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PART III

Modification of Rates And Fees

Technical Structure Of The Modification Exercise

Initially, it may be useful to outline the technical structure of the process by which the modification rates were developed.  The objective of this exercise has been to use as much as possible of the Commission’s own models and methodologies, and in general to limit changes to those necessary to correct the effects of the Commission’s revenue requirement reductions, which we have found cause the recommended rates to fail to meet the breakeven requirement.

Of necessity, therefore, the starting point is the Commission’s cost model, as presented in support of the Commission’s initial rate and fee recommendations of November 13, 2000.  Those rates and fees are the ones currently in effect, as a result of our December 4th allowance-under-protest Decision.  The first set of adjustments to the November 13th cost model includes the two changes acknowledged by the Commission in its Opinion and Further Recommended Decision of February 9, 2001.  These include additional costs of approximately $20 million relating to First-Class additional ounces, and additional Supervisor costs of approximately $97 million.

The second set of adjustments to the Commission’s cost model involves the core elements of our current revenue requirement dispute with the Commission, and thus includes restoring the contingency amount to 2.5 percent, and adding the approximately $200 million Field Reserve provided on the record as part of the Order No. 1294 updates.  Because the Field Reserve amount relates back to the Breakthrough Productivity Initiative programs, it has, broadly speaking, been distributed to the subclasses in the same proportions as those program savings were distributed.   The Field Reserve distribution process was described by witness Patelunas at Tr. 35/16784, and summarized in the Postal Service’s initial brief at pages I-19 – I-20.  Increasing the contingency from 1.5 to 2.5 percent, of course, has the effect of increasing all of the cost model estimates by a uniform 1 percent.

Making these changes in the Commission’s cost model yields test year cost estimates that can reasonably be described as what the Commission itself would have estimated, had the Commission heeded our requests upon reconsideration to restore all of the disputed revenue requirement elements.  These results are directly comparable to the test year costs presented in the “Attributable Cost” column of Schedule 1 of Appendix G, as it appears in the Volume 2 of the Commission’s First Recommended Decision.

We note that by using the Commission’s cost model to develop these estimates, we are employing methodologies and assumptions that necessarily reflect the Commission’s views on a variety of costing matters, with all of which we do not necessarily agree.  For example, as noted in our December 4th Decision, we believe that the evidence available in the last case as well as this case shows convincingly that mail processing costs do not vary 100 percent with mail volume.  Our use of the Commission’s cost model, which generally continues to apply the assumption of 100 percent variability with volume of mail processing costs, does not reflect any change in our position on this issue.   Rather, because it was only the revenue requirement issues we chose to return to the Commission for reconsideration, we use the Commission’s cost model to ensure that our rate adjustments reflect nothing more than our correction of the revenue requirement differences.  Differences on costing issues may be addressed and resolved in some future docket, but have played no role in our modification.
  

The adjustments to the costing model described above provide one-half of the information necessary to assess the test year net revenue deficiency at current rates.  The other information is test year revenue, for each subclass and service, and in total.  With three exceptions, this information is exactly that shown in the “Revenue” column of Schedule 1 of Appendix G, as it appears in Volume 2 of the Commission’s First Recommended Decision.  Relative to that column of Schedule 1, the three exceptions are: (1) an increase in Priority Mail revenue of approximately $12 million, associated with our rejection of the recommended flat-envelope classification change; (2) a reduction of approximately $30 million relating to errors made by the Commission in initially estimating Bound Printed Matter revenues, and (3) a consequent net decrease in total revenues of $18 million.  Both component elements of these revenue adjustments were acknowledged by the Commission in its Second Recommended Decision.

Comparing the appropriately restated test year costs and revenues shows the test year net revenue deficiency that the record in this case indicates the Postal Service would be expected to experience at the current rates, the rates which we allowed under protest and implemented in January. That comparison is shown on Attachment One to this Decision, and it indicates a net revenue deficiency at current rates of approximately $979 million.
  To achieve the breakeven objective, therefore, the rate changes emanating from this modification must in aggregate be sufficient to rectify that net revenue deficiency.  As various rate modifications were considered, they were evaluated through typical iterations of the rate design process.  All aspects of that iterative process, however, employed the same methodologies used by the Commission.  The Commission’s spreadsheets (or functional equivalents using the same inputs) were used for rate design, the Commission’s forecasting models (which are not materially different from those proposed by the Postal Service) were used to estimate the volume effects of the new rates, and the Commission’s cost model was used to estimate the cost effects of the new volumes.

Following the process outlined above allowed us to identify a net test year revenue deficiency at current rates, and to develop rate modifications which would eliminate that deficiency and achieve the breakeven objective.  Attachment Two to this document shows the results, in terms of costs and revenues by subclass and in total, after our modification. Our modified rates eliminate the shortfall.  Understanding in broad terms the process which allows us to demonstrate that the modified rates will yield revenues sufficient to recover total cost, however, is not sufficient to explain why the particular rates and fees chosen for each subclass and service are consistent with the pricing policies of the Act.   What follows, then, is our discussion of why each of the new rates and fees we have established for the various subclasses and services meet those criteria.

EXPLANATION OF SPECIFIC RATES AND FEES BY SUBCLASS AND SERVICE
We have explained above how we arrived at our estimate of the amount that the existing rates (and the relatively minor additional changes recommended by the Commission upon reconsideration) will fall short of test year breakeven.  Having identified this amount, our task now is to decide what modifications to established postal rates and fees should be made to achieve statutory breakeven, in accordance with the record before us and the policies of the Act.

This undertaking could be simplified, if it were possible to allocate this additional revenue burden across-the-board as a uniform percentage increase in rates and fees for each subclass and special service.  Such an approach, however, would ignore our responsibility to review the Commission’s application of the § 3622(b) statutory pricing criteria in Docket No. R2000-1, and, to the extent necessary, to make our own independent assessment of those criteria.  In addition to carefully considering these criteria and other policies of the Act, our modification exercise has been guided by a desire to avoid major distortions in the cost coverage relationships embodied in the Commission’s November 13, 2000, Recommended Decision.  We also are obliged to comply with relatively new legislation regarding rates for the preferred mail classes, Public Law 106-384.  In light of the modified revenue requirement, we have reconsidered the appropriateness of some of the Postal Service’s original rate proposals which the Commission declined to recommend.   To the extent possible, we have tried to maintain the rate design underlying the Commission’s recommendations in terms of rate relationships, discounts, and passthroughs within the various subclasses.

We have also been mindful that the original Docket No. R2000-1 rate schedule, implemented on January 7, 2001, reflects that a number of subclasses and special services received substantially higher percentage increases than others.  In determining where to allocate the additional institutional cost burden, we have tried to be sensitive to the impact of the relatively high percentage rate increases already experienced by some subclasses and special services. Also, as part of the modification process, we have attempted to design rates that will, to some degree, minimize the otherwise unavoidable complexity that would be experienced by the Postal Service and its customers in implementing the changes we make today.  Finally, we have tried to spread the burden of the increased revenue requirement fairly among a broad spectrum of customers.  We shall discuss each affected mail class and special service in turn.

 Two further attachments to this Decision should assist in review of these discussions.  Attachment Three compares the cost coverages recommended by the Commission and shown in Appendix G, with the cost coverages implicit in our modification rates.
   Attachment Four shows the subclass percentage rate increases sought by the Postal Service in its filing, the increases recommended by the Commission, the increases we establish today, and the cumulative Docket No. R2000-1 increases.

First-Class Mail

Policy Considerations

First-Class Mail is the largest class of mail delivered by the Postal Service and provides the majority of postal revenues. Generally, it consists of two subclasses: letters, flats and parcels sealed against inspection and weighing 13 ounces or less; and cards that are either printed by the Postal Service with postage impressed or that are privately printed, requiring postage. 

In its January 12, 2000, Docket No. R2000-1 request, the Postal Service proposed First-Class Mail rates, for the class as a whole, which resulted in a test year cost coverage of 194.5 percent over volume-variable costs, and a cost coverage of 179.2 percent over incremental costs.  The cost coverage over volume variable costs proposed for Letters and Sealed Parcels was 196.3 percent; for Cards, the Postal Service proposed a 148.5 percent cost coverage. USPS-T-32, Exhibit 32B at 2.  When viewed in terms of incremental costs, the cost coverages proposed for the Letters and Sealed Parcels subclass was 182.4 percent; for Cards, it was 145.3 percent.  See USPS-T-32, Exhibit E.  In this instance, the markup over incremental costs is more comparable to the markup the proposed rates would represent relative to attributable costs, which is the Commission’s preferred costing methodology. 

Based upon the record in this case and its own evaluation of the statutory pricing criteria in 39 U.S.C. § 3622(b), the Commission recommended First-Class Mail rates resulting in a cost coverage of 177.1 percent of attributable costs for the two subclasses combined.   

As part of its January 12, 2000, request in Docket No. R2000-1, the Postal Service proposed changes in almost all of the rate categories and rate elements within the subclass.  During the administrative proceeding before the Commission, various parties introduced evidence on issues relating to the Postal Service’s rate proposals for the Letters and Sealed Parcels subclass.  These issues included:

· the rate for the first ounce of single-piece First-Class Mail;

· the degressive additional-ounce rate;

· the appropriate rate for the first ounce of single-piece Qualified Business Reply Mail;

· the appropriate discounts for worksharing (prebarcoding and presortation) performed by senders of bulk First-Class Mail letters;

· the nonstandard surcharge; and

· the heavyweight discount for worksharing discount pieces.

Additionally, there were various intervenor proposals for the establishment of new classifications and rate categories within First-Class Mail.  We have reviewed the Commission’s determination of these issues in the context of the revenue requirement upon which its rate recommendations were based.  Below, we provide a detailed explanation of our resolution of these issues, to the extent that they are relevant to the rate design modifications we make today in conjunction with our restoration of the revenue requirement.  

In determining which rates to modify and to what degree change should occur, we were governed principally by 39 U.S.C. § 3621 and its mandate that we establish rates that are “reasonable and equitable” and that “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 . . . .”  We also took into account the following factors of 39 U.S.C. § 3622(b): the value of First-Class Mail service, within the meaning of subsection 3622(b)(2); the requirement in subsection 3622(b)(3) that First-Class Mail cover its costs; the impact of rate increases on users of the service, within the meaning of subsection 3622(b)(4); the availability of alternative means of transmission, as required by subsection 3622(b)(5); the degree of preparation by mailers, as specified by subsection 3622(b)(6); and the simplicity of the rate structure, within the meaning of 3622(b)(7).  As appropriate, we discuss these and other policy considerations below.

We have reviewed the Commission’s application of these statutory criteria generally (First Recommended Decision, Vol. 1, at 193-221) and in First-Class Mail rate design specifically (First Recommended Decision. Vol. 1, at 222-97).  We find that some deviation from the Commission’s conclusions is warranted.  We are faced with the task of exercising our independent review of the rate proposals in the Docket No. R2000-1 evidentiary record, as well as the recently implemented rates within First-Class Mail, and determining what changes should be made to the rates now in effect.

Docket No. R80-1 was the only other occasion in which we have been compelled to exercise our authority under § 3625(d) to modify a recommended decision of the Commission in an omnibus rate case.  There, our task was simplified by the fact that the improper cuts to the revenue requirement could be restored, for the most part, by modifying only one rate element within this subclass: the basic rate charged for the first-ounce of a single-piece of First-Class Mail. 

In the case before us, however, our task with respect to First-Class Mail is complicated by the higher expenses associated with our adjustments to the revenue requirement.  These cannot fairly or equitably be recovered simply by modifying the current 34-cent basic First-Class Mail rate.  The 34-cent rate was proposed by the Postal Service (USPS-T-33, at 21) and recommended by the Commission (First Recommended Decision, Vol. 1, at 233).  As a part of our December 4, 2000, Decision, we allowed that recommended rate into effect under protest.  Our review of the First-Class Mail rate design modification options available to us, and the Docket No. R2000-1 evidentiary record, leads us to conclude, as did the Commission, that the 34-cent rate for the first ounce of a First-Class Mail piece is very clearly the rate that is most consistent with the policies of the Act.  Accordingly, we consider that none of the additional revenue needed to achieve financial breakeven because of the restoration of the revenue requirement should be generated by increasing the 34-cent rate.  Consequently, all such revenue must be generated from other rate elements, either within the First-Class Mail Letter and Sealed Parcels subclass, or other subclasses and special services.

Within the Letters and Sealed Parcels subclass, we also have determined that two other rate elements, the nonstandard surcharges and the heavyweight discount, should likewise be excluded from consideration.  As emphasized in USPS-T-33, at 27-30, the nonstandard surcharges applied to single-piece and presorted one-ounce First-Class Mail pieces are not established at levels which approach the full estimated unit cost of processing such pieces, which, by their physical characteristics, are determined to fall outside the standard for efficient processing on automated letter mail processing equipment.  Instead, the surcharges are set at levels intended to provide an incentive sufficient to motivate mailers who are able to standardize their one-ounce mail pieces to do so, or to pay some of the extraordinary costs associated with the reliance upon less efficient sortation and processing methods generally applied to nonstandard one-ounce letter mail.

The nonstandard surcharges generate such little revenue relative to other First-Class Mail rate elements that nothing short of prohibitively large nonstandard surcharge increases could have a material impact on First-Class Mail revenues.  Accordingly, we do not consider it worthwhile to consider changes in the surcharges for the purpose of recovering any portion of the additional First-Class Mail revenues that result from our restoration of the revenue requirement.

For similar reasons related to the magnitude of any change that could reasonably be contemplated, we have not considered any reduction in the heavyweight discount.  This 4.6-cent discount applies to presorted pieces weighing more than two ounces and serves to recognize that the lower-increment additional ounces for presorted mail cost less to process than those for single-piece mail.  USPS-T-33, at 30-31.  As explained below, we reluctantly must recover some of the additional revenue burden from the bulk workshare rate categories.  Out of a desire to limit the additional revenue burden we are imposing on bulk workshare mailers and out of recognition of the degree of preparation reflected in the mail they present to the Postal Service, we make no modification to the heavyweight piece discount. 

First-Class Mail is used by members of the general public for most of their basic postal transactions.  Users of First-Class Mail range from some of the most sophisticated and technologically savvy postal customers to many millions who are much less sophisticated.  Under ordinary circumstances, when we are persuaded to approve the rate recommendations of the Commission, the Board of Governors is mindful of postal management’s substantial responsibility for ensuring adequate public notice of the rate changes, making necessary changes to stamp inventories, updating computer software for postal window service transactions, and the myriad other tasks associated with implementing a new set of postal rates.  The Board also is mindful of the sometimes technologically complex changes that sophisticated mailers must make in order to integrate postal rate changes into their everyday operations.

 When faced with the responsibility for setting into motion significant changes to the current rate schedule, which was only recently implemented and is used by a wide array of mailers, we consider that we have an obligation, where we can, to minimize the disruption that could result from necessary changes to that rate schedule so soon after it was originally implemented.  We would prefer to avoid having to make any changes to the First-Class Mail rate schedule.  Alternatively, we would prefer to confine any necessary changes to as few rate categories and rate cells as possible.  However, in order to meet our statutory responsibilities in a fair and equitable manner within First-Class Mail, we find it necessary to make changes to a number of First-Class Mail rates to which household and business mailers have only recently adjusted.

Letters and Sealed Parcels Subclass

In determining which First-Class Mail Letters and Sealed Parcels rate elements to adjust, our review of the Docket No. R2000-1 evidentiary record is influenced by the pricing criteria of the Act and the above-referenced modification policy objectives.  As explained in greater detail below, our review of the Docket No. R2000-1 evidentiary record leads us to conclude that the additional Letters and Sealed Parcels subclass revenue should be recovered by:

· increasing from 21 cents to 23 cents the additional-ounce rate to the level initially proposed by the Postal Service; and

· increasing the rates for the various bulk worksharing rate categories by 0.2 cents per piece. 

These modifications generate additional test year revenues of $453 million from the subclass.   Overall, we consider the effects of these modifications on the subclass as a whole to be quite modest.  The percentage rate increase implicit in these modifications is 1.5 percent, which is less than the modification average of 1.6 percent.  Even when combining the modification increase with the increase in rates implemented in January, the percentage change in First-Class letter rates is only about half of the systemwide average.  Moreover, the resulting cost coverage is 178.1 percent.  This figure is slightly below the cost coverage recommended by the Commission of 178.8 percent.  In terms of institutional cost allocation, therefore, the change on this subclass occasioned by our modification is so minimal as to be virtually immaterial.

1.  Additional-Ounce Rate

The evidentiary record shows that several alternative additional-ounce proposals were considered by the Commission.  When the Docket No. R2000-1 request was filed on January 12, 2000, the Postal Service proposed that the 22-cent additional-ounce rate established in Docket No. R97-1 be increased to 23 cents.  USPS-T-33, at 23.

The Postal Service’s First-Class Mail rate design testimony puts into perspective the importance of the additional ounce rate as an important source of First-Class Mail revenue. This rate generated approximately $4.7 billion in the base year, which was about 14 percent of all First-Class Mail revenue for that year.  Id. The testimony emphasized the importance of this rate in helping First-Class Mail meet its cost coverage target and in helping the Postal Service meet its revenue requirement.  Id.
In addition to revenue requirement considerations, the Postal Service’s additional-ounce rate design was influenced by cost study estimates of First-Class Mail additional-ounce costs, presented at USPS-T-28, at 10-15.  This cost study attempted to isolate the costs of additional ounces for both single-piece and presorted First-Class Mail.  The study estimated an average additional ounce unit cost for single-piece mail of 12.5 cents, and 14.8 cents for presorted mail.  Id. at 10, 13. Taking single-piece and presort together, the Postal Service calculated a weighted average of 12.7 cents for each First-Class Mail additional ounce.  USPS-T-33, at 24, n.4.   In designing its additional-ounce rate proposal, the Postal Service was careful to acknowledge that its cost study demonstrated the difficulty in measuring additional-ounce costs on an ounce-by-ounce basis.  Accordingly, the results of the study were used as a basis for evaluating, in the aggregate, the alignment between the additional-ounce rate and the overall costs it is designed to cover.  Id. at 24.  In the absence of more refined data, we regard this approach to be reasonable.

Using this weighted average cost for First-Class Mail additional ounces, the Postal Service compared the cost/rate relationship of its 23-cent proposal to the cost/rate relationship of the Postal Service’s First-Class Mail rate design as a whole. Id. at 25.  The Postal Service found that the implied mark-up (ratio of institutional cost contribution to volume variable cost) for additional ounces at 23 cents would not exceed the markup for the letter subclass as a whole.  More specifically, the Postal Service found that the additional-ounce mark-up implied by its rate design was below the mark-up for the First-Class Mail Letters and Sealed Parcels subclass as a whole, meaning that the proposed 23-cent additional-ounce rate served to reduce the markup for the subclass. USPS-T-33, at 25.

As all First-Class Mail users tend to generate some additional-ounce First-Class Mail, the burden of this increase will be borne by both high-volume business mailers and low-volume household mailers alike.  We consider this to be a fair and equitable result and one that ensures that the impact will not be borne disproportionately by single-piece users.

The American Bankers Association & National Association of Presort Mailers presented testimony (Tr. 26/12442-56) proposing that the Commission reject the Postal Service’s proposed 23-cent additional-ounce rate.   ABA&NAPM’s witness advocated that the Commission recommend retention of the 22-cent First-Class Mail additional-ounce rate and that it increase various Standard Mail rates as a means of bringing the relative institutional cost burdens of First-Class Mail and Standard Mail closer together.  Challenging the statistical reliability of the Postal Service’s additional-ounce cost data for additional-ounce costs for presorted First-Class Mail, ABA&NAPM’s testimony proposed that the Commission rely upon a cost analysis presented by ABA&NAPM in Docket No. R97-1 (which the Commission declined to rely on in that proceeding).  Alternatively, ABA&NAPM’s testimony suggested that the Commission rely on Docket No. R2000-1 Postal Service cost data pertinent to the impact of weight on Standard Mail costs to draw conclusions about the cost impact of First-Class Mail additional ounces (which the Commission also declined to do).

The Major Mailers Association presented testimony asserting that the Commission should not rely upon the Postal Service’s First-Class Mail additional-ounce cost study in recommending an additional-ounce rate.  In opposition to the Postal Service’s proposal to increase the 22-cent additional-ounce rate that applies to all First-Class Mail pieces weighing over an ounce, MMA’s testimony proposed that the Commission grant relief only to presorted letters by expanding qualification for the 4.6-cent heavy piece deduction to letters weighing between one and two ounces. Tr. 26/12303-06.

The Commission rejected the proposals of the Postal Service, ABA&NAPM and MMA.  Instead, it recommended that the additional-ounce rate be reduced from 22 to 21 cents.  The Commission’s rationale for its recommended reduction appears to have been two-fold.  First, it reasoned that the Postal Service’s average additional ounce unit cost estimates were biased upward, implying that the actual impact of weight on cost was somewhat lower than estimated.  First Recommended Decision, Vol. 1, at 250.   The Commission’s criticism is based upon the undisputed conclusion that the Postal Service’s study does not perfectly isolate the cost impact of weight.  See Tr. 4/1262-64.  However, we consider that the study does a reasonable job of indicating the additional costs associated with heavier pieces. Those additional costs should be reflected in the rates for heavier pieces.  It is not necessary to isolate for weight because the rate functions as a proxy for other cost causing characteristics associated with pieces weighing more than one ounce.  Because of the simplicity of rate design in First-Class Mail, separate rate elements are not proposed to deal with such cost-causing characteristics as are captured in Standard Mail rate design.   

The Commission also indicated that the recommended additional-ounce rate reduction was a response to comments by several Docket No. R2000-1 intervenors concerning an upward trend in First-Class Mail institutional cost contribution.  Id.
We observe that the intervenor comments to which the Commission alludes were:

· the Office of the Consumer Advocate testimony proposing the retention of the 33-cent First-Class Mail basic rate as a means of reducing the First-Class Mail cost coverage and revenue requirement (First Recommended Decision, Vol. 1, at 228-230);

· the Major Mailers Association proposal to mitigate the impact of the Postal   Service’s proposed increase in the basic rate to 34 cents and the additional ounce rate to 23 cents by increasing the discounts for bulk workshared First-Class Mail letters (Id. at 231, 233);

· the Greeting Card Association and Hallmark Cards arguments on Brief   (Id. at 233); and

· the testimony of ABA&NAPM witness Clifton asserting that the implicit cost coverage for bulk workshared First-Class Mail is discriminatory relative to Standard (A) commercial mail and single-piece First-Class Mail.  Id. at 231. 

Not one of the above-referenced intervenor testimonies proposed a reduction in the additional ounce rate as a solution to First-Class Mail rate design.  It is not our view that the Commission would still be foreclosed from considering any reduction in the additional-ounce rate, solely on the basis that no party proposed such a reduction on the record in this proceeding.  However, when the revenue requirement is properly restored and we examine the evidentiary record on the issue of the additional-ounce rate and the competing proposals before us, we find the evidence presented in support of the Postal Service’s 23-cent proposal sufficiently persuasive and reliable.

We consider that the modified additional-ounce rate covers the attributable costs of additional ounces.  We are not persuaded that a penny increase over the 22-cent Docket No. R97-1 additional ounce rate will have an unduly negative impact on mailers, within the meaning of subsection 3622(b)(4).  The modified additional-ounce rate contributes to the establishment of a rate schedule reflecting identifiable relationships between related rate elements.  Its degressive nature, in relation to the first-ounce rate, is consistent with the undisputed notion that an additional ounce costs less to process than the initial ounce. The relationship between the rates for the initial and additional ounces is, therefore, consistent with subsection 3622(b)(7). 

Finding that the entire share of First-Class Mail revenue to be generated to contribute toward breakeven as a result of the restoration of the revenue requirement should not be generated from the additional-ounce rate, we examined the remaining rate elements within the Letters and Sealed Parcels subclass to determine the extent to which other modifications were necessary to generate revenue.

2. Workshare Discounts

Within the First-Class Mail Letters and Sealed Parcels subclass, numerous bulk mailers take advantage of worksharing discounts that provide rate reductions in exchange for certain mail preparation activity. Generally, these discounts are constructed to recognize the avoided costs of the Postal Service if the mailer presorts, or prebarcodes and presorts, bulk quantities of mail before presenting it to the Postal Service. The alternative would be presenting the mail in a condition requiring the Postal Service to perform certain sortations or apply barcodes in order to process it to its destination. The First-Class Mail worksharing categories and corresponding rate differentials reflect consideration of the pricing policy in subsection 3622(b)(6) that rates reflect “the degree of preparation of mail for delivery into the postal system performed by the mailer and its effect upon reducing costs to the Postal Service . . .[.]”

In Docket No. R2000-1, the Commission was faced with the competing First-Class Mail bulk worksharing discount proposals of the Postal Service, ABA&NAPM, and MMA.
  Based upon its revenue requirement determinations, which we reject above, the Commission made allocations of institutional cost to the various subclasses and designed rates consistent with those allocations.  Our rejection of the Commission’s treatment of the revenue requirement has the consequence of requiring that we allocate additional institutional cost burden among the various subclasses and special services, including First-Class Mail Letters and Sealed Parcels.  As we have explained above, it does not seem appropriate to adjust certain rate elements within this subclass.  In that conclusion, we are firm.  However, we are then faced with the difficult task of determining the extent to which the remaining rate elements must bear a portion of the additional cost burden resulting from our restoration of the revenue requirement.  In the iterative process of determining what is fair and equitable, we find that we cannot avoid making a modest imposition on the various Letters and Sealed Parcels worksharing rate categories. 

Unlike with single-piece mail and other First-Class Mail rate categories commonly used by members of the general public, rate design for the various bulk worksharing categories is not limited by the whole-integer constraint.  Worksharing rates are commonly expressed in terms of fractions of a cent. The absence of this constraint increases flexibility in designing rates for worksharing categories and in balancing the institutional cost burden implied for the various rate categories within the subclass.     

In general, the worksharing discounts “build” on one another, with the discounts increasing as the amount of additional work performed by the mailer increases.  Therefore, the 3-digit automation discount is greater than the automation basic discount by the estimated amount of the costs saved due to additional work performed by the mailer.  Taking this costing assumption as the premise for the modification of First-Class Mail worksharing rates, we are reluctant to alter the Commission’s assessment of the relative value of the increased cost savings due to each level of worksharing.  Accordingly, we have determined to leave the differential between the various discounts at the level set by the Commission in its First Recommended Decision.   

With this in mind, we have elected to decrease the discounts for non-automation presort letters, and for automation basic letters and flats by 0.2 cents per piece, while maintaining the incremental discounts for deeper levels of  preparation at the levels established by the Commission.  Therefore, the rates we will implement upon modification result in a reduction of 0.2 cents in all worksharing discounts.

In comparing the results of our modification exercise to Table 5-2 at page 240 of the Commission’s First Recommended Decision
 and to the Commission’s recommended rates, we make the following observations.  The Basic Automation rate that results from our modification matches the 28.0-cent  rate initially proposed by the Postal Service.  The modified 3-Digit rate (26.9 cents) falls between the rate proposed by the Postal Service (27.1 cents) and the rate recommended by the Commission (26.7 cents). The modified Carrier Route rate (24.5 cents) also falls between the rate proposed by the Postal Service (24.8 cents) and the rate recommended by the Commission (24.3 cents).  In contrast, the 5-Digit rate that results from our modification (25.5 cents) is higher than the rate initially proposed by the Postal Service (25.3 cents) and recommended by the Commission.  This is a consequence of our determination not to make any exception to the policy of preserving the rate relationships embodied in the Commission’s recommended rate design.  In any event, the overall impact of our modified rate design for the Letters and Sealed parcels subclass is the implementation of a cumulative 3.3 percent rate increase in this docket, a slight improvement over the 3.5 percent increase initially proposed by the Postal Service for this subclass.

With these modified worksharing rates that we have designed, the Letters and Sealed Parcels subclass continues to meet the requirement that the rates for the subclass, as a whole, cover its costs, as required by subsection 3622(b)(3).  The modified rates retain the relatively simple structure of the First-Class Mail rate schedule and the identifiable rate and classification relationships therein, as required by subsection 3622(b)(7).  We consider that these very modest rate increases continue to reflect a very high degree of consideration of the value of mailer preparation, within the meaning of subsection 3622(b)(6).  We have been influenced by the relatively high, implied cost coverage for workshared First-Class Mail in keeping these increases to a minimum.  Accordingly, we consider that we have demonstrated proper concern for the effect of increases upon those who engage in worksharing and the availability of alternatives, as required by subsections 3622(b)(4) and (b)(5).  

3. Cards Subclass

The Cards subclass within First-Class Mail consists of postcards and stamped cards.  Postcards are privately printed mailing cards on which the sender must affix postage before mailing.   Stamped cards are produced and sold by the Postal Service with postage imprinted.

In its Request, the Postal Service proposed First-Class Mail postcard rates which resulted in a test year cost coverage of 148.5 percent over volume-variable costs, and a cost coverage of 145.3 percent over incremental costs.  Exhibit USPS-32A at 2; Exhibit USPS-32E.  As we have noted earlier, the markup over incremental costs is much more comparable to the markup the proposed rates would represent relative to attributable costs, which is the Commission’s preferred costing methodology.   Based upon the record in this case and its own evaluation of the statutory pricing criteria in 39 U.S.C. § 3622(b), the Commission recommended First-Class Mail postcard rates resulting in a cost coverage of 133.0 percent of attributable costs.  First Recommended Decision, Vol. 1, Appendix G at 1.

As part of its rate filing, the Postal Service proposed rates for the various  rate categories within the Cards subclass.  USPS-T-33, at 38-43.  During the administrative proceeding before the Commission, the parties introduced relatively little evidence on issues relating to the Postal Service’s Cards subclass rate proposals.  As noted at First Recommended Decision, Vol. 1, at 294, two intervenors argued in briefs to the Commission that the Docket No. R97-1 20-cent basic, single-piece postcard rate should be retained.  One argued that retention of the 20-cent rate was justified on the basis of conclusions about subsection 3622(b)(2) “value of service” considerations drawn from extremely limited data from the Postal Service’s External First-Class service performance data system; the other made an unsubstantiated argument about differences in stamped card and postcard costs.  Our review of the Commission’s opinion leads us to conclude that neither party’s argument influenced the Commission’s recommendation to retain the basic postcard rate at 20 cents.  We also do not find either argument compelling.

The Commission’s determination to retain the 20-cent postcard rate appears, instead, to have been based on its goal of acting to “ensure that there is at least one relatively inexpensive postal category that can be widely used by the general public, businesses, and organizations.”  First Recommended Decision, Vol. 1, at 294.  Its desire to mitigate the institutional cost burden of First-Class Mail as a whole also played an important role in its determination to retain the rate at a level that has prevailed since Docket No. R94-1.  Id. at 294-295.   The Commission’s recommended rates for the Cards subclass reflect an average increase of 0.4 percent, significantly lower than its recommended 1.8 percent increase for the Letters and Sealed Parcels subclass and its recommended 4.6 percent system-wide increase.  First Recommended Decision, Vol. 1, at 295.  Moreover, this small increase for Cards followed an even smaller increase, 0.2 percent, in Docket No. R97-1.  PRC Op. R97-1, Vol. 1, at iii.  Thus, the cumulative increase for Cards over the last two rate cases has been approximately 0.6 percent, which is a relatively miniscule amount when compared with the increases experienced by the other subclasses over that period.

We have reviewed the Commission’s application of the statutory pricing criteria to the First-Class Mail Cards subclass in the context of the revenue requirement upon which its rate recommendations were based.  First Recommended Decision. Vol. 1, at 294-297.  Below, we provide a detailed explanation of our resolution of these issues in the context of the restored revenue requirement.

We start by noting that even by the Commission’s own reckoning, the 133.0 percent cost coverage it has recommended ties the lowest level ever recommended for the subclass.  First Recommended Decision, Vol. 2, Appendix G at 34.  Moreover, the markup index resulting from the Commission’s recommended cost coverage is lower than any other in the history of the subclass.  Id. at 35.  These figures refute any possible suggestion that the mitigation of recent rate increases for the Cards subclass has been required to maintain historical cost coverage levels.  Instead, it is a subclass that has received virtually no rate increase over the last two cases, and we have seen its cost coverage erode as a result.  When we evaluated our options to obtain the additional revenue we need to achieve breakeven, therefore, we concluded that fundamental fairness would support an increase in the cost coverage of the Card subclass. 

In considering which card rates to modify and to what degree, we were governed by the same principles that guided our modifications in the Letters and Sealed Parcels subclass. The rates for the Cards subclass of First-Class Mail that we will implement upon modification result in a cost coverage, relative to attributable costs, of 136.8 percent. At the modified cost coverage, which is higher than the 133.0 percent recommended by the Commission, but not excessively so, the subclass clearly will cover its costs and make a reasonable contribution to institutional costs, as required by subsection 3622(b)(3).  We consider that rate category increases ranging from approximately 4.5 to 6.4 percent, and an overall cumulative subclass increase of 5.6 percent, are appropriate in order to allocate a fair share of institutional cost burden to the Cards subclass, in light of the system-wide Docket No. R2000-1 average rate increase of 6.3 percent  after our action today.

We have decided to raise the basic single-piece postcard rate to 21 cents, the level proposed by the Postal Service.  Rather than disturb the rate relationships among the various other postcard rate categories (non-automation presort, QBRM and the various bulk automation categories) by making individual adjustments to the different rates to achieve the revenue target for the subclass implied by the modified cost coverage, we have decided to retain the Commission’s recommended rate differentials.  Therefore, we are modifying upward by a cent the rate for each postcard rate category.

As we mentioned earlier, the Commission’s desire to mitigate the institutional cost burden of First-Class Mail as a whole was a significant factor in influencing it to suppress the Cards subclass cost coverage and to recommend retention of the basic card rate at a level that has prevailed since January, 1995.  Even with our modification of the basic Card rate, however, the cost coverage for all First-Class Mail implicit in our new rates (176.5 percent) is still less than that recommended by the Commission (177.1 percent)  Because of the appropriateness of distributing a modest portion of the restored revenue requirement to the Cards subclass, we are unable to insulate the subclass from rate increases of a magnitude approaching (but not reaching) the increases experienced by the other subclasses, on average.  We consider that the postcard rates we establish will still help to ensure the availability of a relatively inexpensive postal category that can be widely used by the general public, businesses, and organizations.  Accordingly, we conclude that the impact of the modified rates will not be adverse to postcard mailers, within the meaning of subsection 3622(b)(4).  Taking into account subsection 3622(b)(5), we are aware of no record basis for concluding that the modified postcard rates will diminish the ability of mail users to send messages at reasonable costs. 

The modified 21-cent basic postcard rate, in conjunction with the 34-cent basic letter rate, preserves the Docket No. R97-1 13-cent card/letter rate differential.  Postcards do not offer the privacy of message content afforded by sealed letters.  Even as modified, the cost coverage for postcards reflects the lower value of service of the postcard medium, in relation to letters.  In accordance with subsection 3622(b)(6), the rates continue to reflect appropriate recognition of worksharing by mailers who present bulk presorted or prebarcoded cards.  The rate schedule remains simple, and identifiable rate relationships are preserved, within the meaning of subsection 3622(b)(7).  In accordance with subsection 3622(b)(1), we consider our modification of the Cards subclass cost coverage and the resulting rates to be fair and equitable. 

Priority Mail 

Priority Mail consists of letters, documents, and packages weighing up to 70 pounds.  For pieces weighing more than 13 ounces, Priority Mail serves, in part, as an extension of First-Class Mail.  Customers also have the option to send lighter-weight pieces by Priority Mail to take advantage of service features including Delivery Confirmation and expedited handling. Priority Mail rates are unzoned for mail pieces weighing up to five pounds and zoned for mail pieces weighing more than five pounds.  In addition, the Postal Service provides a flat-rate envelope mailable at a set rate, regardless of the piece’s actual weight.  

In its Request, the Postal Service proposed Priority Mail rates that resulted in a test-year cost coverage of 180.9 percent over volume variable costs, and a cost coverage of 162.7 percent over incremental costs.  USPS-T-32 at 25; First Recommended Decision, Vol. 1, at 299.  In this instance, the markup over incremental costs is much more comparable to the markup the proposed rates would represent relative to attributable costs, which is the Commission’s preferred costing methodology.
 Based on the record in this case and its own evaluation of the statutory criteria, the Commission recommended Priority Mail rates resulting in a cost coverage of 161.9 percent over attributable costs.  First Recommended Decision, Vol. 2, Appendix G at 1.  The Priority Mail rates we will implement upon modification result in a cost coverage, again relative to attributable costs, of 161.4 percent   Clearly, our modification has no material effect on the Priority Mail cost coverage.  

In terms of percentage rate increases, which is a critical factor in evaluating the impact of rate changes on mailers pursuant to subsection 3622(b)(4), Priority Mail in this docket has already received a rate increase of approximately 16 percent.  This is by far the largest of any of the major subclasses, and it exceeds the systemwide average rate increase implemented in January by a factor of three.  Because of this, we have sought to give Priority Mail (and other subclasses to the extent that they are similarly situated) the smallest possible reasonable share of the overall increased revenue burden implicit in this modification.   Therefore, we are further raising Priority Mail rates, in the aggregate, by slightly under 1 percent. 

Despite the additional rate increases for Priority Mail in general, we have decided not to modify either the one-pound, or the two-pound, unzoned Priority Mail rates.
  The one-pound rate ($3.50) and the two-pound rate ($3.95) recommended by the Commission represent 9.4 percent and 23.4 percent increases over the two-pound rate ($3.20) established in Docket No. R97-1
.  We believe that, particularly for Priority Mail pieces paying the two-pound rate, consideration of the impact of rate changes on mail users, subsection 3622(b)(4), requires us to mitigate any further increases in these rates.  This is consistent with the concerns expressed by the Postal Service, Tr. 7/2828, and its customers, Tr. 25/11538, 11564, over possible detrimental impacts on Priority Mail volume of even the smaller increases (to $3.45 and $3.85, respectively) in these rates, as proposed by the Postal Service in its Request.

Consistent with Commission precedent
 and the rate design underlying the Commission’s Recommended Decision, First Recommended Decision, Vol. 1, at 325, our modified Priority Mail rates reflect an even rate increment between each of the two- to five-pound, unzoned, rates.  However, due to our concerns expressed above about the sufficiency of the Commission’s overall recommendation to provide adequate revenue, we have increased this increment from $1.20 (as recommended by the Commission) to $1.25, which is the level initially proposed by the Postal Service.  USPS-T-34 at 17.

Lastly, we have also increased the over-five-pound Priority Mail rates from the levels recommended by the Commission.  In its Recommended Decision, the Commission “imposed an absolute rate increase constraint of 25 percent on all Priority Mail rates,” while stating that, in order “to produce a more cost-based schedule,” it did not impose a corresponding minimum rate change on Priority Mail rates.  First Recommended Decision, Vol. 1, at 326.  While subsection 3622(b)(3) requires that Postal Service rates reflect the costs of providing postal services, we do not believe that the Commission’s rate design necessarily accomplishes that goal for heavy-weight (over five pound) Priority Mail pieces.

Consistent with established rate design methodology, the Commission employed a “target markup” in designing Priority Mail rates.
  However, a review of the Commission’s workpapers shows that the Commission used a target markup of 131.5 percent, significantly below the overall recommended cost coverage for the Priority Mail subclass of 161.9 percent.
  This very low target markup is applied to incremental weight-related costs allocated to the rate cells as the weight of Priority Mail pieces increases.  The resulting implied cost coverages for some heavy weight rate cells are significantly below the average cost coverage for the subclass as a whole.  There is no justification within the Commission’s Recommended Decision, and no record evidence, supporting the disparate treatment of weight-related and non-weight-related costs.  The Commission’s Recommended Decision implies that significant rate reductions – in some circumstances, almost 20 percent decreases relative to the rates resulting from the last rate case, Docket No. R97-1 -- are “cost-based.”  We find this implication troubling.

In determining appropriate levels for the heavy-weight Priority Mail rates under the particular circumstances of this modification, we gave substantial weight to fairness and equity, and impact on users of the mail (subsections 3622(b)(1) and (b)(4), respectively).  We believe the resulting rates are justified under the Act.  Other rate cells within the same subclass bear rate increases of over 20 percent, and the overall recommended rate increase for the Priority Mail subclass was 16 percent.  In the context of a modification process in which we are striving to raise revenue, it simply would not make sense to leave intact rate decreases of almost 20 percent for certain cells.  We also recognize, however, that the unique circumstances surrounding the impact of Priority Mail cost changes – cost changes that may not persist -- have required us to focus on the relative rate structure of the Priority Mail subclass.  USPS-T-34 at 12-15; Tr. 7/2781-2.  Our reading of the Commission’s Recommended Decision leads us to believe that the Commission shares these concerns.  See, for example, First Recommended Decision, Vol. 1, at 325.  Under these circumstances, in order to reflect all such considerations, each heavy-weight Priority Mail rate cell is constrained to increase no less than 5 percent over Docket No. R97-1 levels.

Express Mail

Express Mail is a premium service offering guaranteed next-day and second-day delivery nationwide. If guaranteed performance standards are not met, postage will be refunded. There are four service options: Next Day and Second Day Post Office to Addressee Service, Next Day and Second Day Post Office to Post Office Service, Custom Designed Service, and Same Day Airport Service. Same Day Airport Service is currently suspended for security reasons. 

Any mailable matter weighing up to 70 pounds, but not exceeding 108 inches in length and girth, may be sent as Express Mail. In February 1992, the Postal Service initiated Computerized Tracking and Tracing, which provides customers information on the acceptance, arrival at the destination post office, and delivery of Express Mail.  Express Mail rates are unzoned and rounded to the nearest nickel. A letter rate for items weighing up to eight ounces is available. For Post Office to Addressee or Post Office to Post Office Services, an envelope rate for pieces that fit into the standardized flat-rate envelope supplied by the Postal Service is offered at the two-pound rate. 

In its initial Recommended Decision, the Commission recommended a 3.6 percent rate increase in Express Mail rates over those established in Docket No. R97-1.  Although this increase was slightly lower than average, the implicit cost coverage over attributable costs was 151.3 percent.  This cost coverage represented a substantial increase over the Docket No. R97-1 cost coverage, which was set at only 114 percent.  In explaining its cost coverage conclusions in this case, the Commission concurred with the assessment of the statutory pricing criteria presented by Postal Service witness Mayes.  First Recommended Decision, Vol. 1, at 220.

In this modification, we have increased the Express Mail rates over those initially recommended by the Commission by 1.5 percent, which closely approximates the systemwide average modification increase of 1.6 percent.  The higher rates we are establishing, viewed in the context of the higher costs that result from our revenue requirement adjustments, yield a cost coverage of 151.3 percent.  This figure is virtually identical to the cost coverage recommended by the Commission, as quoted above, and we believe it to be appropriate for the reasons identified by the Commission and by witness Mayes.

For purposes of simplicity, each rate cell was raised by 1.5 percent, and the results were then rounded to the nearest nickel.  The results of this process are Express Mail rate schedules which closely resemble those recommended by the Commission, but which also generate their fair share of the needed additional revenue.  Given the minimal difference between these Express Mail rates and those recommend by the Commission, we find that they meet all of the relevant statutory criteria under the circumstances of this modification.

Standard Mail

Standard Mail primarily consists of advertising mail.  Regular and Enhanced Carrier Route (ECR) are commercial subclasses, while Nonprofit and Nonprofit Enhanced Carrier Route (NECR) are nonprofit subclasses whose rates are set according to the formula set forth in 39 U.S.C. § 3626, as amended by Pub. L. No. 106-384, 114 Stat. 1460 (2000).  The ECR and NECR subclasses consist primarily of geographically targeted advertisements, although these subclasses include mailings with as few as ten pieces per carrier route in the basic tier.  The advertisements are generally for widely used products or services.  Regular and Nonprofit subclasses cater to advertising that is targeted to recipients based on factors other than, or in addition to, geographic location.   

The Regular and Nonprofit subclasses are separated into presort and automation rate categories.  Within the presort categories, separate rates exist for letters and nonletters.  Letter rates, for pieces up to the maximum weight of 3.3 ounces, and rates for nonletters below the breakpoint weight of 3.3 ounces, are per-piece.  Nonletters in excess of the breakpoint weight are subject to combined per-pound and per-piece rate elements.  Within the automation categories of the Regular and Nonprofit subclasses, letters and flats are subject to separate piece rates.  In both Regular and Nonprofit subclasses, discounts are available for more finely presorted mail.   Discounts are available for letters and nonletters presorted to 3/5-digit destinations for presort categories.  Automation letter categories offer separate 3-digit and 5-digit rate levels, while a combined 3/5-digit rate level is available for more finely presorted automation flats.

ECR and NECR are split into letter and nonletter rates.  Nonletter rates below the breakpoint weight are per-piece, while nonletters above the breakpoint weight are subject to combined piece/pound rates.  For both letters and nonletters, pieces are organized into three density tiers: basic, high-density, and saturation.  In addition, both ECR and NECR offer a discount for automation carrier route letters.

Residual shapes, such as parcels, in all Standard Mail subclasses are subject to a surcharge.  In addition, destination entry discounts are available for bulk Standard Mail entered at designated locations proximate to the addresses of delivery.       

The rate design for Standard Mail employs a device known as a "presort tree", which determines rates for shape (e.g., letters and nonletters) and presort tier (e.g., basic or 3/5-digit tier) based on the selection of passthrough percentages for calculated cost differences between shapes or presort categories.  For instance, in the ECR subclass, the presort tree begins with a rate for basic nonletters.  Applying a percentage passthrough to the difference in calculated cost between basic tier nonletters and basic tier letters determines the rate for basic tier letters.  The rates for high-density and saturation letters are also based on passthrough percentages applied to calculated cost differences, while high-density and saturation nonletter rates are determined by shape passthroughs at each tier.  Thus, the selection of the letter presort passthroughs and the shape passthroughs at the high-density and saturation tiers determines the rates for high-density and saturation nonletters.  In the Regular subclass, the presort tree begins with basic nonletters.  The letter presort passthrough (i.e., the passthrough applied to the cost difference between basic and 3/5-digit tier letters) and the letter-flat passthrough at the 3/5 digit tier determine the 3/5-digit tier presort passthrough for nonletters.  Automation discounts are based on passthroughs applied to cost differentials between presort and automation categories for each rate category, i.e., basic letters, basic nonletters, 3/5-digit letters, and 3/5-digit nonletters.  
Rate Design

Our modification results in fairly modest increases in the rates for Standard Mail subclasses over the Commission's recommended rates.  At the outset, we emphasize that our modification of Standard Mail rates is intended to enable us to satisfy revenue objectives, and thus is confined to modest increases in Standard Mail categories.  Our modification preserves the Commission's recommended rate design structure and methodology, with one minor exception.  Consistent with the requirements of Pub. L. No. 106-384, 114 Stat. 1460 (2000), our rate design for nonprofit categories uses before-rates volumes, rather than after-rates volumes.  Other than this exception, we employ the exact same percentage passthroughs, and underlying avoided cost differentials, in the presort tree.  Under our modification decision, we increase the rates for all categories in the Regular subclass, and its Nonprofit counterpart, by 3/10ths of a penny.  We increase all categories in the ECR subclass, and its NECR counterpart, by 2/10ths of a penny.
 These measures promote simplicity, and preserve existing rate relationships between categories within the respective subclasses. 
The rate design we employ also adopts the classifications recommended by the Commission, with one exception.  In particular, our decision today preserves our rejection of the Commission's recommended classification changes pertaining to the maximum weight of Standard Mail letters and breakpoint weights.  This result is addressed in our Decision issued on December 5, 2000.  Since the classification changes at issue in that decision were assumed to be revenue neutral, they should have no impact on our modification decision. 

The aggregate percentage increases for Standard Mail subclasses are above those recommended by the Commission, and slightly greater than those proposed by the Postal Service.  For the Regular subclass, the Commission recommended a rate increase of 8.8 percent.  For ECR, the Commission recommended a rate increase of 4.5 percent.  We have modified the Standard Mail rates upward, increasing Regular and ECR by 1.4 percent and 1.3 percent, respectively, over the Commission's recommended rates.  This results in a combined increase of 10.3 percent and 5.8 percent for Regular and ECR, respectively.  Nonprofit and NECR are modified to rise by 2.5 and 2.0 percent, respectively, over the Commission's recommended rates, although these increases are driven in part by the use of before-rates volumes, as the new legislation requires.  The rate changes are summarized in the table below.

SUMMARY OF RATE CHANGES FOR STANDARD MAIL SUBCLASSES

Subclass
PRC recommended
Governors' Modification
Combined Increase

Regular
8.8%
1.4%
10.3%

ECR
4.5%
1.3%
5.8%

Nonprofit
4.8%
2.5%
7.4%

NECR
18.3%
2.0%
20.6%

Statutory Criteria

We find that the modified rate increases are modest, and comply with the statutory criteria in 39 U.S.C. § 3622.  In particular, the modified rates satisfy the subsection (b)(3) criterion that rates cover attributable costs and provide reasonable contribution to institutional costs.  The resulting cost coverages for all subclasses are all well over the statutory price floor, and all subclasses continue to make handsome contribution to institutional costs.  Our modification also promotes fairness and equity, in that all categories within each subclass in Standard Mail receive a modest, uniform per-piece increase.  We recognize that the uniformity of the increase results in higher percentage changes for lower-priced categories, since the increase is on a lower base; however, the range of these percentage changes is narrow.  A simple per-piece change is easy to understand and administer, and in this instance it outweighs the alternative of attempting to achieve uniformity of percentage increases within categories.

The modified rates also satisfy the subsection (b)(2) criterion, as the changes do not result in substantial changes to the cost coverages embodied in the Commission’s Recommended Decision. In addition, the subsection (b)(4) criterion, which requires evaluation of the effect on users, competition, and the general public, is satisfied because the overall incremental increases for the commercial Standard Mail subclasses are less than or equal to 1.4 percent, so commercial users should not experience rate shock over the Commission's recommended rates.  The resulting percentage changes for the nonprofit subclasses are higher than those for the commercial subclasses; however, they are driven by the formula used to set the rates for these preferred subclasses.  The percentage changes are higher because the Commission’s recommended rates were too low.
  In addition, with respect to the competition element of subsection (b)(4) and the availability of alternatives required to be evaluated by subsection (b)(5), no decreases are proposed for categories likely to have more alternatives, or a greater variety of alternatives, thereby precluding claims that the modified rates will steer volumes away from alternative providers of advertising media.  Our rate adjustments are therefore in accord with these criteria.  The subsection (b)(6) criterion, which requires evaluation of the degree of preparation, is also met by preserving the Commission's passthroughs and avoided cost differentials.  This measure ensures that the modified rates will still offer mailers meaningful incentives to engage in worksharing, thereby reducing costs to the Postal Service.  The subsection (b)(7) criterion, which requires evaluation of the simplicity of structure and identifiable relationships, is also easily satisfied here, given the uniformity of the increase across all Standard Mail categories, and the preservation of the existing Standard Mail rate structure. Since all of the major rate subclasses are incurring rate increases of magnitudes that do not vary significantly, the resulting relative cost coverages are not changed significantly, and therefore continue to satisfy the subsection (b)(8) criterion.

Recent Amendments to 39 U.S.C. § 3626

During the pendency of the Postal Service's Request, Congress enacted legislation to amend 39 U.S.C. § 3626, which establishes reduced rates for nonprofit subclasses.  The new legislation provides that the rates for nonprofit subclasses should be equal, as nearly as practicable, to 60 percent of the estimated average revenue per piece to be received from the most closely corresponding commercial counterpart.  The new legislation further provides that in calculating the estimated average revenue per piece, the before-rates volumes and mix should be used.  The Commission, however, initially derived the rates for nonprofit Standard Mail subclasses by using the after-rates volumes, rather than before-rates volumes, for both commercial and nonprofit counterparts.  Our modification calculates Standard Mail nonprofit rates in light of an average revenue per piece differential based on the before-rates volumes and mix, which we understand to be the intent of the legislation.  On page 49 of its second opinion, issued on February 9, 2001, the Commission also accepted this interpretation of the new statutory language.  Our modification therefore promotes consistency with the statutory requirements.  As discussed above, had the Commission used the before-rates volume as prescribed, the incremental percentage increases in this modification would not be as large.  

Other Commission Recommendations

Our modification does not affect the Commission's other recommendations for Standard Mail.  Specifically, these are the Enhanced Carrier Route pound rate, the residual shape surcharge, the parcel barcode discount, and destination-entry discounts.

4. ECR Pound Rate. 

The Commission recommended a 2.5-cent reduction in the ECR pound rate, from 66.3 to 63.8 cents.  The Commission cited a number of factors favoring the reduction in the ECR pound rate element, including (i) the illogic under the current rate, where the rate nearly doubles with weight; (ii) the fact that reclassification has reduced the need for the pound rate to act as a proxy for revenue for the changing shape mix as weight increases, and (iii) the demonstration that the pound rate recovers too much as a consequence of shape, because the letter/flat differential reflects differences due to shape.  The Commission further stated that, while the Postal Service’s cost information was not dispositive, it addressed some of the Commission’s prior concerns, and it was sufficient to give the Commission enough confidence to recommend a pound rate reduction at the recommended level.  First Recommended Decision, Vol. 1, at 377.  The Commission also stated that the recommended reduction will not “unduly interfere with competition,” and agreed with the Postal Service's testimony that the reduction will “foster competition.”  First Recommended Decision, Vol. 1, at 366, 389.  We do not modify this rate element.  Given the small volume of heavy Standard Mail, modification would provide little in the way of additional revenue.  Moreover, the 2.5 cent reduction implemented in January is much smaller than that initially proposed by the Postal Service, and we firmly believe that, notwithstanding our modification, the record would have supported the 12 percent reduction proposed by the Postal Service.  

Furthermore, we note that, simply because the pound rate element remains unchanged, ECR pieces subject to the pound rate calculation will still experience a rate increase.   This is because the pound rate is merely an element in the calculation of the price of pound rated pieces.  The other element, the per-piece rate, is proposed to increase by 2/10th of a cent, which is fairly sizable in relation to the piece rates recommended by the Commission. 

5. Residual Shape Surcharge.

The Commission recommended the Postal Service’s proposed 18-cent residual shape surcharge for Regular and Nonprofit, and the 15-cent residual shape surcharge for ECR and NECR.  The Commission acknowledged that the increase in this rate element was substantial, but found that this concern was essentially outweighed by fairness and equity, as well as the need to recognize costs-based differences in rates.  We do not modify the residual shape surcharges in our modification, but we recognize that future proceedings may provide further opportunities to address the cost situation for residual shapes. 
6. Parcel Barcode Discount. 

The Commission recommended the proposed 3-cent parcel barcode discount, as well as the corresponding classification language.  The Commission adopted the underlying cost study, as well as the Postal Service’s analysis that the proposal satisfied the classification criteria of the Act.  This proposal represents a logical extension of existing automation discounts for Package Services parcels to Standard Mail.  We see no reason to modify this classification and rate.  
7. Destination Entry.

The Commission recommended discounts based on slightly higher passthroughs.  Specifically, the Commission recommended a passthrough of 84 percent for BMC entry, 84 percent for SCF entry, and 82 percent for SCF entry.  The Commission's passthroughs result in discounts of 1.9, 2.4 and 2.9 cents for BMC, SCF, and DDU entry.  The Commission states, however, that its slightly increased passthroughs are based on updated costs and its costing methodology.  These discounts, while not fully reflecting the Postal Service's reasons for moderating them, are reasonable.  We therefore do not modify these discounts.  

Package Services Mail

Package Services mail consists of mailable matter that is neither mailed nor required to be mailed as First-Class Mail, nor entered as Periodicals.  It is generally a parcel class that consists of four subclasses: Parcel Post (including Parcel Select), Bound Printed Matter, Media Mail and Library Mail.  These subclasses are briefly described as follows:

· Parcel Post—This is Package Services mail that is not mailed as Bound Printed Matter, Media Mail or Library Mail.  Any Package Services mail may be mailed at Parcel Post rates. Parcel Post generally consists of merchandise.

· Bound Printed Matter—This consists of advertising, promotional, directory or editorial matter that is permanently bound and weighs not more than 15 pounds.

· Media Mail—This subclass consists generally of books, sound and video recordings, certain films, printed music, prerecorded computer-readable media and certain educational materials.

· Library Mail—This subclass consists generally of books, sound recordings, certain films, museum materials and specimens, and certain educational materials.  Library Mail may only be used for materials sent to or from schools, libraries, and certain nonprofit organizations, or by publishers fulfilling orders for materials by such institutions.

We have generally adopted the rate design elements recommended by the Commission for Package Services subclasses, but have increased the rate levels in all four subclasses to obtain the Postal Service’s revenue requirement.

Parcel Post.

The basic rates for Parcel Post consist of a per-piece and a zoned per-pound charge.  The per-piece charge is designed generally to recover the costs of handling and processing a piece of mail.  The per-pound charge is designed generally to recover the cost of transporting the mail and varies according to the zone to which the mail will travel.  The per-pound charge also includes an element intended to reflect the effect of weight on non-transportation costs.

In addition to these basic rate elements, Parcel Post rates contain several worksharing discounts and surcharges.  Mailers who properly prepare, transport and enter their mail at the destination Bulk Mail Center (BMC), destination Sectional Center Facility, or destination delivery unit are eligible for discounts that reflect the mail processing and transportation costs avoided by these entry practices.  Discounts are also available for barcoding machinable parcels, for presorting mail to the BMC, and for transporting this BMC-presorted mail to the origin BMC.  Parcel Post rates include surcharges for mailing oversize parcels, for mailing high cubic volume/low weight parcels (“balloon parcels”), and for mailing pieces that cannot be processed on Postal Service sorting equipment.

In our modification we adopted the Commission’s rate design as contained in its workpapers, but raised the contingency and markup to achieve the revenue necessary to cover Parcel Post’s share of the Postal Service’s test year revenue requirement.
 The impact of our modification was to raise Parcel Post’s average rate by approximately 1.6 percent.  This matches the overall increase in rates of approximately 1.6 percent.  Combining the January rate increase with the current rate increase, moreover, Parcel Post mailers are still receiving an aggregate percentage rate increase somewhat below the system average. 

The resulting Parcel Post cost coverage is approximately 115 percent, and is virtually the same cost coverage as that proposed by Postal Service witness Mayes and that recommended by the Commission.  We believe that the evaluations of the pricing factors presented by witness Mayes and the Commission (e.g., First Recommended Decision, Vol. 1, at 468-473) continue to support that level of cost coverage as reflective of an appropriate balancing of the statutory factors.

By using the Commission’s workpapers to produce our modified rates, we have preserved the Commission’s overall rate design and the relative size of discounts and surcharges it recommended in its decision in Docket No. R2000-1.  We agree with the Commission (First Recommended Decision, Vol. 1, at 474-91) that this rate design is fair and equitable, and that it otherwise complies with the factors of section 3622(b) of the Act.  The effects of our modification do not alter these conclusions.

Media Mail and Library Mail.

Media Mail and Library Mail share identical rate structures.  Recent legislation requires Media Mail’s and Library Mail’s rates to be jointly determined.  The basic rate design for Media Mail and Library Mail consists of a per-piece and a per-pound charge.  The Act requires that Media Mail and Library Mail rates not vary with the distance transported, hence the rates are unzoned.

The rate structure consists of a rate for the first pound, a lower rate for the second through seventh pounds, and a lower rate for all subsequent pounds. The first pound rate is the highest, since it is designed generally to recover the costs of handling and processing a piece of mail.  The charges for subsequent pounds are designed generally to reflect the impact of weight on costs.  In addition, the Media Mail/Library Mail rate design offers two presort discounts for mailers who enter their mail properly presorted to BMCs or to 5-digit Zip Codes.  A discount is also available for barcoding machinable parcels mailed at the single piece rate or presorted to BMCs.

We modified the Media Mail and Library Mail rates to achieve more revenue.  We used the Commission’s rate design model contained in its workpapers, after first correcting several errors.  We then raised the contingency to 2.5 percent, and adjusted the markup to achieve the revenue necessary to cover Media Mail’s and Library Mail’s share of the test year revenue requirement.
  Our modification raised Media Mail’s average rate by approximately 1.8 percent and Library Mail’s rate by 1.7 percent.
  These increases are quite close to the overall increase in rates across all classes of mail of 1.6 percent.  With respect to contribution to institutional costs, there are no material differences between the cost coverages for these subclasses implicit in our rates, and the cost coverages adopted by the Commission (First Recommended Decision, Vol. 1, at 517-521) and shown in Appendix G to the Recommended Decision.

We have preserved the overall rate design and the relative size of discounts the Commission recommended for Media Mail and Library Mail in their decision in Docket No. R2000-1.  We agree with the Commission that this rate design is fair and equitable, and that it is otherwise consistent with the factors of section 3622(b) of the Postal Reorganization Act.  Because we are modifying the Commission’s recommended rates to achieve adequate revenue without changing the underlying rate design, we endorse the Commission’s explanations of why that rate structure is appropriate.

Bound Printed Matter.

Basic Bound Printed Matter rates consist of a per-piece and a zoned per-pound charge.  The per-piece charge is designed generally to recover the costs of handling and processing a piece of mail.  The per-pound charge is designed generally to recover the cost of transporting the mail and varies according to the zone to which the mail will travel.  The per-pound charge also includes an element intended to reflect the effect of weight on non-transportation costs.

Bound Printed Matter rates have several worksharing discounts.  Mailers who properly prepare, transport and enter their mail at the destination Bulk Mail Center, destination Sectional Center Facility, or destination delivery unit are eligible for discounts that reflect the mail processing and transportation costs saved.  Discounts are also available for barcoding machinable parcels and for presorting mail.  Single Piece Bound Printed Matter rates, like those for Parcel Post, Media Mail and Library Mail, are defined by rate cells.  For mail weighing from one pound to five pounds, the rate changes every half-pound.  For mail weighing over five pounds, the rates increase in one pound increments.  Presorted Bound Printed Matter rates are based on the actual weight of the mail pieces and do not use rate cells.

In reviewing the workpapers supporting the Commission’s November 13, 2000 Opinion and Recommended Decision, several errors were discovered that had caused the Commission to overstate the revenue that would be produced by its recommended Bound Printed Matter rates.  We asked the Commission to reconsider its Bound Printed Matter rates in our  December 4th Decision on the Commission’s first Recommended Decision.  In its Second Recommended Decision, the Commission recommended a new set of rates for Bound Printed Matter and published a new set of workpapers that corrected the principal error leading to the overstatement of revenue.

For our modification, we have adopted the Commission’s rate design as contained in its corrected workpapers, but raised the contingency and markup to cover Bound Printed Matter’s share of the Postal Service’s test year revenue requirement.
  Our modification raises Bound Printed Matter’s average rate by approximately 0.8 percent above the rates recommended by the Commission in its Second Recommended Decision (and also included in their Third Recommended Decision).  While this is somewhat lower than the average rate increase within this modification of 1.6 percent, we note that the Bound Printed Matter rate increase implicit in the more recent rates recommended by the Commission (to which this increase conceptually would be added) is already 17.4 percent.  Relative to the rates which mailers are currently paying, artificially reduced by the error in the initial Commission recommendations, the new rates will represent an increase of approximately 9 percent.  As noted above, however, the amount of the increase that is due to the modification is less than 1 percent.

In terms of cost coverage, our new rates for Bound Printed Matter will yield a cost coverage over attributable costs of approximately 113 percent.  By comparison, the Commission’s recommendation was a cost coverage of approximately 114 percent.  Our modification does not disturb the applicability of the reasoning offered by the Commission (First Recommended Decision, Vol. 1, at 501-05) to support this approximate level of cost coverage.

By using the Commission’s corrected workpapers to produce our modified rates, we have preserved the Commission’s overall rate design and the relative size of discounts recommended in the Commission’s Second Recommended Decision.  We agree with the Commission’s Opinions in this docket that this rate design is fair and equitable, and that it otherwise complies with the applicable factors of the Act.  Modifying the Commission’s recommended rates to achieve adequate revenue without changing its underlying rate design allows us to rely on the same conclusions as those advanced by the Commission (First Recommended Decision, Vol. 1, at 505-11) to justify its treatment of Bound Printed Matter rate design issues.

Periodicals

At the outset of this proceeding, Periodicals consisted of four separate subclasses:  Regular, Nonprofit, Classroom, and Within County.  The Nonprofit, Classroom, and Within County subclasses received preferred treatment in the form of reduced rates under the Act.
  The Postal Service, anticipating the passage of new legislation, proposed merging Regular, Nonprofit, and Classroom into a single “Outside County” category for ratemaking purposes, with one rate schedule.  Under this proposal, Nonprofit and Classroom become eligible for legislatively-mandated discounted rates.  Within County maintains its current status.  The legislation, Public Law 106-384, was enacted prior to issuance of the Commission’s initial recommended decision and the Commission thus accepted the merger proposal, finding it “consistent with the newly-enacted legislation.”  First Recommended Decision, Vol. 1, at 433.   

The rate structures for the subclasses are based on per-piece and per-pound charges.  Worksharing discounts from the piece charges are available for presorting, prebarcoding, and dropshipping.  The pound charges for the Outside County subclass reflect advertising and editorial content.  The advertising pound charge varies with zone and entry point; the editorial pound charge does not.  The pound charges for the Within County subclass make no distinction between advertising and editorial content, and are unzoned. 

Cost Reductions and Costing Methodologies

An intensive joint effort was undertaken by the Periodicals mailers and the Postal Service after the initial filing of Docket No. R2000-1 to identify ways to mitigate the proposed Periodicals rate increase.  It is our understanding that the goal of this effort was to attempt to keep the average Periodicals rate increase at the single-digit level.  See Tr. 43/18775-77.  The result of this effort was a variety of test year cost reductions and costing methodology changes in addition to those already contained in the Postal Service’s original filing.  In other words, an entire “package” of proposals from the initial Postal Service filing and the later proposed changes were designed in an attempt to achieve the single-digit goal.  This package also was presented in the context of the Postal Service’s proposals prior to the update required by Order No. 1294.  An integral part of the package was the lower mail processing volume variabilities proposed by the Postal Service.  The Commission, however, did not adopt the entire package.  Most notably, it rejected the Postal Service’s mail processing variability proposals, instead adopting an assumption that mail processing labor costs vary 100 percent with volume, the effect of which was to raise the Periodicals cost base.  The Commission also relied upon updated costs, the effect of which again was to increase Periodicals costs.  

Once the Commission determined to reject the Postal Service’s mail processing volume variability proposal and to rely on updated costs, the only path remaining for the Commission to minimize the Periodicals rate increase was to improperly cut the revenue requirement.  It must be noted that had the Commission properly applied the Field Reserve and the full 2.5 percent contingency to the higher Periodicals costs (resulting from its higher mail processing variabilities and its updated cost estimates), a single-digit increase would not have been feasible.  

We now find ourselves locked in by the Commission’s actions.  In our earlier decision allowing under protest the initial rates recommended by the Commission, we expressed our serious reservations concerning the Commission’s adherence, in the face of all credible evidence, to the assumption that mail processing labor costs vary 100 percent with volume.  Nonetheless, we concluded that the Commission determination in this regard was one which was unlikely to change upon reconsideration.  We thus did not return the mail processing variability issue for reconsideration, voicing our hope that this issue might be resolved in the future.  Our allocation of higher Supervisor costs, the Field Reserve and the full contingency to the Commission’s updated costs and higher mail processing variabilities thus has forced an overall increase to Periodicals rates above the single-digit level and of greater magnitude than we would like.  We still attempted to mitigate the increase, to the extent possible, by reflecting those cost reductions and costing methodology changes accepted by the Commission in the costs upon which our Periodicals rates are based, even in those instances where the Postal Service’s positions differed from those of the Commission.

The cost base for Periodicals thus includes mail preparation cost reductions for (1) preparation of presorted carrier route Periodicals in line-of-travel sequence, (2) preparation of mail in accordance with the L-001 requirement, (3) elimination of skin sacks for carrier route mailings, (4) combined automation and presort mailings, and (5) reduction in bundle breakage.  As noted above, we have accepted the Commission’s quantification of those cost reductions, even where the Commission’s position differed from the Postal Service’s.  For example, the Commission’s cost reduction for bundle breakage assumes a 50 percent reduction in bundle breakage by the test year, whereas the Postal Service had estimated a 25 percent reduction.  Our cost base for Periodicals also reflects test year cost reductions in mail processing operations for (1) a work methods change embodied in a Memorandum of Understanding with the National Association of Letter Carriers, (2) increased manual productivity, (3) improved AFSM 100 performance and (4) FSM 1000 equipment enhancements (addition of optical character readers and automatic feeders).  It should be noted that we have implemented the “breakthrough productivity” cost reductions for Periodicals contained in the Commission’s cost model, as adjusted for the field reserve.
We also have adopted those costing methodology changes that were recommended by the Commission and designed to mitigate the Periodicals cost increase.  They include (1) a different distribution of mail processing mixed mail costs, (2) a rural carrier mail shape adjustment based on annual volume data, (3) a zero variability for loop/dismount costs on city park-and-loop routes, (4) a new distribution key for Roadrailer transportation costs and (5) a revised distribution key for empty rail equipment costs.  Again, we emphasize that we have adopted the Commission’s recommendations, even where, as with the mail processing cost distributions, the Postal Service disagreed with the Commission’s treatment.

We recognize, as did the Commission, an additional $10 million in Periodicals revenue based on “ride-along” attachments and enclosures, and what the Commission has termed a final adjustment for hybrid test year worksharing.  As would be expected, the amount of our final adjustment differs somewhat from the amount recommended by the Commission because our test year after rates reflects changed volumes.  
Share of Costs

Our Periodicals rates reflect Periodicals’ appropriate share of higher Supervisor costs, the field reserve, and the same additional contingency percentage as the other classes and subclasses of mail.  The rates we are adopting for Periodicals result in an average increase of 2.6 percent for Outside County Periodicals and 1.6 percent for Within County Periodicals.  These rates, as explained above, incorporate the cost savings and costing methodology changes designed to mitigate the Periodicals rate increase, which were accepted by the Commission.  Nonetheless, our rates for Periodicals have increased over those we allowed into effect under protest, because they reflect, as do our rates and fees for all subclasses and special services, the restoration of the field reserve and the full contingency initially requested by the Postal Service, as well as higher Supervisor costs.
 Addition of these elements to the Periodicals cost base necessitates a rate increase simply to cover costs and provide a minimal cost coverage.

The restoration of the $200 million field reserve is discussed in detail in the section of our decision dealing with the revenue requirement, above.  With respect to Periodicals’ costs, however, we wish to note that the appropriate share of the field reserve is allocated to Periodicals under the methodology referenced in the section on our cost model and explained more fully in the Initial Brief of the United States Postal Service, at I-19-20.  There was never any intent to excuse Periodicals or any other subclass or service from bearing the relevant share of the field reserve, had it been properly applied in the first instance.

Also, Periodicals receive the same additional one percent contingency as do all of the other classes and subclasses of mail and special services.  Although various proposals have been made to give Periodicals a special exemption from either all or part of the contingency, we find that these suggestions lack merit.  As the Postal Service stated in its Reply Brief, the purpose of the contingency “is to protect the entire postal system and all mailers against unexpected and unplanned for adverse events.”  Reply Brief of the United States Postal Service, at II-38 (emphasis in original).  We agree that there is simply no basis, within this framework, to treat classes and subclasses differently.  The Commission in its initial recommended decision also agreed, stating that it rejected “the suggestion that the contingency should be applied selectively among subclasses.”  First Recommended Decision, Vol. 1, at 426.   We find selective application of the contingency would be inconsistent with the spirit of section 3621 of the Act, which provides that the total estimated costs of the Postal Service “shall include . . . a reasonable provision for contingencies” while also authorizing us to “establish reasonable and equitable rates of postage and fees for postal services.”  39 U.S.C. § 3621 (emphasis added).  The Postal Service also has pointed out other, more appropriate and more practical ways of affording rate relief, such as use of markups and identification of cost savings opportunities – both of which we have applied in deriving our Periodicals rates.  Reply Brief of the United States Postal Service, at II-39.  In addition, we agree with the Postal Service’s assessment that there are formidable difficulties inherent in trying to implement a scheme of selective application of the contingency.  Id.  In sum, we can find no basis for exempting Periodicals mailers from application of the additional contingency percentage that we have concluded is required in order for the Postal Service to break even, as required by the Act.  

Cost Coverage

We have set the lowest possible cost coverage for Periodicals in order to mitigate the effects of our rates.  Due to application of both the field reserve and the additional contingency amount to Periodicals, as well as increased Supervisor costs, an average rate increase over current rates of 2.6 percent has resulted for Outside County Periodicals and a 1.6 percent average rate increase over current rates has resulted for Within County Periodicals.   This increase for Outside County Periodicals is higher than the average increase resulting from this modification, and, as indicated earlier, the aggregate increase (i.e., that implemented in January, plus the instant increase) is not the single-digit increase which Postal Service witness Taufique testified that he believed was possible and would be supported by the Postal Service, given a package of costing proposals and adjustments.  Tr. 43/18775-77.  We note, however, that we have set a cost coverage for Outside County Periodicals of only 100.7 percent, prior to application of the 5 percent preferred rate discounts, in order to keep Periodicals rates as low as possible.  Consistent with the statutory requirement, the Within County cost coverage of 100.4 percent remains at approximately one-half that of the Outside County subclass.

We believe that these low cost coverages are fully warranted under the criteria of the Act.  As in the Commission’s earlier recommendation, the cost coverage is constrained to moderate the impact of rate increases on Periodicals mailers (criterion 4).  The coverage is high enough to ensure consistency with the requirement that rates cover attributable costs (criterion 3).  Even with a low cost coverage, Outside County Periodicals mailers are facing a relatively higher increase than other mail classes, both when combined with the earlier increase we accepted under protest, and also when considering just this rate modification.  Additionally, the Postal Service agrees with the Commission’s reasons when it recommended a similarly low cost coverage.  First Recommended Decision, Vol. 1, at 445.

We have attempted, as much as practicable, to follow the Commission’s rate design for purposes of developing the modified rates, while trying to avoid undue impact on any particular group of Periodicals mailers.  As we noted above, the overall additional increase for Outside County Periodicals resulting from modification is somewhat higher than that for other classes of mail.  Simply increasing each rate cell by a flat amount would burden some rate cells with relatively large increases.  We also are mindful that Periodicals mailers cooperated with each other, as well as the Postal Service, in trying to mitigate rate increases in this proceeding.  With this in mind, we have designed Periodicals rates with equal percentage increases in all rate cells, compared to the rates we accepted under protest.
  To achieve this result, we have increased worksharing discounts by the same percentage.  We consider the resulting cost savings passthroughs for workshared mail to be appropriate and justified, and note that they are not much different from those recommended by the Commission.

As a final note, we stress that the overall cost coverage for Outside County Periodicals, after the 5 percent discount is recognized for the preferred categories, is only 100.3 percent.  Thus, we were constrained from mitigating the rate increases any further.

Special Services

The Commission recommended the Postal Service's proposed special service fees in every instance, except for the following special services:  address changes for election boards, bulk parcel return service, business reply mail, certified mail, Delivery Confirmation, insurance, and money orders.  For the remaining services, we believe that fee adjustments to recover an approximate additional one percent in costs are neither necessary nor desirable.  Fee changes for many of these services would impose administrative challenges throughout the nation.  Changes in the semiannual or annual fees for post office box fees and permit fees would involve timing issues that raise additional administrative concerns, and delay any revenue gains.  Finally, special service fee rounding constraints, which are often at least in 5-cent increments, mean that in many cases a small increase in costs would not increase fees at all.

We also do not modify the fees for most of the special services for which our proposed fees were not implemented.  We do not adjust the fee for address changes for election boards, because we agree with the Commission that the fee should remain as low as possible, and we do not find the small revenue gain enough to justify any new hardship on election boards.  For several services, the Commission’s fees differed from the Postal Service’s proposals in large part because of costing adjustments, either presented by the Postal Service (for Delivery Confirmation and insurance), or developed by the Commission based on intervenor testimony (for bulk parcel return service and business reply mail).  In these circumstances, we do not choose to change these fees.

We modify the fees for the two remaining special services.  The certified mail fee is increased to $2.10, as proposed by witness Mayo.  USPS-T-39 at 40.  We agree with the reasoning of the Commission in its February 9th Further Recommended Decision justifying this same increase.  Second Recommended Decision, at 52-54.  In particular, we believe the resulting cost coverage of 129.7 percent is appropriate, if not low, for certified mail, and consistent with the statutory ratemaking criteria.

We believe that the domestic money order fee should be increased to 90 cents, as proposed by the Postal Service.  We disagree with the Commission’s reduction of this fee to 75 cents.  The Postal Service justified a 90-cent fee through witness Mayo’s testimony, which showed that a 90-cent fee is consistent with the pricing criteria, in particular noting that the money order market is expanding to Internet users.  USPS-T-39 at 77-79.  The 90-cent fee represents a 12.5 percent increase from the Docket No. R97-1 fee.  While the resulting average increase for money order service is somewhat higher than average, it is not out of line with the average price increase resulting from Docket No. R2000-1.  In contrast, the 75-cent fee recommended by the Commission represented a fee decrease of over 6 percent.  We believe that the impact of a moderate increase on money order customers will not be severe, and note that the domestic fee is no higher than it was 25 years ago, and lower than the majority of domestic money order fees from 1978 to 1991.  USPS-RT-22 at 31.  We also find that the Postal Service demonstrated a high value for money order service in its testimony during this case, justifying the new cost coverage of 173.1 percent.  USPS-RT-22 at 24-33. For simplicity, and because little revenue is at stake, we are not modifying the other money order fees.

� Bundle breakage is another example of an area in which we have retained the approach used by the Commission, even though we believe it to be less sound than the approach advocated by the Postal Service.  The Commission, rather than accepting the Postal Service’s estimate that improved procedures would reduce bundle breakage in the test year by only 25 percent, instead adopted an estimate of a 50 percent reduction.  We believe the Postal Service’s lower estimate is probably more realistic, but we instead use the Commission’s figure, which yields a lower test year expense estimate, only because it was not an item upon which we requested reconsideration. 


�  In its Second Recommended Decision at pages 51-52, the Commission noted that in our December 4th Decision, we had described the effect of the rejection of the Priority Mail classification change as causing revenue to be understated by $55 million.  Other than attributing the source of this estimate to our Decision, the Commission made no comment regarding its merit.  In retrospect, however, we believe that the $55 million adjustment estimate is too high, because it is predicated on the assumption that none of the roughly three-quarters of flat rate envelope mailers whose pieces weigh less than one pound would avail themselves of the lower one-pound rate for which they would be eligible.  In this sense, the $55 million adjustment figure actually represents what amounts to an upper bound estimate.


In presenting the Postal Service’s initial proposal, which was intended to reflect the exact same structure as that which resulted from our rejection of the recommended classification change, Postal Service witness Robinson instead assumed that all of the flat rate mailers whose pieces weigh less than a pound would forgo use of the flat rate envelope and pay the lower one-pound rate.  Adoption of that approach results in an estimate of the revenue effect of the classification rejection of approximately $12 million.  It is about one-fourth of the original $55 million estimate, because it assumes that only the one-fourth of flat rate mailers whose pieces are above one pound will continue to use the flat rate envelope.  In the sense that we noted above that the $55 million figure could be thought of as an upper bound estimate, the $12 million adjustment figure probably constitutes the corresponding lower bound estimate.


In its First Recommended Decision at 324, the Commission expressed some skepticism that all mailers of lower weight pieces could universally be expected to shift to the one-pound rate.  We agree that, in reality, not all mailers are necessarily likely to behave in strict accordance with economic rationality, for a variety of reasons.  Nevertheless, we believe that of the two choices available, the approach advocated by witness Robinson is more realistic.  Most mailers will take steps to minimize their postage expenditures.  The Commission reached no firm conclusions regarding her assumption, because its recommended classification change alleviated the need to do so.  On the other hand, a different assumption implicit in how the Commission treated its recommended classification change -- that no mailers of 1-2 pound packages who previously did not use flat rate envelopes will start using them to take advantage of the recommended 1-pound rate (a topic discussed at page 322 of the First Recommended Decision) -- is equally open to question, and may have caused the Appendix G Priority Mail revenue estimate to be overstated.  This factor mitigates our concern that the $12 million adjustment figure may be somewhat understated, as ultimately it is only the accuracy of the sum of the Appendix G figure and the adjustment figure which remains relevant.


The approach of witness Robinson is the one which was presented and defended on the record.  While a slightly higher figure (and one thus somewhere in between the two extremes) might be preferable, none was presented on the record, and we have no way to derive one now.  (This entire discussion underscores the need to have these matters addressed on the record, the failure of which was why we were compelled in December to reject the Commission’s classification recommendation.)  Therefore, we rely on the $12 million adjustment figure, which is consistent with the testimony of witness Robinson, and add it to the Commission’s Appendix G Priority Mail revenue estimate under the recommended classification structure, to reach our estimate of Priority Mail test year revenue at current rates under the existing classification structure.


�  Under section 3625(d) of the Act, one of the requirements of modifications is that we find that the rates recommended by the Commission are not adequate to achieve breakeven.  Because the Commission has, upon reconsideration, slightly amended its recommended rates and fees, the approximately $979 million test year net revenue shortfall that we have estimated at current rates (i.e., the rates initially recommended by the Commission) does not, strictly speaking, apply to the rates most recently recommended by the Commission.  However, in its Second Recommended Decision, at 51-54, the Commission provided the estimated revenue consequences of the changes in the recommended rates for Bound Printed Matter, and in the recommended fee for Certified Mail.  Those estimates were $30 million and $53 million respectively.  Taken together, therefore, the amended rate and fee recommendations would increase test year revenue only by approximately $83 million.  On that basis (i.e., subtracting $83 million from $979 million), we further estimate the expected test year net revenue deficit at the rates actually recommended by the Commission in the recommended decision we are modifying to be very close to $900 million.  Given an estimated shortfall of this magnitude, we are compelled to find that the rates recommended by the Commission clearly are not adequate to provide sufficient total revenue to cover total costs.


�   The close correspondence within Attachment Three, between the cost coverages recommended by the Commission and those associated with our modification, highlights how little we have disturbed the interrelationships between rates for the classes and subclasses believed to be appropriate by the Commission.  In this respect, the circumstances in this case are not the same as the only other time we exercised our modification authority in a general rate case, Docket No. R80-1.  In that instance, the reviewing court faulted the sparseness of our initial discussion on the effect of the modification on the interclass rate relationships.  See, Time v. US Postal Service, 685 F2d 760, 771-72 (2d Cir 1982).  In this case, there is very little to discuss.  In those few instances in which subclasses or services have received anything approaching a material increase in their institutional cost burden relative to that recommended by the Commission, such as First-Class Cards and Money Orders, our rationale for that treatment is included within our discussion of those particular rates. 


� These proposals were discussed in the Commission’s First Recommended Decision, Vol. 1 at 235-45 (and summarized at 240, Table 5-2).


� Which, as noted above, compares the Postal Service, ABA&NAPM, and MMA worksharing rate proposals. 


� Postal Service library reference LR-I-149 indicates that, using Commission methodologies, the cost coverage relative to attributable costs of the Postal Service’s proposed Priority Mail rates was 163.5 percent. 


� The one-pound and two-pound rates apply to Priority Mail pieces (1) weighing up to one pound, and (2) weighing over one pound and up to two pounds, respectively, that are not mailed in a flat-rate envelope.  Pieces mailed in the Postal Service-provided, flat-rate envelope are charged the two-pound rate regardless of weight.  DMCS § 223.5.


� In Docket No. R2000-1, the Postal Service proposed and the Commission recommended that the one-pound rate differ from the two-pound rate.  PRC Op. at 313-315.  Prior to this proceeding, all Priority Mail pieces weighing two-pounds or less paid the same postage rate.


� See PRC Op. R94-1, Vol. 1, at V-40 and PRC Op. R97-1, at 367.


� A target markup is used as an input to rate design workpapers and is varied to meet the overall cost coverage desired for a mail subclass.  See Tr. 7/2777.


� Compare PRC Library Reference 13, workpaper “LR13Pri.xls”, worksheet “Input,” cell B126 to PRC Op. Appendix G at 1.


� Thus, the objectives of our modified heavy-weight rate design are accomplished by increasing the target markup to 142 percent, and by imposing an explicit constraint requiring a five percent minimum rate increase.


� The equivalency of the per-piece increases in the commercial and nonprofit counterparts is  not necessarily the goal of the rate formula in 39 U.S.C. § 3626; however, in this instance, such rate changes yield the required revenue relationship between the commercial and nonprofit counterparts.  


� See First Governors’ Decision at 14.  As explained in the following section, the Commission used after-rates volumes to calculate compliance with the formula for nonprofit rates rather than before-rates volumes.  In this instance, such use of the after-rates volumes led to rates that were too low.  The cumulative rate change for Nonprofit is still below that for its commercial counterpart, Regular.  The NECR cumulative rate change is significantly higher than the ECR change, just as it was in the Commission’s Recommended Decision.


� The Commission’s workpapers were corrected to remove several minor errors before the increased contingency and markup were applied.  The underlying costs were adjusted to incorporate the cost elements supporting the Field Reserve and higher Supervisor costs, which were then allowed to flow through the Commission’s formulas into rates.  In the Commission’s original workpapers, certain rate cells were constrained to increase by no more than 6 percent.  This constraint was eased to 8.5 percent to allow the increased contingency and markup and higher costs to flow through into rates.


� The underlying costs in the Commission’s workpapers were adjusted to incorporate the cost elements supporting the Field Reserve and higher Supervisor costs, which were then allowed to flow through the Commission’s rate design formulas into rates.  


� Media Mail and Library Mail rates are constrained to whole-cent increments.  Since most mail in these subclasses occurs in a relatively few rate cells, maintaining whole-cent rate increments causes the actual average rate increases to differ slightly from each other and from the target rate increase for these subclasses.


� The Commission’s corrected workpapers were corrected further by the Postal Service to remove a remaining minor error before the increased contingency and markup were applied.  The underlying costs were adjusted to incorporate the cost elements supporting the Field Reserve and higher Supervisor costs, which were then allowed to flow through the Commission’s formulas into rates.  


� Science of Agriculture publications in the Regular subclass also received preferred treatment.


� In its February 9, 2001 Opinion and Recommended Decision, the Commission had restored the Supervisor costs that it previously had eliminated.


� We therefore base rates on a proportionate increase in transportation cost and the per piece editorial discount.  Both of these adjustments are made to maintain the rate relationships recommended by the Commission.
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