



USPS-RT-19





BEFORE THE

POSTAL RATE COMMISSION

WASHINGTON, D.C.  20268-0001









Postal Rate and Fee Changes, 1997��ADVANCE \Y 221.75�                              Docket No. R97–1��













REBUTTAL TESTIMONY

OF

KIRK T. KANEER

ON BEHALF OF

UNITED STATES POSTAL SERVICE





�

CONTENTS





��Page



      AUTOBIOGRAPHICAL SKETCH................................................................……………   ii



PURPOSE................................................................................……………..………….    1

REVIEW OF OCA WITNESS CALLOW’S CAG-BASED FEE STRUCTURE…….……    3

WITNESS CALLOW’S PROPOSED FEE STRUCTURE RELIES ON INCONSISTENT     CAG AND COST RELATIONSHIPS…………………………………….….….….….…....   4

WITNESS CALLOW’S PROPOSED FEES ARE BASED ON AN INAPPROPRIATE ALLOCATION OF COSTS INSOFAR AS THEY DIFFER FROM THE POSTAL     SERVICE’S METHODOLOGY …………………………………………….………….…….  12

POST OFFICE BOX FEES: A PATH TO BETTER SERVICE……………………..…….  17

THE FIRST STEPS: limited modification of fee groups ….………...…..….  22 

CONCLUSION.……………………………………………………………………….……….  24

EXHIBITS:

FACILITY DISTRIBUTIONS AND CALLOW INTERROGATORY RESPONSE

INCONSISTENCIES INHERENT IN A CAG-BASED APPROACH

facility respecification criteria AND faclities selected for fee group reassignment

REVENUE IMPACT OF REASSIGNED FACILITIES

PO BOX CLERKS AND MAILHANDLERS TALLY ANALYSIS



������

��DIRECT TESTIMONY��OF��KIRK T. KANEER

��AUTOBIOGRAPHICAL SKETCH

 





��I, Kirk T. Kaneer, am employed by the Postal Service as an economist in Pricing, a position I have held since 1992.  My current duties are to aid in the development of pricing models and calculations for use in domestic rate design.  I was the rate witness for Classroom mail in Docket No. MC96-2, and for Periodicals Nonprofit and Classroom mail in this Docket.

Before working in Pricing, I served in the Labor Economics Research Division as an economist involved in labor negotiations.  Prior to coming to the Postal Service in 1988, I worked at the Bureau of Labor Statistics (BLS), Office of Prices and Living Conditions, Consumer Expenditure Surveys Research Division, from 1983 to 1988.  While employed at BLS, I published an article entitled: Distribution of Consumption by Aggregate Expenditure Share, Monthly Labor Review, 109(2), 50-53, April 1986.

In 1982, I received a Master of Science degree in Economics from Florida State University in Tallahassee, Florida.  In 1978, I received a Bachelor of Science Degree with double majors in Economics and Business Administration from the University of Central Florida in Orlando, Florida.�l. PURPOSE

This testimony presents rebuttal to Office of the Consumer Advocate (OCA) witness Callow’s testimony (OCA-T-500, starting at Tr. 23/12274), which proposes a Cost Ascertainment Group (CAG) based fee structure as well as an alternative cost allocation methodology for post office box service.

The Postal Service recognizes and shares witness Callow’s objectives of better aligning costs and fees, and eventually dropping fee distinctions between city and non-city delivery facilities. The current post office box (PO box) fee structure, as established in the DMCS and defined in the DMM § D910, is based primarily on delivery options, and therefore limits the ability to align fees with costs and changing public need.  These drawbacks of the existing fee structure have been examined in this and previous Commission dockets.  Furthermore, the Postal Service is developing improved means of tracking PO box activity, using information technology, which should provide information that permits a better alignment of post office box fees and costs.

The Postal Service is reviewing how best to re-define post office box fee groups.  That review extends to an evaluation of the shortcomings of witness Callow’s proposals.  Moreover, some determinations regarding how to improve the DMM and witness Callow’s fee group definitions have been made.�  This testimony accordingly addresses the shortcomings of witness Callow’s proposals in one section, and later introduces how the Postal Service expects to re-define fee groups.  To illustrate the Postal Service’s long term plans, this testimony also identifies a few facilities which might change their fee groups as part of any implementation of new rates, fees, and classifications that may be recommended by the Commission in this docket.

A detailed analysis of witness Callow’s proposal reveals that it does not substantially improve the association between costs and fees of post office box service.  Moreover, his proposal introduces undesirable cost and fee relationships.  Still, the positive aspects of witness Callow’s arguments are considered in the context of impending postal plans for re-designing the post office box fee structure in a way that will better align post office box fees with their costs while advancing the goals of the nine ratemaking criteria.�II. Review of OCA Witness Callow’s CAG-based FEE STRUCUre

This section begins with a brief description of witness Callow’s proposed changes to the current PO box fee structure.  The Postal Service agrees with his goal of eventually dropping distinctions between city and non-city facilities within the fee structure, and his overall objective of aligning fees better with costs; however, the Postal Service does not agree with witness Callow’s use of CAG to define fee groups.

Witness Callow proposes six temporary fee subgroups within the Postal Services’s existing post office box fee structure -- three fee subgroups within current Group C, and three within current Group D (OCA-T-500 at 3, lines 1-8; Tr. 23/12280).

The fee subgroups are denoted as :

C-l 	= City Delivery Offices, CAGs  A through D,

C-ll	= City Delivery Offices, CAGs E through G,

C-lll	= City Delivery Offices, CAGs H through L,

D-l 	= Non-city Delivery Offices, CAGs  A through D,

D-ll	= Non-city Delivery Offices, CAGs E through G,

D-lll	= Non-city Delivery Offices, CAGs H through L.

Witness Callow asserts that his proposed groups increase rent homogeneity. Tr. 23/12293.  Witness Callow does not propose structural changes for fee groups A and B, nor does he consider any alternatives to using CAG as the basis for office groupings. Tr. 23/12356 (response to USPS/OCA-T500-1).

Witness Callow proposes that after two more fee changes these six fee subgroups be collapsed into three that lack the city delivery and non-city delivery distinctions. Tr. 23/12265.  As explained below, the Postal Service believes a true cost-based fee structure has many advantages over witness Callow’s CAG, or revenue-based, fee structure.

Iii. Witness Callow’s PROPOSED FEE STRUCTURE RELIES ON INCONSISTENT CAG and cost relationships

There are many inconsistencies between costs and fees in witness Callow’s proposal, the root cause of which is the erroneous assumption that CAG and PO box costs are strongly correlated.  If the relationships between CAG and PO box costs were strong, then individual facilities with similar PO box costs would be grouped together in each CAG group, and the range of PO box costs within each CAG-based grouping would not substantially overlap that of another.  Since CAG is a measure of revenue from mail flowing into the postal network of facilities, Tr. 23/12283-84, while PO boxes are examples of delivery points through which mail flows out of the network, and since there is little inherent reason to expect that large, cost-driven mailers would locate themselves where PO box cost are highest, there are a priori reasons to expect that CAG and PO box cost are not strongly correlated.

There is a weak correlation between PO box costs and CAG, although as indicated in witness Callow’s testimony and the Docket No. R90-1 library reference to which he points, F-183, this is more of an accident of demographics than any inherent relationship.  This is consistent with the fact that the costs for facilities within each CAG group exhibit wide variation about their respective averages. See Tr. 23/12393.

Callow’s effective reliance upon CAG as a proxy for PO box costs also causes the fees he proposes to increase rather than decrease the gap between fees for some city and non-city delivery facilities, contrary to both Callow’s and the Postal Service’s espoused goal.  The current annual city (Group C) fee is $40, while the non-city fee is $12, for a difference of $28.  While the Postal Service’s proposal would reduce this difference to $27, Callow proposes a box size one fee of $56 for his proposed group C-l and a $24 fee for his group D-l, for a difference of $32. (see Tr. 23/12338-12339).

Witness Callow tries to justify his fee group restructuring by arguing that current fee groups C and D would better reflect PO box costs if they were further defined into subgroups based on CAG.  However, he attempts to demonstrate a strong relationship between PO box costs and CAG-based solely on a comparison of the cost averages for his CAG grouping.  Tr. 23/12293-94.

Callow’s excessive reliance on simple averages is demonstrated by comparing cost variations within and between his proposed CAG-based fee groups.  Callow’s within fee group variations are much larger than the variations between his group averages, Tr. 23/12393 (response to USPS/OCA-T500-28(g) at 1) -- indicating that his proposed fee groups are not strongly associated.

The large, overlapping variations in costs within his proposed fee groups, which Callow ignores, lead to grouping together facilities that have drastically different rental costs based simply on similar revenue for those facilities.  Facilities with very high and very low rental costs populate each of witness Callow’s fee groups.  For example, Temple Heights Station in Washington DC has a rental cost of $32 per square foot, while West Los Angeles Station, California has a rental cost of only $2.38 per square foot – yet both are CAG A facilities.  Under witness Callow’s proposal, PO boxes in both of these facilities would be grouped together and pay identical fees.

Callow’s response to USPS/OCA-T500-5, indicating that the maximum rental cost for each of CAGs A through G for city facilities is between $33 and $36, confirms inconsistencies in costs and CAG. He also confirms that the maximum rental costs for CAGs E through L are between $17 and $18, while the maximum for CAGs B through D is lower, between $9 and $14.  Tr. 23/12360.    Each of these counterintuitive findings refutes the existence of any strong relationship between CAG and PO box costs.

The very low degree of association between CAG and rental cost per square foot is evident in the attachment to witness Callow’s response to USPS/OCA-T-500-28(g), where he shows that the average rental cost per square foot for each of his new fee groups (Cl, Cll, Clll, Dl, Dll, and Dlll), 9.07, 6.88, 4.96, 7.24, 7.30, and 5.84, respectively, lie within the broad ranges of each of the CAG-based fee groups.  Tr. 23/12393.

Witness Callow also confirms inconsistencies between his CAG-based average rental cost for city-other and non-city delivery facilities.  In his response to USPS/OCA-T500-4 (a ), Callow confirms that the two highest non-city rental cost averages, displayed in Table 2 of his testimony, are for  CAGs E and F.  Tr. 23/12359.  If rental costs are related to CAG, the highest rental costs should be observed for CAGs A and B -- not CAGs E and F. 

The substantial degree of rental cost overlap among the CAGs, and the consequent lack of cost homogeneity in Callow’s fee groups, can be seen by charting the overlaps in the distributions of facility-specific rental costs for Callow’s fee groups.�  Chart A, which follows this paragraph, displays the distribution of facilities for his fee groups, by rental cost deciles.

The substantial lack of cost homogeneity is evident.  Facilities belonging to all six of witness Callow’s CAG groupings are present in the top 10 percent rental cost per square foot decile.  About 15 percent of CAG E-G facilities, and about 5 percent of CAG H-L facilities, have rental costs in the top decile, with an average of $16.55 per square foot.  Moreover, at the opposite end of the rental cost distribution, almost 20 percent of the CAG level A-D facilities are present in the lowest rental cost decile.  Similarly, all intermediate deciles also contain facilities from each of Callow’s six proposed post office box fee subgroups.  Exhibit A (at 3 and 4) contains separate charts showing results for city and non-city facilities; again, each decile is populated by facilities from every one of his proposed fee groups.  Since each rental cost decile contains facilities from each proposed CAG fee group, witness Callow’s proposal inappropriately lumps together facilities having rental costs in every rent decile.�

�� EMBED Word.Picture.6  ��� 	If the relationships between CAG and PO box costs were strong,  then individual facilities with similar PO box costs would be grouped together in each CAG group, and the range of PO box costs within each CAG-based grouping would not substantially overlap that of another.  In other words, any strong relationship should be evident from cost homogeneous fee groups that result.  The lack of such cost homogeneity in witness Callow’s fee groups illustrates the lack of a strong relationship between CAG and PO box costs.

Only when inferences about one variable can reasonably be drawn from knowledge of another variable can a strong association be said to exist.  This is not true of CAG and rental costs, because the range in rental costs for facilities in a given CAG is largely co-extensive with the overall range across all facilities.  Respective costs for individual facilities within a CAG range higher and lower than the CAG averages by a large degree.  For purposes of rate design, the degree of association between CAG and rental cost per square foot is too weak.

There are operational reasons to believe that higher CAG, i.e., large volume, mail processing facilities would locate in lower rental cost areas to benefit from the lower rental costs -- along with large mailers who may co-locate and thereby also benefit from lower space costs.  For example, many of the facilities in witness Callow’s Group D-I are high CAG only because each accepts the mail for one large mailer located nearby, e.g. Shepherdsville, KY; Wilton, IA; and Young America, MN.  Moreover, there are low revenue facilities in higher cost areas, where service is provided to meet the needs of customers at the delivery end of the postal network of facilities.  Witness Callow did not consider these operational reasons why CAG is a poor proxy for PO box costs.  Tr. 23/12375 (response to USPS/OCA-T500-17(b)).

Witness Callow’s fee structure would raise and lower fees in a way that would discourage use where PO Boxes are available and discourage PO box service expansion in high cost / high demand locations.  Exhibit B, page 2 presents several examples of high CAG facilities having low rental costs and low PO box utilization.  Under witness Callow’s proposal, these facilities would eventually be included in his highest fee group, thus further discouraging PO box utilization in these locations.  Exhibit B, page 3 presents several examples of low CAG facilities having high rental costs and high PO box utilization.�  Under witness Callow’s proposal, these facilities would eventually be included in his lowest fee group, thus also discouraging PO box expansion at these locations.

Witness Callow’s proposal would complicate the fee structure by defining fee groups, without any operational justification,� in a way that would complicate future re-alignment of fees and costs.  For example, CAG A facilities with a rental cost of $1.83 per square foot would face drastic fee changes when their fee group is aligned with costs.

Grouping facilities by CAG in an attempt to create more cost homogeneous fee groups is clearly inappropriate.  While CAG and rental costs may not be totally unrelated, witness Callow wrongly concludes that the relationship is strong enough to be a viable basis for structuring new PO box fee groups.  The rental cost per square foot differences within and between the fee groups proposed by witness Callow are large, causing inconsistent groupings of facilities and complicating future efforts to align fees with costs.  Furthermore, fees, costs, and box availability were not appropriately taken into account by witness Callow.  If implemented, his proposal would result in an inconsistent fee structure.  In Section V, below, a better alternative is described.

IV.  WITNESS CALLOW’S PROPOSED FEES ARE BASED ON AN INAPPROPRIATE ALLOCATION OF COSTS INSOFAR AS THEY DIFFER FROM THE POSTAL SERVICE’S METHODOLOGY

Attributable costs for post office boxes are separated into three general categories by both the Postal Service and the OCA.  The FY96 values and percentages are shown below:

		Space Support		$279,928,000		  46.1 %

		Space Provision		  223,226,000		  36.7

		All Other			  104,580,000		  17.2	

		Total				$607,734,000		100.0 %

		Source:  USPS-T-24, page 20.

For the most part, witness Callow follows the same cost allocation methodology presented by witness Lion earlier in this proceeding (USPS-T-24), as well as in Docket No. MC96-3 (USPS-T-4).  For some All Other costs, however, witness Callow attempts to allocate costs based on job title.

Witness Callow bases his allocation of costs on a proposed redefinition of fee groups.  The inadvisability of using these new groups is dealt with above.  However, witness Callow allocates fully 96.3 percent of the attributable costs of post office boxes using the same methodology as the Postal Service.  Correcting an error in the OCA approach, the total allocated identically is 98.3 percent.  Witness Callow’s allocation of costs based on job title is inappropriate and, even if done, should affect at most only 1.7 percent of post office box costs.

Space Support Costs, representing 46.1 percent of the total, are allocated to each fee group/box size category in proportion to the equivalent capacity of that category (see OCA-T-500, pages 55-56, Tr. 23/12332-33). This is the same as the Postal Service methodology.

Space Provision Costs, representing 36.7 percent of the total, are allocated to each fee group and box size category based on equivalent capacity and average rental costs (see response to OCA/USPS-T500-18, Tr. 23/12337). Again, this is the same as the Postal Service methodology.  

Space Support plus Space Provision costs together amount to 82.8 percent of the total and are allocated by the OCA using the Postal Service methodology.  Witness Callow also allocates the bulk of All Other costs using the Postal Service methodology.

All Other Costs, 17.2 percent of the total, are defined as the costs remaining after Space Support and Space Provision costs are subtracted from total attributable post office box costs; they are primarily labor costs for window service, and related supervisory and personnel costs (see USPS-T-24 at 19).  All Other costs are separated by witness Callow into two groups: those that he proposes to allocate according to CAG ("CAG costs") and the remainder ("Non-CAG costs").  CAG costs are further separated according to job title: postmasters (Cost Segment 1), supervisors (Cost Segment 2) and mailhandlers (Cost Segment 3).�The separation between CAG and Non-CAG costs breaks out as follows:

		CAG				$  22,753,000		  21.8 %

		Non-CAG			$  81,827,000		  78.2	

		Total All Other		$104,580,000		100.0 %

Source:  Table 13, OCA-T-500, page 43.

Clerks and Mailhandlers.  Cost Segment 3 includes the costs of both mailhandlers and clerks.  In the case of post office box costs, it represents the costs of window service provided by these two crafts.  Witness Callow separates Cost Segment 3 into a portion for mailhandlers and a portion for clerks.  Noting that there are very few mailhandlers at CAGs E-L (his groups C-II, C-III, D-II, and D-III), he proposes to allocate the mailhandler proportion only to Groups C-I and D-I.  The remainder -- the portion he attributes to clerks – is labelled “Non-CAG Costs” and allocated to each box size/fee group category in proportion to the number of boxes in that category.  That is, witness Callow’s Non-CAG costs are allocated using the Postal Service methodology.

However, witness Callow’s division of the Segment 3 costs is incorrect.  He separates the post box office costs of this segment into the portions due to clerks and mailhandlers on the basis of the proportion of the overall costs for the two crafts.  Tr. 23/12325.  In effect, he assumes that the two categories are responsible for window service in proportion to their overall costs.  See Tr. 23/12378 (response to OCA/USPS-T500-19).  But this is not correct.  Mailhandlers do not “do windows”.  Window service is almost always provided by clerks.  IOCS counts show that the proportion of window service time provided by mailhandlers on this task is a negligible 0.3 percent.  (See Exhibit E, page 2, col. 3).  

Thus, the unavoidable conclusion is that virtually all the post office box costs in Cost Segment 3 are due to clerks and virtually none are due to mailhandlers.  As a result, all Cost Segment 3 costs should be included in the Non-CAG category and allocated according to the number of boxes – i.e., using the Postal Service methodology.

After correcting this error in witness Callow’s analysis, 98.3 percent of the total attributable post office box costs would be allocated identically by both the Postal Service and the OCA, as shown in Table 1 below:

Table 1.  Total Attributable PO Box Costs.����Item�Amount�Percent��Space Support�$279,928,000 �46.10%��Space Provision�223,226,000�36.7��All Other – C/S 3�93,866,000�15.5��Subtotal�597,020,000 �98.30��All Other - C/S 1&2�10,714,000�1.7��Total�$607,734,000 �100.00%��	Thus, the only difference between the two approaches is in the residual 1.7 percent, costs for postmasters (Cost Segment 1) and supervisors (Cost Segment 2), which witness Callow allocates based on CAG level.  (Postmaster costs attributed to post office boxes amount to 0.5 percent of the total (= $3,183 / $607,734) and supervisor costs to 1.2 percent (= $7,531/ $607,734)).  Even for this residual, there is good reason to keep the current (much simpler) Postal Service methodology.

Postmasters.  Postmasters’ job tasks vary widely with CAG level.  For example, postmasters at higher CAG offices almost never perform window service, which is the prime component of All Other Costs.  In fact, costs for postmasters at grades EAS-24 and above are never allocated to post office box service. See Tr. 23/12374 (response to USPS/OCA-T500-16c).  At lower CAGs, postmasters often do this task because there is no one else to do it.  Moreover, the postmaster who performs window service at a lower CAG may have a higher salary than the clerk who does the same work at a higher CAG.  It is incorrect, therefore, to allocate these costs according to the number of postmasters in each CAG level, as witness Callow does (see Tr. 23/12425, lines 20-23).  A better way to allocate these costs might be according to the time spent on post office boxes in each office.  While I would expect that postmasters at smaller offices spend a greater proportion of their time on post office box activities than postmasters at larger offices, data on time spent in particular offices do not exist for postmasters.  Since the amount is small, and data to make the theoretically correct allocation are unavailable, it is better to allocate these costs using the simpler Postal Service approach.

Supervisors.  Witness Callow actually does allocate supervisor costs in proportion to the number of boxes (as does the Postal Service), but only after zeroing the boxes at those CAGs that have no supervisors (fee groups C-III and D-III).  This might be a reasonable approach if other, larger cost categories could be properly allocated according to CAG.�  Absent that, however, it is a distortion to do it for just one component, in effect shifting some costs to particular CAGs, but not accounting for counterbalancing shifts.  Again, the best approach for such a small amount is the simpler Postal Service methodology.

The Postal Service maintains that the cost of providing window service for a post office box is virtually the same regardless of its location or size.  Attempts to break this down by CAG or other grouping, as witness Callow has, are doomed to a swamp of unresolvable difficulties revolving around the fact that the same job category provides different services at different post offices.  The common sense solution is the best one, and it was used by the Postal Service.  For All Other costs, take the total attributable costs and divide by the number of boxes to get the cost per box. 

In summary, both the OCA and the Postal Service agree that Space Support costs, Space Provision costs and that part of All Other costs attributed to clerks (for window service) should be allocated using the Postal Service’s methodology.  The remaining costs – for postmasters and supervisors – amount to only 1.7 percent of the total.  It is either incorrect to allocate these costs as witness Callow has (in the case of postmasters) or the overall result is to distort the allocation (in the case of supervisors).  Thus, I conclude that the Postal Service methodology, as applied in previous dockets, should be used for 100 percent of post office box costs.�v.  post office box FEEs: A path to Better Service 

The approximately 20 million post office boxes installed throughout the United States constitute a substantial investment.  The benefits of this investment should be realized by the public to the greatest extent possible.  However, more than one in five post office boxes are currently unused, while in other locations, few, if any, boxes are available.  With more than 5 million unoccupied boxes, more post office boxes are still needed.  Appropriate fees should be established to promote the maximum use of post office boxes currently installed and meet the changing needs of the public.  To accomplish these ends, the post office box fee structure must address issues of both cost and demand at a very basic level.  By that, I mean meeting the demand for boxes at various locations, covering the costs of providing those boxes, and making a contribution to other costs.  This section explains briefly how the Postal Service is doing this by examining actual facility costs more closely, with regard to the establishment of cost homogeneous fee groups.

The Postal Service is working toward a fee structure that is based on cost and aimed at promoting optimal service levels to the public.  Demand for PO box services signals where the public needs PO boxes and where there is a need to encourage PO box use.  Consideration of capacity utilization in fee design should, in the long run, lead to higher overall utilization, thus improving customer satisfaction while spreading fixed costs of PO box service over a larger customer base. 

The public demand for PO box service naturally changes over time.  Changes in population size, age, income, location,  job opportunities, access to technology, and preferences can all affect the public’s desire for PO box service at various locations.  Since the locations of specific boxes cannot be freely and instantly moved, some variation in capacity utilization is unavoidable.

Existing data on facility costs are incomplete.  This is perhaps why witness Callow’s proposal was instead based on CAG.  The Postal Service is examining means of rectifying this situation.  Given the pace at which automation is penetrating postal facilities,  automation alone will likely improve what data are available within a few years both by the sheer number of facilities with a means of data collection and by the forced reconciliation of what today are independent data sets.  In the meantime, the Postal Service is working with the data now available, comparing sources, and requesting that postal officials verify reported costs and capacity utilization in specific facilities.

With expectations of improved facility cost data that will permit the creation of cost homogeneous PO box fee groups, and of taking into account capacity utilization, it is possible to construct a hypothetical PO box fee structure.

A hypothetical fee structure based on cost homogeneity and capacity utilization rates can be constructed to account for cost and demand changes that occur from time to time and place to place.  Table 2a, shows a hypothetical fee structure with five cost homogeneous fee groups (A-E), and a sixth for customers ineligible for city or non-city carrier delivery. A base fee is set for each cost group.  High capacity utilization in a given facility would then result in a premium on top of the base fee, while a low capacity utilization facility would result in a discount from the base fee.



Table 2a, Hypothetical Future PO Box Fee Structure.������Office Utilization����Cost Group�Low Range�Target Range�High Range��Box Size One:�Discount�Base Fee�Surcharge��A�Base less Discount�$Fee�Base plus Surcharge��B�Base less Discount�$Fee�Base plus Surcharge��C �Base less Discount�$Fee�Base plus Surcharge��D�Base less Discount�$Fee�Base plus Surcharge��E�Base less Discount�$Fee�Base plus Surcharge��F - Non-delivery�$0.00 �$0.00 �$0.00 ��

TABLE 2b, Rental Cost Per Square Foot, By Rental Cost Quintile.������Cost Group�Number�Average�Minimum�Maximum��A�4,972�$2.48 �$0.00                  �$3.56 ��B�4,972�$4.28 �$3.57 �$4.98 ��C�4,972�$5.70 �$4.99 �$6.51 ��D�4,972�$7.70 �$6.52 �$9.19 ��E�4,972�$13.48 �$9.20 �$64.05 ��From: Rent.Data - LR-H-216�������When, over time, costs, or utilization rates change for a particular facility, so too could the fees.  Costs could be covered while encouraging use of empty boxes.  Further, the fee surcharge at highly utilized locations would provide an incentive to install more PO boxes in areas where they are needed.  By encouraging expansion in this manner, the public’s frustration due to waiting lists and the unavailability of PO box service in needed locations could be minimized.  Finally, overall and specific fee levels could be adjusted to reflect the goals of the nine ratemaking criteria.

As in the hypothetical fee structure described, Table 2b above displays the number, average, minimum, and maximum rental costs per square foot for facilities grouped by rental cost quintile.  By definition, these groups are cost homogeneous (unlike witness Callow’s) and could serve as the basis for fee development.

In summary, with improved information, a PO box fee structure that incorporates homogeneous cost groups and capacity utilization can be constructed.  This would: encourage efficient use of PO boxes, move toward having all boxes recover their costs, and meet the changing needs of the public.

For purposes of this docket, the details presented in this section serve simply to rebut the restructuring of PO box fees proposed by witness Callow.  In addition, the Postal Service wants to share with the Commission its efforts to improve the PO box fee structure in the near future.  The next section describes a very limited regrouping of PO box facilities being planned for implementation together with any classification and fee changes arising from this case.

THE FIRST STEP: limited modification of fee groups

As a first step, 80 facilities have been identified as candidates for reassignment from one fee group to the next highest or lowest (see Exhibit C).�  These facilities were selected based on facility rents and PO box utilization.

	The logic of the approach was to identify facilities with high costs and low fees, or with low costs and high fees.  If the former also had high capacity utilization, the facility was identified as a candidate to be moved to the next most expensive PO box fee group, e.g., from Group C to Group B.  Similarly, if a low cost / high fee facility also had low capacity utilization, it became a candidate for movement to the next less expensive fee group.  All such facilities only became candidates, because the next step was verification that the values for facility cost, boxes installed, and capacity utilization were reasonable and accurate.  This approach was by no means comprehensive, especially given the incomplete data available, but also because the focus was on selecting those facilities least well aligned in the current fee structure. 

	As shown in Exhibit D, page 3, the total revenue impact would be minimal assuming all 80 facilities were reassigned.  A total of 46,607 post office boxes would be affected, and the net revenue effect would be $46,080. 

Because of the wide disparity in fees, shifts between Groups C and D at this time raise concerns.  For those unlucky customers shifting from Group D to Group C, the fee increase would be well over 200 percent for every box size, which certainly raises the specter of fee shock.  On the other hand, reassigning boxes from Group C to Group D fees runs a risk that boxes would fail to cover attributable costs.

	If only the transfers from A to B, from B to A and C, and from C to B were implemented, a total of 23,422 box holders would be affected, with 21,452 moving up and 1,970 moving down.  The net revenue increase for the Postal Service would be $396,134 (see Exhibit D, page 3).

		The average fee changes (relative to the fees established in Docket No. MC96-3) are shown in Table 3 below.  These percentages are averages weighted by box size counts.

Table 3

Percentage Fee Increase, After Transfer vs. Current Fees��Transfer Down��A to B�+24.1 %��B to C�+0.5 %��C to D�-51.7%��Transfer Up��B to A�+59.4 %��C to B�+51.7 %��D to C�+250.3 %��

 Additional details regarding the derivation of these data appear in Exhibit D, page 2.

	Any increase in revenue would be more than offset by the recent offering of boxes at no charge for customers who are not eligible for carrier delivery because of the quarter mile rule. �

Vll. CONCLUSION

	Witness Callow’s proposal to restructure PO box fee groups, while well motivated by interests in greater cost homogeneity and convergence among city and non-city delivery facilities, founders on its use of CAG as a proxy for the costs of PO box service.  As CAG is a measure of the input side of the Postal Service network of facilities, while PO boxes exist at the output side of the network, using CAG as a basis for structuring fee groups introduces too many anomalies.  Put simply, PO box fees should not be aligned with facility revenue; instead, PO Box fee should be aligned with PO Box costs.  As the Postal Service improves the quality of its facility-specific cost data, definition of more cost homogeneous and sensible fee groups will become relatively mechanical.  A reflection in the ultimate fee schedule of capacity utilization would also be economically efficient by increasing overall capacity utilization over time while helping to meet customer needs.

	This testimony directly rebuts witness Callow’s alternate fee proposal, while including details of postal plans.  Those details signal the Postal Service’s short and long term action plans.  The next step in addressing the concerns is for the Commission to recommend the fee changes requested by the Postal Service.  These fee changes move toward the establishment of equally spaced fee groups, and thus would assist in moving toward a realigned fee structure.



�  Because the Postal Service’s proposal in this docket moves fees in the direction needed to pursue fee re-definition, and because of the need to avoid fee shock, a full determination of how to re-define fee groups is neither necessary nor appropriate at this time.

�  Witness Callow acknowledges the existence of overlap, but seems unable to bring himself to agree that the overlap is “substantial”.  Tr. 23/12392 (response to USPS/OCA-T500-22-28(e)).  Since the overlap is virtually complete, I believe it is much more than substantial.

�  Exhibit B is limited to facilities identified as transfer facilities in section Vl of my testimony.  I would expect there to be many more facilities with CAG designations that are inconsistent with their rental costs and utilization rates.

� Dr. Bradley states, “…every cost pool should [not] be split, willy nilly, into smaller subpools in a misguided search for different variabilities.  Rather, a disaggregated analysis should be followed only when there are good operational reasons to do so.” (USPS-T-13, page 35, lines 11-14).

�   Of course, even this would not address the impropriety of using a measure of revenue as a proxy for cost.

�  These candidates may change as further review is completed.

� The Postal Service has determined to extend eligibility for current Group E (no fee) PO boxes to customers located within one quarter mile of a non-city delivery office (quarter-mile customers).  The necessary management approvals have been obtained, and the Postal Service expects that appropriate Federal Register and Postal Bulletin notices will be published in as little as a few weeks.
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Chart A









