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Introduction

On April 10, 2001, the Postal Rate Commission issued its third recommended decision in the most recent omnibus postal rate case (Docket No. R2000-1).  In two previous decisions in this docket,
 we had asked the Commission to reconsider its determination to cut nearly $1 billion from the Postal Service's revenue requirement.  In its first Recommended Decision (November 13, 2000) (hereinafter, “First Recommended Decision”), the Commission recommended rates and fees based on a revenue requirement approximately $1 billion less than we found to be supported on the record.  In our Decision of December 4, 2000, we allowed those recommendations to take effect under protest and returned the case to the Commission for reconsideration of several issues, including the Commission's reductions in the revenue requirement.  In its Further Recommended Decision (February 9, 2001) (hereinafter, “Second Recommended Decision”), the Commission restored to the revenue requirement approximately $97 million in costs associated with supervisory personnel, and it recommended changes in rates for Bound Printed Matter and fees for Certified Mail that would produce approximately $53 million in additional revenues from Certified Mail.  Because we found that these limited changes would not correct the imbalance of revenues and expenses in the test year, we rejected the Recommended Decision, and the Postal Service resubmitted its Request, pursuant to 39 U.S.C. § 3625(d).  In its Opinion and Recommended Decision on Further Reconsideration (April 10, 2001) (hereinafter, “Third Recommended Decision”), the Commission has once again declined.  The Commission’s latest opinion squarely places before the Governors issues relating to our statutory obligations and fiduciary duty to ensure the financial integrity of the Postal Service and the postal system.

Under the Postal Reorganization Act (“the Act”), the Governors have ultimate responsibility to ensure that postal revenues are sufficient to enable the Postal Service to “maintain and continue the development of postal services of the kind and quality adapted to the needs of the United States.”  We also have ultimate responsibility to ensure that “postal rates and fees …provide sufficient revenues so that the total estimated income and appropriations to the Postal Service will equal as nearly as practicable total estimated costs of the Postal Service …includ[ing] … a reasonable provision for contingencies.”  39 U.S.C. § 3621 (often referred to as the “break even” requirement).  To this end, the Act gives us, in certain limited circumstances, the authority to modify a recommended decision when we unanimously find that “the rates recommended by the Commission are not adequate to provide sufficient total revenues so that total estimated income and appropriations will equal as nearly as practicable estimated total costs.” 39 U.S.C. § 3625(d).    We are exercising that authority today.

 We find, based on evidence on the record, that the revenues generated by the rates and fees the Commission most recently recommended to us will not permit break-even in the test year (FY 2001), as contemplated by 39 U.S.C. § 3621.  We make this finding based solely on the arguments and evidence in the administrative record before us and the Commission.

Having twice returned this matter to the Commission, and having unanimously found that the rates recommended by the Commission are inadequate, we are authorized by law to modify the rates and fees.  The rates and fees we establish by this modification are set forth in Attachment A.  The record basis for our selection of these particular rates is set forth below.  In accordance with concurrent Board Resolution No. 01-8, these rates and fees will become effective on at 12:00 a.m., July 1, 2001.

Statement of Explanation and JustificatioN

Under 39 U.S.C. § 3625(d), in order to modify a Commission Recommended Decision, the Governors must expressly find that:

(1) such modification is in accord with the record and the policies of [39 U.S.C. Chapter 36], and 

(2) the rates recommended by the Commission are not adequate to provide sufficient total revenues so that total estimated income and appropriations will equal as nearly as practicable estimated total costs.  

As demonstrated below, our conclusions on these issues are well-supported on the evidentiary record.  We differ with the Commission’s  conclusion that the Postal Service did not establish on the record that its proposed provision for contingencies of 2.5 percent of total estimated test year costs was reasonable.  We do not accept the Commission's determination to incorporate a lower 1.5 percent contingency provision based on its purported authority to alter the revenue requirement.  In this regard, we find that the record provides substantial support for the Postal Service’s proposed contingency provision, and that the Commission has acted outside its statutory authority in substituting its judgment for the Board of Governors.  We further do not agree with the Commission's determination to eliminate from the revenue requirement approximately $200 million in actual expenses represented by the Field Reserve.

In our first two decisions in this docket, we outlined our reasons for allowing the Commission's recommended rates under protest and rejecting the Commission's Second Recommended Decision.  We hereby incorporate those discussions by reference.  The following addresses in three parts the Governors' findings required by 39 U.S.C. §§ 3625(d)(1) and (2).  

In Part I, we will discuss the evidentiary basis in the record for our conclusions: (1) that the Commission's recommended rates fail to produce revenues sufficient to cover costs, within the meaning of 39 U.S.C. § 3621; (2) that the Postal Service's proposed 2.5 percent contingency provision is reasonable, and that it should not have been replaced with the Commission's determination of a 1.5 percent contingency; and (3) that the Commission erred in effectively eliminating the $200 million Field Reserve from the revenue requirement by subsuming it within the provision for contingencies.  In Part II, we will outline the legal framework that forms the basis for our conclusions that the Commission has exceeded its authority.  We will also explain the applicable standard by which the contingency should be reviewed under the Act.   Finally, in Part III, we will present a detailed class-by-class discussion of the modified rates and fees, explaining their derivation and justifying them in accordance with applicable policies in the Act.

PART I

EVIDENTIARY Basis for Modification

The Rates and Fees Recommended Do not Cover Costs

The Commission has three times recommended rates and fees which do not cover total estimated test year costs or provide a reasonable provision for contingencies.  The Commission reduced the contingency provision from 2.5 percent to 1.5 percent of total estimated costs and eliminated the “field reserve” as a test year expense.  These two reductions total almost $900 million.
  Thus, the rates and fees recommended by the Commission will provide approximately $900 million less than is necessary to break even in the test year in this case.  

We note that our final revenue requirement after modification of the rates ($69.6 billion) is higher than that ($69.0 billion) on which the Postal Service’s original request was based.  This result is due to the fact that during the course of the case, the Commission ordered the Postal Service to provide updated costs.  PRC Order No. 1294.  The Postal Service provided testimony documenting all appropriate updates on July 7, 2000.  The update showed that costs had increased in many areas, resulting in a total revenue requirement of $69.8 billion, as we found in our first Decision.  The Commission accepted this update, but then reduced the contingency provision and eliminated the field reserve expense.  The Commission’s reductions nullified the updated evidence that cost growth had accelerated beyond what was included in the Postal Service’s original request.  The resulting revenue requirement was $68.8 billion, leaving a gap of approximately $1 billion between the revenue requirement based on updated costs and the revenue to be generated from the rates and fees recommended by the Commission.  The Commission’s rates and fees based on the updated costs have now been in effect since January 7 and have not been challenged in court by any party.  

We see no legal barrier to our reliance on the updated costs.
  Our modified rates and fees, like the Commission’s rates and fees, are based on the updated costs that are fully supported on the record.  The only difference is that we have restored the contingency provision and the field reserve expense, also supported on the record as we explain below, resulting in a final revenue requirement of $69.6 billion.

The Postal Service’s Contingency Provision of 2.5 Percent is Reasonable 

The Future Does Not Repeat the Past

In addition to differences in legal interpretations regarding our respective authorities, as we discuss in Part II below, there are fundamental differences between the Commission and ourselves on the determination of the contingency provision amount.  The Commission relies on past results as mechanical predictors of the future and as adequate gauges of financial risk.  

In its First Recommended Decision, the Commission noted that its “review must be guided by the objective of providing reasonable assurance of revenue sufficiency for the Postal Service in accordance with § 3621.”  First Recommended Decision at 67.  This statement sums up the Commission’s failure in this case.  The Commission failed to be guided by the statute’s objective of providing a cushion against events that cannot be predicted, quantified or modeled based on the past, in order to assure that the Postal Service does indeed break even in the future.  The Commission disregarded testimony on behalf of the Postal Service from its chief  financial officer and from a highly respected economist.
  Both testified that the financial risks in the near future created circumstances quite different from those that had allowed the Postal Service to succeed in recent years with relatively low contingency provisions.  

The Commission noted that “[w]hile the Postal Service has explained why its operations goals are expected to generate a particular level of expenses, no such presentation has been made in this case regarding the provision for contingencies.”  Unlike projecting base operating costs, it is nonsensical to attempt to predict the unpredictable.  The purpose of the contingency provision is to protect the Postal Service from the adverse impacts of the unpredictable.

The Commission places its initial reliance in this case on variance analysis, which quantifies the degree to which past projections differed from actual results.
  First Recommended Decision at 68-69.  Variance analysis would be reliable if it were true that variances in the future necessarily reflect variances in the past.  However, as the actual circumstances and environment in which the Postal Service operates change, it would seem to become less, not more, likely that past variances will recur.  There can be no doubt that this environment inevitably changes.  This is particularly true with regard to the very recent past, and we expect it to be true of the near future as well.  In our view, variance analysis is only determinative in a world where crystal balls work and where economists all agree.  As witness Tayman testified:  

Variance analysis can only show us what happened in the past, and should not be relied upon exclusively to determine the prudent amount of cushion against unforeseen events in the Test Year. Regardless of what history shows, management must be allowed to assume its responsibility to determine the amount of contingency most appropriate for achieving its goals.

[V]ariance analyses … attempt to show hypothetically how future costs and revenues would behave if the individual segment variances experienced in the past were to be precisely repeated in the Test Year … [which] does not allow for management’s judgment regarding the future and the influence of management’s subsequent actions ….

Our fiduciary duty to the Postal Service does not allow us to sit contentedly assuming that the  Postal Service can operate in the future on the assumptions of the past.  Prudent managers of any business must use their judgment to assess the uncertainties that may lie ahead and plan what is necessary to plan for and survive the risks associated with these uncertainties.
  In the case of the Postal Service, which has no retained earnings and has a statutory mandate to break even, the need to protect against net losses due to unforeseen circumstances is fundamental.

Present Circumstances and Basis for Decision

In taking this exceptional course of modifying rates, we are mindful of the financial circumstances now confronting the Postal Service, although we emphasize that our Decision is based only on record evidence before the Commission.  In our view, there was sufficient evidence before the Commission that the contingency provision included in the Postal Service’s Request was reasonable and necessary in light of circumstances articulated by the Postal Service at that time. The Commission chose to give more weight to other voices downplaying the financial risks facing the Postal Service.  We do not rely upon the fact that we now know the Postal Service was generally right and the Commission and these parties were generally wrong concerning the state of both the economy and postal finances, nor does this fact prevent us from taking an objective look at the record.  When we do so, we conclude that indeed there was sufficient evidence to support the proposition that the Postal Service’s contingency provision was reasonable under the circumstances known and articulated at that time. 

The Commission has taken statements by us in our previous Decisions in this case and by Postal Service pleadings in the reconsideration process as indicating that we possess more recent information regarding the Postal Service’s financial condition which would have been relevant to the Commission in its reconsiderations.  To some extent, the Commission has misconstrued our statements.  In its 3rd Opinion, the Commission states that “the Governors also refer to changed circumstances under which the Postal Service is portrayed as ‘operating under rates inadequate to meet [its] revenue needs’ because of ‘[s]ubsequent events.’”  The Commission then criticizes us for refusing “to document these conditions” by asking that the record be reopened.   We did not say that the cause of the inadequacy of the rates was subsequent events.  What we actually said was: 

[W]e find ourselves, almost half way into the test year, operating under rates inadequate to meet the Postal Service’s revenue needs.  With every day that passes, our judgment as to the appropriate level of the Postal Service’s revenue requirement, and specifically the reasonableness of its contingency provision, is vindicated.  With each day, moreover, we become more convinced that the Commission’s substitution of its judgment was inappropriate, and that its judgment was clearly wrong.  We need not look beyond the evidentiary record before us and the Commission to reach this conclusion.  Subsequent events only reinforce what is already on the record.

Governors’ Decision on Further Recommended Decision at 3 (March 5, 2001)  (emphasis added).  The cause of the inadequacy of the rates was the Commission’s reduction of the contingency provision.  

When we issued our previous two Decisions, we encouraged the Commission to reexamine  the record and affirm that the Postal Service had supported its contingency provision in this case as well as it had in the many previous cases.  In previous cases, the Commission had accepted the Postal Service’s contingency provision, even in the face of challenges by other parties.
  Consistent with previous decisions, we hoped the Commission would review the record and conclude that the rosy predictions of those testifying for a smaller contingency provision were not persuasive, and that their testimony was certainly not of such greater weight than the Postal Service’s position that it could possibly support the conclusion that the Postal Service’s contingency provision needed to be rejected as unreasonable.  But the Commission did none of this, and chastises us for holding back relevant information from its consideration.  

It is self-evident that there is more recent information available now concerning the Postal Service’s financial condition in FY 2001 than there was several months ago.  That is true on an ongoing basis.  For instance, recently published Financial and Operating Statements for Accounting Period 7 show a year-to-date loss of $291 million, whereas the Postal Service had planned for net income of $291 million, a negative variance of $582 million, caused primarily by low volumes and revenues, with costs very near plan.  Whether these lower volumes were caused by the state of the economy, by increased diversion to electronic and other means, or any other factors or combinations thereof is not known with certainty.  But the possibility that any of these factors could depress volume and revenue below predictions was clearly explained on the record before the Commission.
  

The Commission indicated that it could reopen the record or consider a new request in an expeditious fashion.  Aside from the delay likely to be caused by reopening the record, notwithstanding the Commission’s intentions to expedite, there is, as we have said, no need for additional evidence, since it is our decision that the current record contains adequate support for the Postal Service’s contingency provision.  We have not asked the Commission to recommend rates on the basis of the latest financial information.  Such an approach would require new cost projections and could essentially make this a perpetual rate case.  The Commission’s procedures embody the concept of ratemaking that relies on projections of future costs and revenues based on actual results for a fixed period.  The Commission already chose to update that basis once during the case.   Although the Commission believes that doing so significantly reduced uncertainty, evidence was supplied on the record with regard to the increased uncertainties faced by the Postal Service.  We do not agree that updating of that nature addresses the issue of uncertainties caused by unanticipated changes in trends or other external circumstances.  Simply updating inflation indices does not reduce the level of uncertainty from what it was when the case was filed. 

In this regard, we point out that we are relying, as did the Commission, on the updated costs presented by the Postal Service during the case in accordance with Commission’s Order No. 1294.  Although the Postal Service had argued before the Commission that it should base its recommendation on its original test year projections, rather than the updated ones that produced a higher revenue requirement, our position was influenced by due process considerations and concerns for the state of the record.  In any event, the Postal Service argued in the alternative, that if the Commission chose to update costs, it should do so comprehensively.  Furthermore, we have not challenged the Commission’s use of updated costs.  We note that no party has asked for judicial review of the rates currently in effect, which are based on the updated costs.  We have sought to restore only those items that we believe the Commission should not have eliminated.  The Commission restored certain supervisory costs in its Second Recommended Decision.  We now restore the full contingency provision and the field reserve expenses.

An additional point bears noting with respect to our use of the cost and revenue estimates updated by information provided on the record in response to Order No. 1294.  As emphasized in later sections of this Decision, aside from our disagreement on the two core revenue requirement issues, we have striven within this modification to build as directly as possible upon the foundation provided by the Commission’s recommendations.  This means that, in terms of matters such as subclass cost estimates, cost avoidance estimates, workshare discounts and other rate design issues, institutional cost allocations, and similar “intermediate” ratemaking inputs, we have relied as much as possible on the findings and determinations made by the Commission, and built into its methodologies and models. That approach, however, would not have been possible had we instead tried to rely exclusively on the revenue requirement and FY 1998 base year information submitted with the Postal Service’s initial filing.  Because the Commission so thoroughly incorporated the updated information into every aspect of its recommendations, as a practical matter, there would have been no way for us simultaneously to disentangle effects based on “updated” information from those based on initial information, while purporting to adhere to the basic structural components of the Commission’s recommendations.  In other words, trying to avoid utilization of the updated cost and revenue information would not only have caused our modification to be based on less recent actual data, but it also would have presented a logistical nightmare, and would have precluded any ability to provide a straightforward demonstration of the relationship between our rates and those recommended by the Commission.  Once the Commission committed to basing its recommendations on the totality of updated information, there was no realistic opportunity to undo that result in the context of the modification process, in which time is of the essence, and we have neither the means nor the desire to try to reinvent the wheel.

Record Support for Postal Service Contingency Provision

There is clear support on the record for the Postal Service’s contingency provision of 2.5 percent.  In a nearly $70-billion-a-year enterprise, there are numerous factors that, simply by virtue of a small adverse, unexpected shift, could result in serious financial difficulty.  When the case was filed in January of 2000, witness Tayman provided testimony enumerating areas of concern that led postal management to include a contingency provision that provided a more customary level of protection than the lower contingency provisions of the previous two cases.
 The concerns expressed by witness Tayman follow:

· The Postal Service’s (then) recent financial performance had not been as favorable as in the mid-1990s.  Specifically, the Postal Service fell significantly ($600 million) short of its revenue plan for FY 1999. 

· Volume growth was below historic norms.  

· In the face of continued growth in mail volume (even if slower than in the past) and continued growth in the delivery network, FY 2000 workyears were to be kept at the levels of the previous year and a 1.5 reduction in workyears was projected for FY 2001.  As witness Tayman testified, “It will be a challenge to achieve this reduction.”  

· New pressures could be brought to bear on salary and benefit cost levels to raise them above projected levels.

· The possibility that health benefit costs would increase beyond the projected level.

· Future labor contracts could be more costly than might be expected based on those in the recent past.

· The competitive environment in which the Postal Service operates would intensify, including electronic diversion and foreign competition.

· Competitors’ legislative efforts could result in adverse financial consequences for the Postal Service. 

In his rebuttal testimony in August of 2000, Witness Strasser elaborated on these concerns and also testified.

· Inflation could end up being even greater than projected.

· There is an increase in uncertainty in the general economy, as explained in the testimony of renowned economist Dr. Victor Zarnowitz, USPS-RT-2.

· The Postal Service’s assumptions regarding future expenses and cost reduction initiatives were very aggressive and might not be achieved.

· Revenue generation efforts that were included in revenue projections might not be successful.  

In addition, witness Zarnowitz presented comprehensive quantitative and qualitative testimony on economic trends.  Based on these trends and his extensive experience, he testified that:

[A]lthough the U.S. economy has benefited from benevolent economic  conditions since the mid-1990s there has been a gradual increase in the imbalances and risks that accompany any boom. This process has accelerated in the immediately past and current year, resulting in a much higher level of uncertainty about the direction of the economy.

Tr. 41/18190.  After examining all the relevant indicators, Dr. Zarnowitz concluded:

Since mid-1990s, the U.S. economy benefited from higher employment, consumption, technical innovations, investment, productivity, and profitability--just as in previous vigorous business expansions. But it also experienced a gradual increase in the imbalances that tend to accompany all booms and produce rising risks. This process greatly accelerated during the past and, particularly, the current year. This can be seen from slower growth in leading indicators, employment, and consumption; more upward pressures on costs of employment and finance; interest-rate hikes by the Fed to cool the economy and prevent a bout of inflation; and the more subdued and irregular behavior of the stock market. Persistent trade and current-account deficits, low saving and high borrowing all add up to a condition that tends to become more uncertain and more risky over time.

In my opinion, then, the least plausible assumption about the present state of the U.S. economy is that it will remain unchanged in the foreseeable future. The risk of a slowdown has increased, and so has the risk of higher inflation and interest rates. Future destabilization of the stock market cannot be precluded. Hence there is more uncertainty now than before about the forecasts of the economy in the years ahead. This includes the projections of the Postal Service, which will generally need more protection or insurance against unexpected adverse events (the presumed function of a contingency provision) than it has in recent years.

Tr. 41/18212-13

The Commission’s Criticism Do Not Withstand Scrutiny

One of the difficulties we have had in evaluating the Commission’s review of the record is that its First Recommended Decision provided almost no specific citations to whatever testimony and record evidence formed the bases for its conclusions.  The Commission’s further recommended decisions have, to some degree, clarified the bases for its conclusions, although more by oblique reference than by direct analysis.  We note that its initial Opinion section on the contingency provision consists primarily of a lengthy summarization by the Commission of the positions of both the Postal Service and the parties, but only a relatively short discussion in support of the Commission’s slashing of the provision.  That short section consists almost entirely of criticism of the Postal Service’s position.  Almost no reference is made to other parties’ testimony to indicate what record support the Commission found for its conclusions.
  

Although the Commission notes in its Opinion that [“t]he greatest potential source of uncertainty concerning the Postal Service’s financial results in the test year appears to be ambitious cost reduction programs,” it provides no further discussion of this important basis for the Postal Service’s contingency provision.
  It is evident that there is a significant risk of huge financial proportions in assuming over one-half billion dollars in breakthrough productivity initiatives on top of already planned cost reduction programs.  The Commission fails to discuss this issue and concludes only by saying:  “On balance, these considerations support a conclusion that a 2.5 percent contingency allowance is not necessary to assure revenue sufficiency in the test year, and thus is excessive.”  First Recommended Decision at 71.

In its second Opinion, the Commission clarified to some extent the record bases for its continued refusal to restore the Postal Service’s contingency provision.  It provided particular citations to the section of its first Opinion summarizing the various witnesses’ testimonies.  By following the trail from the Second Recommended Decision back to the summaries in the First Recommended Decision, we are better able to discern what the Commission may have perceived as the record bases for its conclusions.  All involved would have been better served if those citations had been indicated directly in the First Recommended Decision.  We examine the chain of citations below to attempt to explain why our conclusions regarding the record support for the Postal Service’s contingency provision differ from the Commission’s.  We want to emphasize, as we discuss fully in Part II below, that we do not regard the appropriate approach in analyzing the contingency to be a de novo weighing of evidence, but rather an examination of the record to determine whether there is sufficient basis to conclude that the Postal Service’s contingency provision is not “reasonable” as that term is used in the statute.

1. Use of Updated Costs

The Commission concluded that disagreements concerning future inflation were rendered moot: “By using the most recent information available on the record, the Commission’s test year forecasts minimize uncertainty concerning the impact of misestimates of economic activity on Postal Service costs.”  First Recommended Decision at 70.  We disagree.  The contingency is intended to provide protection against the possibility that even the most recent projections might not only be wrong, but might be wrong to a significant degree.  Moreover, by focusing on “the potential for cost increases driven by inflation” as “chief perils,” the Commission ignored the testimony on the record concerning the equally threatening possibility of lower revenues due to slower volume growth or changes in the mix of mail.
  
2. Witness Buc’s Testimony

At page 37 of its Second Recommended Decision, the Commission states that DMA et al. witness Buc’s analysis “effectively challenged” witness Tayman’s dismissal of the variance analysis, citing para. 2081 of the First Recommended Decision, which stated that witness Buc “asserts that witness Tayman’s presentation in this case provides little support for the Service’s proposed contingency provision …[,] criticizes Witness Tayman’s dismissal of the Service’s variance analysis as a basis for determining an appropriate contingency level, and asserts that five of the seven considerations he cites do not provide support because they concern financial challenges that cannot be considered ‘unforeseen and unforeseeable events.’ Id. at 9540-44.”  

Concerning the Postal Service’s presentation of and support for the contingency, witness Buc’s assertions were contradicted on the record by witness Strasser:

The Postal Service has consistently provided a reasoned articulation of risk in its rate case requests, and this case is no exception.  While we have consistently said that “variance analysis cannot be relied upon in a vacuum as the basis for determining an appropriate contingency level” (see USPS-T-9, p.45), Postal Service management does examine historical trends and performs objective and quantitative analyses.  These aid judgment in selecting the contingency.  This was explained by the Postal Service in its response to OCA Question on the Contingency No. 2 (May 17, 2000), where we stated:

[T]he framework for assessing the reasonableness of the contingency amount is embodied in a basic approach to identifying sources of risk in estimating future needs.  Some of these uncertainties are more identifiable than others.  To the extent they can be identified, an attempt is usually made to evaluate the potential effects on future needs by some order of magnitude (e.g., calculate the value of various percentage changes in revenue, health benefits or wages).  These potential effects are combined with a more subjective assessment of the potential for totally unknown adversities in the current environment.  This evaluation necessarily also involves consideration of historical circumstances, as well as knowledge of and forecasts for the economy in general, operational challenges, market trends, and certain institutional factors, such as the relative unpredictability of the collective bargaining process.  The overall sense of risk that emerges from this evaluation is balanced subjectively against the other elements of the Postal Service’s proposals and policy choices, such as the impact of rate increases on customers and the Board’s policy regarding equity restoration.

Tr. 46-A/20187-88.

Witness Buc’s “five of seven” theory was essentially that, because the Postal Service already provided its best estimates of what these costs would be in the test year, it was not entitled to the coverage of the contingency provision because they are known items.  This is a serious misinterpretation of the purposes of the contingency provision and is clearly contradicted by the Commission’s own statements accepting the contingency as a cushion against mis-estimation of known events and unforeseen circumstances leading to unforeseeable results.  

3. Analogies to Other Industries

At page 37 of its Second Recommended Decision, the Commission refers to “OCA witness Burns’ testimony that the Service’s subjective assessment of a reasonable contingency provision was incompatible with the systematic approach to estimating the need for contingency reserves used in the insurance and other industries.”  The Commission cites para. 2085 of its First Recommended Decision, which states:

According to witness Burns, the purpose of the contingency provision is twofold: to provide a cushion against potential expenses caused by unforeseeable events, and to compensate for forecasting errors.  [Tr. 22] at 9710. Witness Burns observes that contingency reserves are used for the same purpose in the insurance industry, and are subject to a requirement that the provision be clearly related to future, uncontrollable events, rather than serving as a device to smooth out irregularities or volatility in earnings. Id. at 9710-11. This requirement is important, he testifies, because without it contingency reserves tend to become larger than necessary, and managers of the enterprise make less effort to limit cost increases within their control. Id. at 9712-14.

As a general rule, analogies between the Postal Service and private businesses are less than perfect.  It goes without saying that the Postal Service’s structure, strictures and entire raison d’être and those of the insurance industry are quite different: one is a public service that is supposed to break even, the other is composed of for-profit companies.   More specifically, witness Burns’s own example demonstrates the inapplicability of the analogy he seeks to draw. If contingency reserves in the insurance industry are not supposed to serve as a “a device to smooth out irregularities or volatility in earnings,” then they are readily distinguishable from the Postal Service’s provision for contingencies.  The latter is specifically designed to allow the Postal Service to break even, even when expenses exceed or revenues fall short of those that could normally be projected.  Moreover, witness Burns’s insurance analogy was thoroughly discredited by the testimony of witness Strasser.
  Furthermore, witness Burns’s theory that postal managers make less effort to limit cost increases due to the existence of a provision for contingencies is purely speculation on his part, not supported by evidence, and indeed rebutted by witness Strasser.

4. State of the Economy

Regarding the so-called “subjective” factors (such as the state of the economy, and the Postal Service financial condition), in its Second Recommended Decision the Commission revealed that it had found witness Rosenberg’s testimony “particularly convincing” with regard to his “analysis to support his conclusion that a one percent contingency would be more than adequate in the test year,” summarized at paras. 2093-2102 of the First Recommended Decision. Second Recommended Decision at  37-38.  Once again, witness Rosenberg’s analysis was rebutted by witnesses Strasser and Zarnowitz.  

With regard to the state of the economy, the Commission stated:

[W]itness Rosenberg presents statistics to support his conclusion that conditions in the national economy are relatively stable: the United States is currently enjoying the longest economic expansion in more than half a century, and is doing so in a climate of relatively low inflation. According to witness Rosenberg, these conditions should allow the Postal Service to meet its responsibilities with a minimum contingency provision. Id. at 9811-15.

First Recommended Decision, para. 2094

At the pages cited by the Commission, witness Rosenberg testifies:  

Other things being equal, relatively favorable and stable economic conditions at present and forecasts of reasonable stability over the near-term future can be expected to strengthen the ability of the Postal Service to forecast revenues and expenses on a going forward basis, so the Postal Service’s estimates would be expected to be more reliable now than in more uncertain times. More accurate forecasts or estimates would tend to allow for a relatively smaller provision for contingencies.

Tr. 22/9811-12. 

Witness Rosenberg’s inflation analysis was shown by witness Strasser to be flawed.  Witness Strasser re-analyzed the inflation data to show that “the Docket No. R2000-1 average inflation rate is the greatest of each of the five rate cases [beginning with Docket No. R87-1], and the test year inflation rate is the greatest over the” period beginning with 1996.  Tr. 46-A/20196-97. 

The testimony of witness Rosenberg on which the Commission specifically relied includes the following:  

The United States is currently enjoying the longest economic expansion in over half a century. We continue to have robust economic growth combined with low and relatively stable inflation. These conditions should allow the Postal Service to meet its responsibilities with a minimum provision for contingencies.”  

Tr. 22/9815.

The record, because it closed in September of 2000, of course does not show that the “robust economic growth” predicted by witness Rosenberg turned within a few months to significant economic slowdown with recessionary impacts.    But it does contain the opinions of Dr. Zarnowitz who, demurring from claims of perfect knowledge, nevertheless cautioned:

None of the [opposing testimonies] deal with the problem of what might happen if the current period of expansion comes to an end, and in my opinion, it will come to an end.  At least all the past expansions did, and there is no good reason why this one should be different in this respect. And I think that this is a very, very important problem here, and in the past, the transition was often very, very quick, much quicker than people expected, so it is not to be precluded.  Something like that could come even in the next year.  

I will not stress it very much.  As you pointed out, I have been wrong on that before; many others have. But that does not change the basic problem that we are facing.”

Tr. 41/18243.
 This testimony provides clear support for the reasonableness, in light of the possibility of adverse changes in the economy, of the Postal Service’s return to the more customary level of protection provided by a 2.5 percent contingency provision.

5. Postal Service Financial Condition

With respect to the Postal Service’s financial condition, The Commission relies on witness Rosenberg’s testimony that the Postal Service has generated net income in recent years, even with contingency provisions less than 2.5 percent.  First Recommended Decision, at 45.  Again, witness Strasser rebutted this testimony.  

The need for a reasonable provision for contingencies, however, is not limited to periods experiencing financial losses. As discussed above, I am concerned about the declining trend in our net incomes that has developed, in spite of recent financial successes and favorable economic conditions. Net income has declined in every year since FY 1995, and the Postal Service is $436 million behind its FY 2000 net income plan through accounting period 11.

***

[I]t is important to note that the updated test year deficiency would have been much larger without the benefit of offsetting cost  decreases due to breakthrough productivity initiatives, and increases in miscellaneous revenue due to revenue generation initiatives. In other words, in light of this updated information, increased costs are very likely to be incurred. In addition, the offsetting cost reductions and the generation of additional miscellaneous revenue, which are critical to achieving test year financial goals, clearly involve a heightened degree of risk. Given this higher level of uncertainty, it would not be reasonable for the contingency provision to be any lower than 2.5 percent.
Tr. 46-A/20197, 20198.  

The record demonstrates once again that Witness Rosenberg misses the point of the contingency provision.  The contingency provision is there to protect against the possibility that good times will not continue, as expected and hoped.  Good business sense suggests that it is foolish not to prepare for a rainy day simply because the sun has been shining.  By putting all its stock in the view that good economic times and financial success would follow the Postal Service into the test year, the Commission made a decision based on an improper substitution of its judgment for that of postal management, as we discussed in our December 4 Decision, at 10.

The Commission also indicates reliance on witness Rosenberg’s observation “that increasing rates by an additional $1 billion to fund a larger contingency provision may be counter​productive, because it would degrade the Postal Service’s position in what witness Tayman characterizes as an ‘increasingly competitive environment.’”  Second Recommended Decision at 37, citing First Recommended Decision, at para. 2099, citing Tr. 22/9827-28.  The Commission also cites witness Rosenberg’s belief that increased rates may produce a “‘vicious cycle’” in which rising postal rates create more headroom for competitors, which would result in lower postal revenues and pressure for further rate increases. Id. at 9832-33, citing USPS-T-9 at 44.” Second Recommended Decision at 37, citing First Recommended Decision, at para. 2099.  As a result, the Commission concluded that:

[T]his amount is difficult to reconcile with the Postal Service’s witnesses’ expressions of concern regarding the increasingly competitive environment in which it operates. It is not the Commission’s function to direct how the Postal Service should respond to competitive pressures. However, for ratemaking purposes it is difficult to interpret a perceived increase in the intensity of competition as a justification for increasing an item that will raise all rates in the aggregate.”  

PRC Op. at 75.  Yet the Commission in estimating test year volumes, costs and revenues has used the demand equations sponsored by Postal Service witnesses Musgrave, Thress and Tolley. With limited exceptions, these equations identify the demand for postal services as being inelastic.  When demand for a service is inelastic, revenues increase when prices increase.  This is the basis for the Commission’s recommendations to increase rates and it is the basis for our rate increase determinations as well.  We find this justification to be sufficient.  While we are wary of pricing our services out of the market and losing revenues as a consequence, we do not find that the rate increases we are recommending will have this impact.

The Commission elaborated on its concerns concerning the Postal Service’s financial condition  in its Second Recommended Decision:

While witnesses Tayman and Strasser both express general concern about the prospective strength of volume and revenue growth for the Service, neither presents an analytical approach to assessing the magnitude of the potential impact. Moreover, as the Opinion observes, Postal Service witness Thress provided supplemental testimony that the Service did not perceive a need to update test year volume and revenue forecasts, in part because “the initial forecast is performing quite well compared with the most recent actuals….” PRC Op. R2000-1, para. 2163 (citation omitted).

Second Recommended Decision at 40.
  The Commission once again misses the point of the contingency:  to protect against deviations from the predictable, from what worked in the past, and from what is expected to, but does not necessarily, continue into the future.  To the extent there existed an unbiased “analytical approach to assessing the magnitude of the potential impact” of factors affecting volume and revenue growth, including the future nature and extent of electronic diversion, the Postal Service presented it in the testimony of witnesses Tolley and Thress.  The contingency is legitimately relied upon by the Postal Service to protect it further against the effects on volume and revenue growth of changes beyond those that an unbiased forecast would project (i.e., those with an expected probability of 50 percent or greater).  One example of this would be the introduction of new technology that adversely affects postal volumes well beyond what could have been projected before that technology was conceived.  The very purpose of a provision for contingencies is to provide a cushion in the event that circumstances other than the most probable actually unfold.   We do not need the contingency to protect against what we know – it is needed to protect against what we do not know.
6. The Contingency Provision’s Proportion to Revenue Deficiency

The Commission relies in part on its unfounded belief that “the appropriate size of the contingency should be related to the size of the requested increase in revenues.”  First Recommended Decision at 73. In other words, the contingency should not constitute a “disproportionate share” of additional revenues that the new rates and fees are designed to generate. This unprecedented analysis is a total irrelevancy, is counter-intuitive, and is inconsistent with the Commission’s own precedent.  

As any businessperson would recognize, implementing a relatively small price increase puts a business at greater risk of not covering its costs than implementing a larger one.  This concern is magnified in the case of the Postal Service, which cannot raise prices unilaterally and must engage in an 18-month endeavor to do so.  As our previous Decisions explain, the contingency provision must protect the entire Postal Service, which has an annual budget of nearly $70 billion.  It is the totality of postal operations that must be protected against unforeseen events.  The size of the most recent rate increase is not relevant to the level of protection needed.

In Docket No. R87-1, an argument was made that the contingency was too large a proportion of the revenue deficiency.  The Commission dismissed that argument:  “Since the purpose of the contingency is to enhance the ability of the Postal Service to absorb unforeseen adversity without incurring a deficit, we agree with the Postal Service that viewing the contingency as a percentage of total segment costs, as the Kappel Commission viewed it, provides a more relevant perspective.  See Towards Postal Excellence: The Report of the President's Commission on Postal Organization (June 1969), at 82.”  PRC Op., R87-1, at 46.  

Field Reserve

As part of our modification, we are restoring the “field reserve” amount to the revenue requirement. The Commission had excluded from the revenue requirement the $200 million field reserve described in connection with the update as a test year expense.  Instead, the Commission subsumed this expense within the already-reduced contingency provision.  As a result, the 1.5 percent that the Commission included for contingencies was effectively reduced to 1.2 percent, providing even less protection against unforeseen expenses.

We find that the record supports the field reserve’s inclusion as a test year expense item.  Extensive testimony was provided by witness Strasser on this matter:

In discussions pertaining to these adjustments, there has been some confusion regarding the character and impact of the approximately $200 million “field reserve.”  There has been some suggestion that this expense is merely an element of the contingency provision.  This conclusion is wrong.  …

The field reserve is an actual budget expense item that the Postal Service projects it will spend during the test year.  It is as real as any other expense in the Postal Service's budget. It has not yet been assigned to a particular expense account, pending evaluation in the field of the particular needs of each location as the year progresses.  Its status is similar to a series of other reserved line items in the Postal Service's budget process.  For example, budgeted field expenses for projected COLAs and increased health benefit expenses are held in a headquarters reserve account at the beginning of the year.  They are not allocated to field operating units until well into the budget year, when the actual CPIs (in the case of COLAs) and the actual health benefit increases are known.  The reserve is then distributed to the field as needed as the year progresses.  In the same way, the breakthrough productivity field reserve will be distributed as needed as the year progresses, once it is known where and for what the funds are needed.  

Tr. 46D/20207-09 (emphasis added).

In cross-examination, witness Strasser elaborated on this matter in some detail:

Q    If this amount is pending evaluation, does that suggest that these needs may not materialize as the year progresses?

A    No.  It is evaluation as to what they will be used on.  These will definitely be spent.  What we did in our budget process is that we have a list of investments that should be made, and there [are] too many on the list to fund and end up anywhere near where we want to end the year in terms of net income.

In addition, we have, as you know, added our breakthrough productivity to the normal array of cost reductions we have given to the Postal field, and the field units are going to have to reduce work hours, compared to this year, twice as much as they have achieved in the reductions this year.  In other words, it is going to be somewhere in the range of 1.5 percent to a 2 percent reduction in work hours compared to the work hours in this fiscal year.

So there is increased, with our breakthrough productivity, there is increased uncertainty as to whether the opportunity for — we are discussing with the field where the opportunity is for breakthrough productivity and what the specified amounts are by field location.  So we have created this $200 million field reserve by holding back the investments that equate to $200 million.  And specifically, what we have done is we have reduced the budget for mail transport equipment, which is a risk due to the fall mailing season next year. We have reduced the advertising budget and held it steady and constant when we, in fact, are having new product introductions like Priority Mail Global Guaranteed.

We have held back on infrastructure, information platform infrastructures that we need for this mail, the mailing community, and we are trying to create an opportunity to give the mailers a window on the process to find out where their mail is, and there [are] $100 million in infrastructure expenses that need to be put towards that program.

We have held those specific expenses in reserve until we are sure that the breakthrough productivity and the allocation of the breakthrough productivity works in this process.  If it works and we get indications during the beginning of the year that it is being achieved, we will spend the $200 million on those specific investments that I just mentioned.  It if doesn't work, we will have to hold back on those investments for a future fiscal year and cover the shortfall in the breakthrough productivity.

***

Q  [A]s I understood it, it sounded like there was a chance that the $200 million might not be spent.  If certain events didn't fall into place, then you might not spend that $200 million, is that right?

A    No, that is not correct.  What I said was, if we don't need it to cover the breakthrough productivity, and if the field achieves the reduction in the work hours that we have targeted to achieve with this very massive effort, we will spend it on the infrastructure for the information platform, the advertising for product introductions, and the mail transport equipment that we believe we need for next fall's mailing season.

Tr. 46A/20295-97 (emphasis added).  

In light of this testimony that the field reserve will be spent either on operations in areas where the very challenging breakthrough productivity inititiaves are not able to be met, or else on the specific items enumerated by witness Strasser, we have restored the field reserve as a test year expense.  

We are cognizant of the Commission’s concern that not knowing on what the field reserve will end up being spent makes it difficult to distribute it to the classes of mail.  We view this matter as one which arose out of the updating exercise that the Commission ordered and would hope that the difficulties it engendered could be avoided in future cases.  This cannot , however, detract from the fact that the field reserve is an actual test year expense.  Accordingly, the expense is being distributed in the manner that it is most likely to be spent, as the Postal Service had indicated on the record.






� Decision of the Governors of the United States Postal Service on the Recommended Decision of the Postal Rate Commission on Postal Rate and Fee Changes, Docket No. R2000-1 (Dec. 4, 2000)(First Governors Decision); Decision of the Governors of the United States Postal Service on the Recommended Decision of the Postal Rate Commission on Postal Rate and Fee Changes, Docket No. R2000-1 (March 5, 2001)(Second Governors Decision).


� In Time, Inc. v. United States Postal Service, 685 F.2d 760 (2d Cir. 1982), the Court of Appeals held that in modifying rates and fees pursuant to 39 U.S.C. § 3625(d), the Governors must  "explain the basis for the particular class by class modifications and the rationale for the new interrelationship created." Id. at 772.


� The derivation of this figure is explained in detail below in the section on the Technical Structure of the Modification Exercise in Part III of this Decision.


� See Reply Comments of the United States Postal Service in Accordance with Order No. 1305, Docket No. R2000-1, at 2-7 (March 28, 2001).


� The before-modification and after-modification revenue requirements are shown in Attachments One and Two.  As shown in Attachment One, the before-modification scenario includes a revenue requirement of $69.8 billion, revenues of $68.8 billion, and a consequent $1 billion gap.  As shown in Attachment Two, the modification rates raise revenues by $800 million to $69.6 billion.  The rate increases which generate these revenues, however, also reduce mail volume, which, in turn, reduces expenses by $200 million.  The ultimate result is a revenue requirement of $69.6 billion.  The original $1 billion gap in net revenue, therefore, has been eliminated by a combination of $800 million in additional revenue, and $200 million in reduced expenses associated with the volume lost as a result of the rate increases. 


� At the rebuttal stage of hearings, the Postal Service presented testimony from Richard J. Strasser, Jr., then Acting Chief Financial Officer and Executive Vice President, now no longer acting, and Dr. Victor Zarnowitz, an economist with vast academic and business credentials, currently working at the Conference Board, the premier worldwide business membership and research network, which analyzes and presents the leading economic indicators.


� The Commission has been inconsistent in its reliance on variance analysis.  In Docket No. R97�1, the Commission made no mention of the variance analysis which would have supported a larger contingency than the Postal Service’s.  As witness Strasser testified:


In its most recent Opinion in an omnibus rate case (Docket No. R97-I), the Commission made no reference at all to the usefulness of variance analysis. It did not rely on any approaches more quantitative or objective than those used by the Postal Service for determining the amount of the contingency. It is worth recalling that, in Docket No. R97-I, the weighted average variances calculated from the four previous test years would have implied the need for 3.5 percent contingency, when applied to estimated test year costs, rather than the 1.0 percent contingency provision that the Postal Service used in determining its revenue requirement, and that the Commission recommended.  I find it interesting that no party proposed relying on variance analysis to determine the contingency provision in Docket No. R97-I.





Tr. 46-A/20187.  Interestingly, even if we were to rely on variance analysis, the variance analysis in this case had an upper range of 2.3 percent, which is very close to the Postal Service’s 2.5 percent contingency provision.  USPS-T-9, at 45.


� USPS-T-9, at 44-45.


� As witness Strasser testified: 


[I]ntervenors have argued that the contingency must be justified largely empirically, with statistics and hard data, such as a historical variance or probability analyses.  As the Postal Service has long maintained, however, while historical and forecasted quantitative data can clearly aid the decision-making process, the ultimate decision to include a provision for contingencies is logically and necessarily judgmental, and represents a major policy choice by the Board of Governors as to the level of risk the Postal Service is willing to assume in the test year with regard to unknown developments.  In this regard, it seems ironic that each intervenor witness who insists that judgment should not be the basis for determining the contingency has in fact used the very approach he has argued against.  Each of them has considered historical data, examined forecasts and trends related to the future, and then judgmentally determined that a lower contingency is warranted based on the facts they have considered.  This is the same process the Postal Service followed.





Tr. 46-A/20183.


� The Commission suggests that its apparently inconsistent treatment of the contingency provision in past cases can be explained by the "unprecedented" level of attention given to the topic by intervenors in the instant case.  Second Recommended Decision at 36; First Recommended Decision, Vol. 1, at 65.  On the contrary, intervenors have challenged the Postal Service's revenue requirement in virtually every rate case.  The contingency has been specifically challenged in most of these.  See, e.g., Direct Testimony of Melvin E. Lewis, Docket No. R71-1 in R71-1 Supporting Record, Vol. 3, at 3-1064-75; Direct Testimony of Robert L. Hines, Docket No. R71-1, in id., Vol. 3, at 3-523-27; Direct Testimony of Lawrence S. Lewin, Docket No. R74-1 in R74-1 Supporting Record, Vol. 4, at 4-1306-21; Rebuttal Testimony of Mario Sonnino, Docket No. R74-1, in id., Vol. 4, at 4-1764-68; Direct Testimony of Lawrence Lewin, Docket No. R76-1; Direct Testimony of Paul Kagen, Docket No. R76-1; Direct Testimony of Boyd Ladd, Docket No. R76-1; Direct Testimony of Arthur Eden, Docket No. R77-1; Direct Testimony of Norman C. Lerner, Docket No. R77-1; Rebuttal Testimony of R. Bruce McGregor, Docket No. R77-1; Direct Testimony of Arthur Eden, Docket No. R80-1; Direct Testimony of Paul Kagen, Docket No. R80-1; Rebuttal Testimony of R. Bruce McGregor, Docket No. R80-1; Direct Testimony of Arthur Eden, Docket No. R84-1; Direct Testimony of Branem Coberly, Docket No. R84-1; Direct Testimony of Robert J. Meyers, Docket No. R84-1; Direct Testimony of Arthur Eden, Docket No. R87-1; Direct Testimony of Richard W. Bossert, Docket No. R87-1; Direct Testimony of Perry D. Quick, Docket No. R87-1; Direct Testimony of Perry D. Quick, Docket No. R90-1; Direct Testimony of Richard J. Bossert, Docket No. R90-1; Direct Testimony of Ralph Nader, Docket No. R90-1; Direct Testimony of Arthur Eden, Docket No. R90-1; Direct Testimony of Pamela Thompson, Docket No. R94-1; Direct Testimony of John Stapert, Docket No. R97-1; Direct Testimony of Lawrence Buc, Docket No. R97-1.


� On the other hand, the suggestion that post-record information may be reviewed to corroborate the evaluation of record evidence, upon which exclusive reliance nonetheless remains, is one which should be familiar to the Commission.  The Commission did just that in Docket No. R80-1, examining several Postal Service financial reports which were not available when the evidentiary record closed.  See Commission’s Second Opinion & Recommended Decision, Docket No. R80-1, at 9, 32, 39 (June 4, 1981).  It did the same thing in Docket No. R90-1, citing post-record information because “it provided a check to assure that the Commission’s decision was not seriously inconsistent with known results.”  Commission’s Second Opinion and Recommended Decision, Docket No. R90-1, Appendix I, at 54 (May 24, 1991).


� USPS-T-9, at 43-44.  


� Tr. 46-A/20185, 20191, 20199, 20211. 


� With the exception of two footnote references, the only discussion in the Commission’s analysis section that specifically cites record testimony opposing the Postal Service is the Commission’s conclusion that “the short-term outlook for the national economy does not appear to involve any significant risk of unforeseeable financial harm to the Service.”  First Recommended Decision at 70.  This conclusion was based on OCA witness Rosenberg’s testimony “that the United States continues to enjoy robust growth in the longest economic expansion in over half a century. Tr. 22/9815.”  Id.  If this is the evidentiary fulcrum of the Commission’s analysis, it cannot stand in the face of the testimony on behalf of the Postal Service. We did not find these conclusions credible at the time the Commission made them and certainly do not find them credible now.  Witness Rosenberg’s confidence was based on a relatively short-sighted view of a somewhat unusual situation, without the benefit of a longer-term view and a more considered approach, such as that supplied for the record by Dr. Zarnowitz.


� In the past the Commission has been more mindful of the uncertainties associated with cost reduction programs:  “We are mindful of the fact that cost-cutting procedures can reduce the imbalance between costs and revenues, with a possible concomitant reduction in the necessary contingency provision. We would be reluctant, however, to rely on the prospect of successful cost reduction measures as a ground for reducing the contingency requirement. As witness Osborne's supplemental testimony makes clear, the savings associated with these programs are estimates only. As such, they are subject to the same uncertainties as cost projections.”  PRC Op., R76-1, at 60-61. 


� See, e.g., Tr. 46-A/20191, 20217, 20252-53, 20279, 20301, 20364-65.


�  “Witness Burns declares, but makes no effort to explain and justify why the nature and function of the insurance reserve is similar to the contingency in the Postal Service’s revenue requirement.  At a level of from 13 to 18 percent, in effect (see Tr. 22/ 9726-27), typical insurance industry reserves exceed by more than five times the proposed 2.5 percent contingency provision.  As witness Burns confirms, furthermore, insurance companies differ fundamentally from the Postal Service, because they are allowed to earn profits and most have positive equity.  In other words, the role and size of insurance reserves as a financial cushion, and the abilities of the insurance companies to absorb future adversities differ fundamentally from the functions the contingency performs in the Postal Service’s revenue requirement.  Tr. 22/9723.  In fact, it was no doubt largely because the Postal Service, with its break-even mandate, does not have the profit margins or provisions for return on investment enjoyed by other firms that Congress believed it important to provide for contingencies in outlining the revenue requirement in 39 U.S.C. § 3621.”


Tr. 46-A/20192.


“… the purpose of insurance reserves is significantly different from the function of the contingency.  In order to guarantee that there will be enough money to pay on their customers claims, insurance companies seek to predict whether the random occurrence of accidents or natural disasters will differ from a historical pattern.  Witness Burns testifies that probability analysis is used in the insurance industry “to predict the likely number, severity, and location” of catastrophes.”  Tr. 22/9744.  He further testifies that “items for which a history exists,” such as natural catastrophes,“ lend themselves to probability and variance analysis more readily than items for which no history exists.”  Tr. 22/9746.  By contrast, the contingency in postal ratemaking is designed to protect against the totally unknown and “known unknowns,” such as volume erosion due to the Internet or future legislation.  There is no history for the totally unknown and there is usually insufficient history for “known unknowns” on which to base a probability analysis.  A totally unknown adverse event that depended on complicated political relationships, such as the unplanned legislative transfer of Post Office Department annuitant costs to the Postal Service (which occurred under the Omnibus Budget and Reconciliation Act (OBRA) of 1990) simply could not have been predicted by a probability analysis.”


Tr. 46-A/20192-93.


� “[T]here is absolutely no reason to reduce the proposed contingency in response to OCA Witness Burns’ unfounded concern that the contingency constructs a ‘moral hazard for lax and inefficient management’ (See Tr. 22/9775), or Witness Rosenberg’s fear that the contingency provision provides a cushion that results ‘in a tendency toward slackness.’  See. Tr. 22/9826.  As a [former] field District Manager, I must emphatically take exception to these suggestions.  Postal managers and craft employees are concerned about our customers and the future of our business and do not behave in this manner. Extraordinary efforts have been made by dedicated managers and employees working to achieve the $100 million net income goal set forth for FY 2000.  There have been continuing field and headquarters operating budget cuts throughout this year.”  Tr. 46-A/20185.


� The Commission, in its Third Recommended Decision, criticized Dr. Zarnowitz’s testimony: “He did not predict when or why that boom might end. And witness Zarnowitz agreed that economic projections over the term at issue in this rate case have some reliability.” Third Recommended Decision at  9-40.  Dr. Zarnowitz’s testimony was full of concrete analytical evidence concerning the likelihood of a downturn.  While the Commission might have preferred that he pinpoint the time the downturn would accelerate, Dr. Zarnowitz knew better than to predict the unpredictable.  His point, and the Postal Service’s, was that the uncertainty concerning the timing of a downturn called for a higher level of protection than had been necessary in recent years.  


� Moreover, the Commission had available to it, at the time it issued its first Recommended Decision in November, information that was not available to witness Thress at the time he made the statement to which the Commission refers.  In witness Strasser’s appearance on the stand later in the hearing process, he stressed the importance to postal finances not only of trends in total volume, but, more specifically, the trends in the high contribution subclasses as well.  Tr. 46A/20364-66.  He mentioned concerns about First-Class Mail and Priority Mail in particular.  Id. at 20217, 20252-53, 20279, 20364-66.  In its First Recommended Decision, the Commission presented a comparison of actual versus forecast volume for all four quarters of FY 2000, in contrast with the figures for the first three quarters presented by witness Thress.  PRC Op., R2000-1, Vol. 2, Appendix I (November 13,2000).  The new figures for Quarter 4 corroborated the concerns expressed by Mr. Strasser.  For the first time during FY 2000, actual total volume was below forecast in Quarter 4.  More importantly, the trends for First-Class Mail and Priority were fairly striking.  For both types of mail, the amount by which actuals were below the forecast was more than twice as much in Quarter 4 (1.9 percent, and 6.6 percent, respectively) as it had been for any previous quarter.  Within First-Class letters, another troubling feature was that in Quarter 4, for the first time during the year, none of the overforecast of Single-Piece Letters was offset by an underforecast of Workshared Letters.  Unlike in the previous three quarters, actuals were below forecast for both categories.  Despite Mr. Strasser’s explicit testimony that these types of trends were additional factors supporting the full contingency, the Commission chose not to acknowledge the fact that the most recent information available at the time of its initial recommendations further corroborated his concerns.


� In Newsweek, the Commission's conversion of actual expenses into a component of the contingency provision in Docket No. R80-1 provided one of the bases for the court's conclusion that the Commission's revenue cuts were arbitrary.  Newsweek, 663 F.2d at 1205.





