the top-down approach is unable to distinguish between machinable and non-machinable savings is another reason to move to the bottom-up approach.


�. 	The total would be 11.8 cents using uncorrected Parcel Post volumes.  The top-down approach also requires adjustment for items such as how often an ASF acts as a BMC, and removal of platform acceptance costs.  See USPS-T-26, Attachment F.


�. 	Inclusion of these outgoing AO costs as well as incoming sortation costs at the AO decreases Ms. Eggleston’s derivation of the CRA multiplier from 1.154 to approximately 1.00.  Moreover, a CRA multiplier focused solely on the non-BMC cost pools would be significantly lower than 1.00.  See UPS-Luciani-WP-1, Section E. However, I followed Ms. Eggleston’s practice of not applying the CRA multiplier in the derivation of Parcel Post destination entry cost avoidances using the bottom-up method, since Ms. Eggleston’s approach is the correct one.


�. 	DBMC-entry parcels have more cubic feet per piece than do intra-BMC parcels.  Ms. Eggleston’s workflow models for intra-BMC and DBMC do not take this differential density into account.  Indeed, the DBMC mail processing worksharing savings should be measured as the cost of intra-BMC pieces on average (with their lower cubic feet per piece) minus the cost of DBMC-entry pieces on average (with their higher cubic feet per piece).  Thus, the estimate given above is conservatively high.


�. 	The actual average legs taking into account holdouts and entry characteristics is 1.92 legs for intra-BMC and 1.96 legs for inter-BMC. See USPS-T-26, Attachment M, page 3.


�. 	Based on actual 1999 data, Mr. Plunkett estimates that there will be 28 million DDU-entry pieces in the Test Year (USPS-T-26, Attachment D; Tr. 13/5008).


�. 	The Test Year After Rates DDU-entry cost on average is $0.96 per piece before markup (Postal Service, as filed; see Exhibit UPS-T-5H).  The cost of DDU-entry parcels will be significantly higher once my suggested costing changes for the DDU-entry and DBMC-entry cost avoidances are incorporated.
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